New York City’s
Fiscal Outlook

January 2000

|IBO'’s Forecast of City Revenues and Expenditures
for Fiscal Years 2000 through 2003

New York City Independent Budget Office







PREFACE

January 2000

TheNew York City Charter directsthe Independent Budget Office (IBO) to publish
areport by February of each year giving our view of how much the city is going to
collect in taxes and other revenues and how much it is going to spend. We have
issued New York City's Fiscal Outlook well in advance of the deadline so that readers
have this information before the 2001 budget adoption process gets underway.

We are not trying to predict future policy and budget decisions that will be made
by the Mayor and the City Council, nor are we recommending any particular course
of action. Instead, we are providing aforecast of what the city’s finances would ook
likeif current spending policies and tax laws are allowed to run their course over the
next few years. Such aforecast provides an objective starting point and serves as a
benchmark for consideration of the Mayor’s soon-to-be-released 2001 budget.

Thereport beginswith an overview, isfollowed by our national and local economic
outlook and aforecast of city revenues, and concludeswith adiscussion of our spending
projections. As required by the Charter, we will follow this report up in March with
an analysis of the Mayor’s preliminary budget.

This report was completed under the supervision of Ronnie Lowenstein, Frank

Posillico, George Sweeting and Andrew Rein. Christine Lidbury served as project
manager for the report.

Douglas A. Criscitello
Director



NOTESTO THE READER:

= Unlessotherwise noted, all referencesto yearsin both
text and figures denote New York City fiscal years
(July 1st to June 30th).

= Numbersin thetext and figuresin thisreport may not
add to totals because of rounding.




Chapter 1. Budget Outlook

Introduction

The continued strength of the national and local
economies will help New York City generate a
municipal budget surplusof $1.4 billioninthe current
fiscal year. Next year, absent use of this surplus, the
Independent Budget Office (IBO) estimates that the
city would face a$2.3 billion budget gap. However, if
the city follows its standard practice and uses the
surplus to help balance next year’s budget, the gap
would be $899 million, or 2.4 percent of revenues.

Beyond 2001, the city faces serious fiscal
challengesfor two reasons. First, the economy cannot
be expected continually to outperform expectations.
If economic growth slows to a more moderate rate,
thecity would no longer have surplusesto help balance

the budget. Second, adjusted for prepayments, city
spendingisgrowing 3.1 percent annually, outstripping
the 2.2 percent annual growth in revenues. Assuming
amoderate rate of economic growth, by 2003 the city
will face a gap of $2.4 billion, or 6.0 percent of
revenues.

Although the city is benefiting from its longest
post-war economic expansion, the projected gaps are
larger than those we forecast last year and those
presented in the city’s November financia plan.

Thegapin 2003, thelast year of these projections,
is amost $600 million larger than the final-year gap
IBO projected one year ago. Although many factors
over the past year—such as estimates of economic
activity and changesin service levels—have affected

6.0 percent of revenues.

Key Findings
The city’s near-term fiscal outlook isbright ...

» The continued strength of the national and local economieswill help New York City generate a
municipal budget surplus of $1.4 billion in the current fiscal year.

» Next year, absent use of this surplus, the city would face a $2.3 billion budget gap. However, if
the city followsits standard practice and uses the surplus to help balance next year’s budget, the
gap would be $899 million, or 2.4 percent of revenues.

... but itslong-term prospectsremain cloudy.

» Inthelong run, revenue growth will beinsufficient to sustain current spending policies. Spending
will rise 3.1 percent annually, outstripping the 2.2 percent annual growth in revenues.

» Assuming amoderate rate of economic growth, by 2003 the city will face agap of $2.4 billion, or

» The projected gaps are larger than those we forecast last year. Although many factors over the
past year have affected our projections, the gap estimate would have been virtually unchanged
without the state's repeal of the commuter tax.

» Thecity'sfiscal outlook would improveif it used surplusesto fortify itslong-term fiscal foundation
instead of using them to balance near-term budgets. The city could establish a rainy day fund,
repay a portion of its outstanding debt and/or substitute pay-as-you-go financing for borrowing.
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Figure 1-1

Revenue Growth ...
Dollars in millions

Despite Large Surplus in 2000, Greater Spending than

balance budgets without
regard to difficulties down
the road. The city could
establish a rainy day fund

for use only when needed
to address a short-term

emergency, such as an
economic downturn. Also,
the city could repay a
portion of its outstanding
debt and/or substitute pay-
as-you-go financing for
borrowing, both of which
would help thecity balance
future budgets by lowering

Average
2000 2001 2002 2003 Change
Revenues $37,874 $38,156 $39,268 $40,451 2.2%
Expenditures
Before payments $39,088 $40,456 $41,680 $42,882 3.1%
1999 prepayments -2,615
2000 prepayments 1,401 -1,401
Subtotal -1,214 -1,401
Total spending $37,874 $39,055 $41,680 $42,882
Gap $899 $2,412 $2,431 4.2%

annual debt service costs.

Source: Independent Budget Office (IBO).

If the surpluses were

our projections, it is interesting to note that without
thestate’ srepeal of the commuter tax (the non-resident
persona income tax), the gap estimate would have
been virtually unchanged. If the commuter tax were
still in effect, the 2003 gap would have been 5.0
percent of revenues; last year we projected the gap
would be 4.9 percent of revenues.

used in these ways, other
actions would be required

to balance the budget. Achieving budgetary savings
always requires effort and perseverance. However, it
isbetter to do so over timewhen the economy isstrong,
rather than abruptly in aweak economy when revenue
growth slows and spending pressures increase.

2002 2003

The 2003 projected gap B 10
also exceeds that contained | ' '9Yr€ 1
in the citv's November ... Leads to Large Out-Year Budget Gaps
I!‘l . y Gaps in millions of dollars
financial plan by $679
million. Although we expect 2,500
tax revenues to be $689 2000 1.4 billion
million higher than the prepaid
November forecast, these | 1,500 In 2090
revenues are morethan offset
by higher estimates of | 1.000
spending for programs ($495 500
million) and our inclusion of
salary increases equaling the 0
rate of inflation ($912 T
million). -500 ™1g1 4 billion
prepays
-1,000 {— 2001
The city’sfiscal outlook xpenses
i if i -1,500
would improve |f_|t used ; 2000 2001
surpluses to fortify its long-
term fiscal foundation | goyrce: IBO.

instead of using them to
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Nevertheless, given the city’s standard practice,
we have assumed that the entire current year surplus
will be used to prepay expensesthat would otherwise
be incurred next year—thereby lowering 2001
spending by $1.4 billion. The city also maintains a
general reserve fund of $200 million to cover
unanticipated current year expenses; any unspent funds
would increase the 2000 surplus and also would likely
be used to prepay 2001 expenses.

The projectionsin this report assume that current
spending policies and tax laws run their course over
the next few years. This assumption implies that
pending policy initiativesin the city’ smost recent four-
year financial plan—such as reauthorization of the
coop/condo property tax abatement—are not put into
effect.

Economic and Revenue Forecasts

Economic Forecast. City tax revenues
fundamentally depend on the strength of the national
and local economies. In calendar year (CY) 1999, the
national economy continued to outperform
expectationsand expanded at aninflation-adjusted rate
of 3.9 percent. (See Chapter 2.) We expect the national
economy to cool somewhat in CY 2000toa2.7 percent
growth rate, driven by a combination of the recent
tightening of monetary policy and rising energy prices.
Beyond CY 2000, we expect slightly higher growth
accompanied by small increases in inflation and the
unemployment rate.

The city’s economic performance will largely
mirror the nation’s with growth cooling from the rate
of thelast threeyears. Personal income, whichin CY
1999 grew 4.0 percent in inflation-adjusted terms, will
continue to make solid gains in CY 2000, rising a
projected 3.7 percent. Private employment growth will
slow from 70,200 jobs in CY 1999 to 28,000 in CY
2000, and the unemployment rate will increase from
6.9 percent to 7.3 percent. Over the following three
years, growth in personal income and employment will
slow, andinflationwill accelerate, but will still average
amodest 2.2 percent for the remainder of the forecast
period.

Revenue Forecast. IBO’s revenue forecast is
discussed in Chapter 3. We project total revenues—the
sum of taxes and non-tax receipts such as state and
federal grants—will grow at an annual rate of 2.2
percent over the 2000-2003 period. Tax revenues are
projected to grow 3.0 percent annually while other
revenueswill increase at an annual rate of 1.2 percent.
This modest tax revenue growth, just slightly greater
than the rate of inflation, is the result of tax cuts
somewhat offsetting theimpact of moderate economic
growth.

Highlights of our tax revenueforecast includethe
following:

» Tax revenues grow only 0.2 percent in 2001, to
$21.4 billion. This minimal growth is primarily
theresult of cutsin personal income and business
taxes—including the elimination of the income
tax on commuters—and a return of corporate
profitsto normal levelsfrom the higher levelsthat
are generating extraordinary revenues in 2000.

» The net effect of tax policy changesis to reduce
the projected annual rate of growth in tax revenues
over the 2000-2003 period from 3.6 percent to 3.0
percent. These changes include the state School
Tax Relief program (STaR), the elimination of the
commuter tax, the expiration of coop/condo tax
relief, general corporation tax (GCT) reform, and
the elimination of the sales tax on clothing and
footwear priced under $110. (While STaR reduces
tax revenues, the program is revenue neutral
because the state increases its aid an equal
amount.)

» Total revenue in 2003 is $2.6 billion higher than
in 2000, with over half of the growth attributable
to property and property-related taxes.

Expenditure Forecast

Chapter 4 displays IBO’s spending estimates
assuming continuation of existing policies. After
adjusting for the city’s use of surpluses to prepay
expenses, we project that spending will grow at an
annual rate of 3.1 percent over the 2000-2003 period.
With the prepayments—which distort year-to-year
spending growth—annual spending increases 4.2
percent over the same period.
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We have cal culated future costsfor most programs
and agencies by adjusting current spending levelsfor
both inflation and scheduled or anticipated pay raises
for city workers. For programs with costs driven
principally by factors beyond the immediate control
of the city—such as public assistance (casel oads) and
education (enrollment)—we have devel oped our own
models to predict future costs. We also assume that
the city’s capital program will proceed as planned;
therefore, we include money allocated to stadiums,
which isto be funded on a pay-as-you-go basis.

Adjusting for prepayments, we estimate spending
will be $3.8 billion higher in 2003 than 2000. Over
half of this increase is attributable to two items:
1) spending for the Board of Education is expected to
rise $1.2 billion or 11.6 percent over the four years,
and 2) debt service is projected to increase
19.9 percent, or $720 million over the same period.

Other highlights:

» We estimate that city-funded payroll costs will
increase $912 million over the period. Since
collective bargaining agreements expire in 2000
and 2001, we use the assumption that base salary
increases equal therate of inflation to generate an
estimate. However, it isimpossible to predict the
outcome of collective bargaining. If the
agreements exceed the rate of inflation by one
percentage point each year, city-funded
spending—and the budget gap—would be nearly
$400 million higher by 2003. Conversely, if the
agreements lag the rate of inflation by one
percentage point each year, city-funded
spending—and the budget gap—would be nearly
$400 million lower by 2003.

» Driven by a declining caseload, the city’s share
of spending for public assistance will decline
nearly 8 percent, from $419 million in 2000 to
$386 million in 2001. As recipients reach the
federal public assistance five-year time limit in
2002 and the city picks up agreater share of their
costs, city spending for public assistancewill reach
$432 million in 2003.

» Medicaid spending will grow 14 percent, from
$3.0 billion in 2000 to $3.5 billion in 2003. This
reflects continued rapid growth in long-term care
and pharmaceutical costs and assumes that the
phase-in of managed carewill haveitsfull impact
in 2002.

» Board of Education spendingwill grow 3.7 percent
annually due to increases in labor costs, the
expansion of prekindergarten, new teachers hired
to reduce class size, and K-12 enrollment that is
expected to grow by 3,000 students per year.

» Sanitation costs are expected to grow 14 percent
over the period. More than two-thirds of the
increaseisdueto sharp increasesin disposal costs
asthe city exports agrowing share of its garbage
in order to close the Fresh Kills landfill.

» Debt service costswill absorb anincreasing share
of tax revenues. Adjusting for year-end
prepayments and the movement of some costs off
budget, debt servicewill increase at an annual rate
of 7.1 percent over the 2000-2003 period, rising
from 16.2 percent to 18.3 percent of tax revenues.



Chapter 2. Economic Outlook

Introduction

National and local economic conditions affect
New York City’s revenues and expenditures and thus
aremajor determinants of the city’ sfiscal outlook. As
the current U.S. economic expansion has surpassed
post-war records for sustained growth, the city’s
economy and present fiscal condition have benefited
greatly. Looking forward, the key to sustaining solid
long-run economic performance nationally will be a
slowdown to a more moderate rate of growth.

IBO projects growth in both the U.S. and the city
to continue at more moderate levels for the next four
years. Figure 2-1 summarizes IBO’s economic
forecast. (Note that all economic data in this chapter
are presented on a calendar year basis.) Key risksfor
the future include a sharp downturn in the financial
markets, either alone or in combination with a
recession in the national economy.

Recent Developments

Driven by continued strong consumer demand,
1999 will once again have been a year of vigorous
growth in the national economy. IBO projects real
(inflation-adjusted) growth in gross domestic product
(GDP) of 3.9 percent. And once again, this growth
has been achieved without any notable price pressures,
as the rate of inflation is expected to remain at just
over 2 percent. Thisis all the more remarkable since
the labor market has become increasingly tight, with
unemployment reaching a 30-year low of 4.3 percent.
The U.S. economy will have created over 2.7 million
new jobsduring 1999, down dightly from theincreases
in 1997 and 1998, but till avery strong performance.

Therate of job creationin New York City in 1999
has dlightly outpaced the national economy’s, with
over 70,200 new private sector jobs, down dlightly
from the 78,000 jobs created in 1998. This capsthree

Figure 2-1
IBO Economic Forecast
Percentage change from previous year (unless otherwise noted)
1999 2000 2001 2002 2003
United States
Real GDP 3.9 2.7 3.0 2.9 2.8
Payroll employment 22 14 14 13 1.2
Unemployment rate (%) 4.3 4.4 4.8 4.9 51
Consumer price index 21 21 22 24 24
30-year Treasury bond rate (%) 5.8 6.1 6.3 6.4 6.0
New York City
Real personal income 4.0 3.7 3.4 2.5 24
Payroll employment 23 11 0.9 0.8 0.7
Unemployment rate (%) 6.9 7.3 75 75 7.7
Consumer price index 1.9 1.8 2.0 24 23
Manhattan office asking rents 4581 4749 4875 50.28 51.79
($ per sq. ft.)
Source: IBO.
Notes: The local consumer price index covers the metro New York/New Jersey
region. Growth rates reflect fourth quarter to fourth quarter comparisons.
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years of job growth at average annual rates of 74,000
new jobs per year, following three years of 40,000
jobs per year growth in the earlier part of the
expansion. The city has now surpassed its pre-
recession peak level of privatejobs, with an estimated
year-end private-sector employment level of
3,067,000.

TheNew York area sinflation rate was|ower than
the national rate in 1999, with local prices rising just
1.9 percent. Personal income rose 4.0 percent in
inflation-adjusted terms, down somewhat from last
year’s 5.6 percent growth rate.

The vibrant economy has continued to push
commercia vacancy rates down and asking rents up,
particularly in the midtown market. Strong demand
for commercial and retail space has pushed the
market’s boundaries into previously underdevel oped
areas on the West Side, NoHo, the Flatiron district,
and other parts of the city—fueled by growthinservice
industries and new media companies.

The National Outlook

In recent years, economists have notoriously
underestimated the performance of the national
economy. Each year, most forecasts have begun by
predicting more moderate growth in the coming year,
in the belief that the economy is growing above its
sustainable non-inflationary growth rate. Given the
ever tighter labor market, economists expect that
employerswill haveto bid up wagesin order to attract
workers, thus sparking a cycle of higher inflation.
Either the economy must cool, the logic goes, or the
Federal Reservewill interveneto put the brakes on by
raising interest rates. The Fed has watched carefully
for early warning signs of acceleration in the rate of
inflation, with little evidence until recently.

A few factors that have helped hold inflation in
check, including declining energy prices and astrong
dollar, havereversed coursein recent monthsand there
is evidence that employee compensation is beginning
toriseinresponseto the scarcity of workers. Nervous
about these developments and the continuing fall in
the unemployment rate, the Fed acted to tighten
monetary policy three times in 1999 to forestall
development of an inflationary cycle.

Asaresult, IBO, in company with other economic
forecasters, projectsacooling in the national economy
in2000to a2.7 percent growth rate. Thiswill bedriven
by acombination of tighter monetary policy andrising
energy prices, somewhat offset by growing U.S.
exports and falling imports.

As the economy’s growth rate cools,
unemployment will begin to inch up, to astill low 4.4
percent rate. With these devel opmentsin hand, Federa
Reservepolicy isexpected to hold steady and inflation
to remain low at 2.1 percent for the year.

A key uncertainty for the national economic
outlook istheimpact of adeclinein the stock market.
To alarge extent, the robust consumer spending that
has driven recent growth reflects a confidence in the
future borne of large gainsin personal wealth, bothin
the stock market and in home prices. These gains do
not have to be realized to fuel spending, since
consumers may risk ahigher level of indebtednessin
the expectation of higher future income. If this
confidence were to evaporate, the impact on the
economy could be sharply negative.

The City Outlook

The city’s economic performance will largely
mirror the nation’s with growth cooling from the rate
of the last three years. Personal income will continue
to make solid gains in 2000, rising a projected 3.7
percent in inflation-adjusted terms. Over thefollowing
threeyears, growthin personal incomewill ow. Local
inflation is expected to remain below 2.0 percent
through 2000, and to average 2.2 percent for the
remainder of the forecast period.

The commercial real estate market will continue
to betight. Thiswill push primary office rents up 3.7
percent in 2000 and an average of 2.9 percent annually
through 2003.

Employment Growth Will Slow. 1BO projects
continued but decel erating job growth for the city, with
an estimated 28,000 new private-sector jobsin 2000.
Growth in employment will continueto be led by the
service sector, which isprojected to add 19,300 jobs—
nearly 60 percent of total job creation (Figure 2-2).
Business and health services will show the strongest
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growth, accounting for 7,100 and 5,500 new jobs
respectively in 2000.

Retail trade jobs will also continue to grow
strongly, accounting for over 13 percent of new jobs.
Between them, service sector and retail tradejobswill
make up over three-quarters of new job growth through
2003.

Construction employment will continue to grow
strongly in 2000, adding 2,500 new jobs. As the
construction boom eases, however, growth in
construction jobs will slow from its recent pace. The
manufacturing sector will continue to decline, losing
almost 10,000 jobs over the next four years.

Theoverdl finance sector will grow only modestly
in 2000, adding just 200 jobs. Modest growth in
insurance (400 jobs) and strong growth in real estate
(2,800 jobs) will be offset by the loss of about 800
jobs in the securities industry and continuing
contraction of the banking sector, which isforecast to
lose 2,200 jobs this year. These same employment
trends will largely continue over the following three
years, with little growth in securities, continued
contraction in banking, and strong growth in real
estate.

The Unemployment Rate Will Rise. Largely asa
result of slower national and local economic growth,
IBO projects that the city’s unemployment rate will
rise somewhat, from 6.9 percent in 1999 to 7.3 percent
in 2000. Although job growth has been strong in recent
years, the city’sunemployment rate remainsrel atively
high compared with the national rate. This largely
reflects a mismatch in the local labor market; there
are many low-skilled individuals in the labor force,
but demand for their servicesisrelatively weak.

Key Vulnerabilities

Much has been made of the city’sreliance on the
securities industry both for persona income growth
and (mostly indirectly) for job creation. Thisremains
true: although the securities industry represents only
4.8 percent of employment in the city, its employees
receive 18.3 percent of earnings. Much of the city’s
business and legal servicesindustries are also buoyed
by Wall Street.

More recently, the city has also become home to
a host of new media companies—estimated to be
directly responsible for the creation of some 56,000
new and relatively high-paying jobs over the past five
years. While diversification in the city’s job base is
welcome, this sector could be highly vulnerable to a
downturn in the equities markets, particularly if
investors begin to shy away from “dot-com” start-ups
and other businesses that have yet to become
profitable.

Figure 2-2

by Sector, 2000-2003
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Source: IBO.

Note: Figures inside bars show change in number of jobs.
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The impact of a decline in the financial markets
would of course have significant repercussions for
New York City, since our economy and tax revenues
remain highly dependent on continued good fortune
inthefinancial sector. Aspart of IBO’son-goingwork
to assessrisksto the city’seconomic and fiscal health,
we have model ed and compared theimpacts of amajor
stock market correction and a national recession.

Preliminary findings suggest that abroad national
recess on originating outside of Wall Street would have
a significant and negative impact on employment in
New York City, with job losses spread broadly across
nearly all industries. The employment losses would,
however, be concentrated primarily among lower-
paying jobs. As a result, the impact of a national
recession on total persona income of city residents
and conseguently on city tax revenues is expected to
be comparatively modest.

In contrast, amajor stock market correction would
have amore narrow impact on employment, primarily
concentrated in the securities, business services, and

legal servicesindustries. However, because of thehigh
compensation levels associated with these industries,
the stock market correction would have a deeper
negative impact on personal income and tax revenues
than would a recession.

In short, because the city’s fiscal fortunes remain
closely tied to those of the securities and related
industries, amajor correction in the financial markets
would inflict greater damage on the city’s revenues
than would arecession in the national economy.

Conclusion

The majority of risks in the forecast fall on the
downside. The risks of a downturn, both nationally
and locally, appear greater than the probability of
improvement in economic performance, or even of
continuing at the current pace. The most likely
outcome—as reflected in 1BO’s forecast—is a
deceleration to a more sustainable level of national
growth that in turn will slow the pace of local growth.



Chapter 3. Revenue Forecast

Introduction

In this chapter, IBO forecasts revenues from tax
collections and other sources including aid from the
federal and state governments. These revenues are
used to fund the programs and agencies discussed in
Chapter 4.

Our projections assume existing tax and
intergovernmental aid policies continue through 2003.
For the many city tax lawswith fixed expiration dates,
we have assumed extension of any law that has been
renewed more than once in the past.

AsshowninFigure 3-1, we project total revenues
will increase by an average of 2.2 percent annually
over the 2000-2003 period.

Property and property-rel ated taxes, personal and
businessincometaxes, and general salestaxesaccount
for over 93 percent of al city tax collections and just
over half of total revenues. Primarily as a result of
cuts in business and personal income taxes and the
difficulty of sustaining the extraordinarily strong
corporate tax collections in 2000, IBO projects that
tax revenues will grow just 0.2 percent in 2001, to
$21.4 billion. For the 2000 through 2003 period, tax
revenues are expected to grow at an annual rate of 3.0
percent, with theimpact of moderate economic growth
somewhat offset by continuing tax cuts.

Real property taxes are the city’s single largest
revenue source. Collections will increase by 2.6
percent over the current year to $8.0 billion in 2001,

Figure 3-1
IBO Revenue Projections
Dollars in millions
Average
2000 2001 2002 2003 Change
Tax Revenues
Real property 7,826 8,046 8,598 8,978 4.7%
Property-related 1,117 1,141 1,200 1,261 4.1%
Personal income* 4,904 4,872 5,022 5,314 2.7%
General corporation 1,580 1,453 1,520 1,551 -0.6%
Unincorporated business 744 742 780 820 3.3%
Banking corporation 431 440 450 465 2.6%
Sales 3,336 3,334 3,443 3,572 2.3%
Other taxes and tax audits 1,466 1,421 1,405 1,422 -1.0%
Total tax revenues 21,404 21,449 22,418 23,383 3.0%
Other Revenues
STaR reimbursement 313 484 684 721 32.1%
Miscellaneous revenues 2,950 3,040 2,703 2,573 -45%
State and Federal grants 11,994 12,069 12,344 12,655 1.8%
All other 1,213 1,114 1,119 1,119 -2.7%
Total other revenues 16,470 16,707 16,850 17,068 1.2%
Total Revenues 37,874 38,156 39,268 40,451 2.2%
Source: IBO.
* Includes TFA-dedicated personal income tax.
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equal to 38 percent of total tax revenues. Property
values are expected to continue their appreciation in
the coming years, which will help push revenues up
even faster. Overall revenue growth will average 4.7
percent between 2000 and 2003.

Property-related taxes include revenues from
taxeson commercial rents, real property transfers, and
mortgage recording. Collections will increase 2.1
percent from the current year to $1.1 billion in 2001,
equal to 5 percent of total tax revenues. An improved
economic outlook, including a projected steady
increase in office and other commercia rents, will
drive the annual rate of growth in these revenues to
4.1 percent over the 2000-2003 period, despite cutsin
the commercial rent tax in recent years.

Personal income taxes are the city’s second
largest source of tax revenue. They account for $4.9
billion in 2001, or 23 percent of tax collections. This
amount isvirtually unchanged from 2000 and is $539
million less than 1999 collections, reflecting the
elimination of the tax on commuter incomes, the
expiration of the 12.5 percent surcharge, and the start
of athree-year phase-in of tax cuts under the STaR
program. From 2000 to 2003, persona income tax
(PIT) revenue will increase at an average rate of 2.7
percent annually. Absent recent tax cuts, including new
phases of STaR, PIT revenue would have grown 4.0
percent annually over the same period.

Business income taxes include the general
corporation tax, the banking corporation tax, and the
unincorporated business tax. These three taxes will
account for $2.6 billion or 12 percent of total revenues
in 2001. That total represents a decline after a strong
2000, which largely is due to the impacts of recent
changesin thetax code and adrop-off from the record
profit levels earned in the securities industry in
calendar year 1999. Businessincometax revenueswill
increase at an annual rate of 3.7 percent through 2003
as aresult of moderate economic growth.

Sales taxes apply to sales of goods and selected
services. The4 percent city tax will generate over $3.3
billionin 2001, nearly 16 percent of total tax revenues.
By 2003, salestax collections are projected to rise to
almost $3.6 billion—an average annual growth of 2.3
percent over the forecast period. This reflects the

permanent elimination on March 1, 2000, of taxeson
the sale of clothing items costing under $110, as well
asthe impact of state utility deregulation on sales tax
revenues. These policy impacts will leave sales tax
revenue growth flat in 2001.

Real Property Tax

The amount of tax owed on real estate in New
York City depends on the type of property, its value
for tax purposes (as calculated by the city’'s
Department of Finance on the annual assessment roll),
and the applicable tax rate.*

Under the property tax law, every parcel is
assigned to one of four classesfor tax purposes: Class
1, consisting of one-, two-, and three-family homes;
Class 2, composed of apartment buildings, including
cooperatives and condominiums; Class 3, made up of
the rea property of utility companies; and Class 4,
composed of all other commercial and industrial
property.

Because assessment rates and, to a lesser extent,
tax rates vary from class to class, there are wide
differences between the share of total market valuein
each class, assessed value actually subject to tax, and
tax burden (levy). As shown in Figure 3-2, Class 1
homes account for 44 percent of market value in the
city, but only 12 percent of assessed value and 13
percent of the tax levy. In contrast, the other three
classes each account for greater shares of the assessed
value than of market value, and therefore bear a
disproportionately large share of the property tax
burden.

Outlook for Assessments. IBO projectsthat total
assessed value on the 2001 tax roll will grow by 4.1
percent from the 2000 roll. Because of limits in the
tax codethat prevent the city from immediately taking
into account all of the appreciation in property values
asthecity’seconomy expands, this assessment growth
is slower than the increase in market values—
particularly for Class 1 homes.

Assessment growth in both Class 2 (3.6 percent)
and Class 4 (4.6 percent) will outpace the growth in
Class 1 (3.0 percent). Among apartment buildings,
assessed value of Manhattan rentals will show the
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largest increase, rising 8.3 percent. For prime office
buildings, the 2001 assessments will show a second
consecutive year of significant increase (up 4.5
percent) in assessed value. Assessed value growth for
the rest of Class 4 will be even higher (4.7 percent),
fueled in part by the continued appreciation in the
value of Manhattan hotels and retail properties.

Revenue Forecast. While the total value on the
assessment roll is the key determinant in predicting
revenues, other factors include the cost of tax
abatements (which reduce property tax liability
without lowering assessed value), delinquencies,
collections from prior years, and refunds.

Several tax policy changeswill affect property tax
collectionsthrough 2003. Following current law, IBO
assumes that the coop/condo tax relief program that
was recently extended for two years (at acost of $171
millionin 2000) will expire at the end of 2001 and not
be renewed. In addition, proceeds from the sale of tax
liens, which had ballooned to $140 million in 1999
and $92 millionin 2000, will be sharply lower in 2001
through 2003.

Property tax collections will also be affected by
STaR, which reduces property taxes for homeowners
statewide. We expect STaR to reduce city property

tax receipts by $60 million in 2000, $99 million in
2001, and $142 million in 2002. The state will
reimbursethe city for these forgonereceipts, however,
so STaR has no impact on total city revenues.

After accounting for these factors, IBO projects
that property tax revenueswill be $8.0 billionin 2001,
anincrease of 2.8 percent over 2000. In 2002 and 2003,
revenues will grow faster, increasing at an average
annual rate of 5.6 percent.

Property-Related Taxes

Commercial Rent Tax. A series of tax policy
changesin recent years have significantly altered the
incidence of the commercial rent tax and reduced its
revenues from over $700 million in 1994 to $345
million projected for 2000. The tax is now only
assessed on commercia tenantswith annual rentsover
$100,000 (with liability phased in for rents between
$100,000 and $140,000) in Manhattan below 96th
Street. In September 1998, the effective tax rate was
reduced from 4.5 percent of annual rent to 3.9 percent.

Becauserentspaid by tenantswho are still subject
to the tax have risen rapidly over the last four years,
with rent increases averaging 6 percent annually,
commercial rent tax collections have remained

relatively stable despite the recent tax cuts. For

Figure 3-2
Market Values and Tax Burdens Differ
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2000, thefirst full year of the rate cut—costing the
city an estimated $47 million—revenues will still
grow by 3.5 percent from their 1999 level. In 2001
growth in commercial rent tax revenuesis expected
to continue, reaching $357 million. The growth in
revenues will slow somewhat in 2002 and 2003,
with revenues projected to reach $384 million in
the last year of the forecast period.

Transfer and Mortgage Recording Taxes. The
real property transfer tax (RPTT) and mortgage
recording tax (MRT) aretwo closely related revenue
sources, levied at opposite ends of residential and
commercial real estate transactions. The RPTT is
directly levied on the sale price and typically paid
by the seller. The MRT is levied on the mortgage
(salepricelessthe down payment) and paid by the
buyer. While mortgage refinancings are subject to
the MRT, they are exempt from the RPTT, as no

Source: IBO.

transfer of property isinvolved.
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Over the last fifteen years, revenues from these
two taxes have shown a common trend. (See Figure
3-3.) Both declined following the 1987 market
correction and the early 1990s economic recession and
both are increasing in the current expansion. In 1999,
both the MRT and the RPTT soared to record
collections. The RPTT roseto $424 million, 48 percent
above the 1998 level. The MRT shot up to $408
million, 78 percent more than in the previous year.
This spike is primarily due to an unusual surge in
commercial transactions, though collections from
residential deals also posted above-average gains.

Looking forward, IBO expects the volume of
commercial transactions to decline from its recent
peak. As a result, receipts from the two taxes are
projected to decline somewhat in 2000, withthe RPTT
faling to $404 million and the MRT falling to $368
million. Althoughthe MRT will declinefurther to $362
million in 2001, the RPTT will rebound to $423
million. From 2002 on, we expect both of these
revenue sources to grow, though more slowly than in
the recent past. By 2003, the RPTT will reach $480
million and the MRT will rise to $396 million.

Per sonal | ncome Tax

New York City leviesapersona incometax (PIT)
onitsresidentsand, until recently, on al non-resident
commuters. For resident individuals, estates, and
trusts, the tax is the sum of abase-rate liability plusa
surcharge. The base rate is progressive, with higher
incomestaxed at higher rates, and the surcharge equals
14 percent of the base liability.? Resident taxpayers
rates began to fall in 1999 due to the start of athree-
year schedule of cuts in the base rates and the
expiration of a second surcharge. For CY 2000, the
top marginal tax rateis 3.78 percent, whichjoint filers
pay on taxable income above $90,000 per year. The
top rate kicksin at lower income levelsfor single and
head of household filers.

Until the middle of 1999, commuters were taxed
a arate of 0.45 percent on wage income and 0.65
percent on net income from self-employment. The
legal status of the city’s tax on the New York City
earnings of non-resident commutersisnow uncertain.
InMay 1999, the New York State |l egidl ature abolished
the tax for commuters who live in New York State,
effective July 1, 1999, though the legality of thisaction
has been challenged by the city because it occurred
without city legislative approval. Out-of-state

Figure 3-3
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commuters have also sued to extend the elimination
of the tax to themselves. The legal status of the non-
resident earnings tax will not be certain until these
lawsuits are decided in court, though most observers
believe the tax will be abolished for all commuters.
ThelBOforecast of PIT revenues, therefore, assumes
the complete elimination of the commuter tax.

Tax Policy Changes. Although collections are
expected to reflect the strength of income growth over
the next few years, thegrowth in PIT revenueswill be
limited because of thelikely elimination of the portion
of the tax that falls on commuters. As illustrated in
Figure 3-4, IBO estimates that complete elimination
of the commuter tax would lower collections by $273
million in 2000, $430 million in 2001, $374 million
in 2002, and $393 million in 2003.3

Even larger reductions in personal income tax
revenueresult from two other changesinthetax. Had
a12.5 percent surcharge not been eliminated in 1998,
collections would be $733 million greater in 2000,
the first year in which the full effect of elimination
has been felt. The STaR program, which combines a
10 percent rate reduction with a flat $125 per
household ($62.50 for single filers) refundable tax
credit, will also have a significant impact on

or real estate) together caused personal income tax
collections to mushroom by 37.5 percent from 1995
t0 1999. This growth, however, will not be repeated
in the next four years. Tax policy changes and, to a
lesser extent, slower economic growth will cause PIT
collectionstofall by atotal of 10.5 percent from 1999
to 2001, followed by 9.1 percent growth from 2001
to 2003.

For the current fiscal year, IBO projects that
collections net of refunds will be $4.9 billion—$532
million or 9.8 percent less than in 1999. Without the
STaR cutsand the elimination of both the 12.5 percent
surcharge and commuter tax, however, PIT revenue
would grow by 9.2 percent, somewhat less than the
comparable 12.2 percent policy-adjusted growth in
1999. Local employment and persona incomeare both
growing at dower ratesthan last year, thusconstraining
tax collections in the current year. PIT receipts,
however, will be boosted in the latter part of thefiscal
year by financial service firms year-end bonuses to
employees, whichinitia surveysof firmsindicatewill
be very generous this year.*

In 2001, PIT revenues will fall by $33 million—
to $4.9 billion—due to even slower employment and

PIT receipts asthe program phasesin through

. Figure 3-4

calendar yegr 2001. IBC.) projects that STaR Cgmmuter Tax Elimination Reduces PIT Receipts
will reducecity persona incometaxesby $253 Dollars in millions
million in 2000, $387 million in 2001, $544
million in 2002, and $562 million in 2003. | $6,000
Under the terms of the program, however, the | ¢5 goo
city will be reimbursed by the state for these $5.600 A
lost collections, so the program does not affect
total city revenues. $5,400 //‘//-
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income growth, adeclinein capital gainsrealizations,
and a greater loss of revenue due to STaR and
commuter tax elimination. Adjusted for tax policy
changes, we project a modest 2.2 percent growth in
collections from 2000 to 2001.

Thisunderlying growth picksup somewhat inthe
out-years, though in 2002 actual PIT collections are
again constrained by the greater revenuelossfromthe
last step inthe STaR tax cut. Collectionswill increase
3.0 percent to $5.0 billion. In 2003, when all
components of thetax policy changes have been fully
phased infor at least ayear, thegrowthin PIT receipts
accelerates to 5.8 percent and collections reach
$5.3 hillion.

Business | ncome Taxes
General Corporation Tax

General corporation tax (GCT) payers must
calculate their liabilities in three ways and then pay
the greatest of the three calculated liabilities or a
minimum of $300. About three-quarters of GCT
revenue comes from atax of 8.85 percent imposed on
the portion of netincomethat corporations alocateto
New York City. The other two calculationsapply lower
tax ratesto (1) capital allocated to the city and (2) net
income plus compensation paid to major shareholders.
Audits add substantially to GCT revenue and are
expected to yield $264 million in 2001.

Tax Policy Changes. The 1997 tax program made
three changesin the GCT that are expected to reduce
collections by $135 million in 2001. The largest
reduction, $81 million, will come from the removal
of compensation paid to corporate officers from the
income plus compensation base of the GCT. The two
other 1997 changes in the GCT allow some
corporations—manufacturersand firmswith no offices
outside the city—to allocate less of their net income
to the city. Together these changes will reduce GCT
collections by $54 million in 2001.

New York State’s 1994 recognition of Limited
Liability Companies (LLCs), a form of business
organization that offers some of the benefits of
incorporation, will continue to cut into GCT
collections. The number of GCT taxpayers has been
reduced as businesses have made increasing use of

thisform. Theimpact of LLCson city GCT revenues
has grown in recent years but is expected to level off
in 2001 when it will equal $126 million, an 7.6 percent
reduction in revenues. Some—nbut not all—of the lost
GCT revenue will be offset by gains in the
unincorporated business tax, which is imposed on
LLCsdoing businessin the city.

Revenue Forecast. After rising 43.8 percent from
1995 to 1998, GCT revenues, aong with the other
business income taxes, declined in 1999. The
increasing impact of LLCs and the 1997 tax reforms
accounted for about half of the decrease. Also
contributing to the decline were drop-offsin securities
industry profitsand the profitsof U.S. corporationsin
general in calendar year 1998. Based on preliminary
data, both of these underlying factors have bounced
back and the GCT isprojected to bring in $1.58 billion
infiscal year 2000, an 11.0 percent increase. Asprofit
levelsin the securitiesindustry drop back to their 1990s
average and the recent tax cutsfinally reach their full
impact, IBO forecasts an 8.0 percent declinein GCT
revenuesto $1.45 billionin 2001. IBO forecasts slow
GCT growth after 2001, with revenuesreaching $1.55
billion in 2003.

Unincor por ated Business Tax

New York City leviesa4 percent tax ontheincome
of unincorporated businesses (UBT) in the city,
including partnerships, sole proprietorships, and
limited liability companies. Until very recently, sole
proprietorships constituted more than three-quarters
of UBT payers, while over 80 percent of UBT revenue
has come from partnerships. Recent tax programs,
however, have permitted many smaller businesses to
stop paying the UBT, and the mix of payers has been
changing. The mgjority of UBT revenue comes from
the legal services and financial sectors.

Tax Policy Changes. Escalating credits enacted
in 1987, 1996, and 1998, have lowered or eliminated
tax liability for many small businesses. A non-
refundable credit, available to businesses with pre-
credit liability below certain threshold levels, was
increased in steps from $100 in 1986 to its current
level of $1,800 in 1998. With the tax liability
eliminated for many small firms, filing requirements
wererelaxed in 1997, so that many firmsare no longer
be required to file. Sole proprietorships, for example,
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must file only if their taxable income is greater than
$35,000. Asaresult of therelaxed filing requirements,
the number of proprietorships—generally the smallest
businesses—required to file UBT returns has been cut
in half, from nearly 20,000 in 1996 to 9,100 in 1998
(see Figure 3-5).

Starting in 1996 UBT receipts were buoyed by
the establishment of LLCsin New York State. This
new group of UBT taxpayers will account for
$56 million in UBT collections in 2001, and their
impact will rise to $70 million by 2003. The impact
of the LLCs more than offsets the cost of the credit
increases providedin the 1996 and 1998 tax programs,
which will total $45 million in 2001 and grow to
$48 million in 2003.

RevenueForecast. Between 1995 and 1998, UBT
revenues grew a remarkable 77.1 percent, thanks
largely to the booming securities industry. After a
slight drop in UBT revenues in 1999 and a sharp
increase in 2000, IBO projects UBT collections will
total $742 millionin 2001, a 0.3 percent decline from
2000, the result of an expected small decline in
securities industry revenues. Slow but steady UBT
growth is expected for the remainder of the forecast
period, based on continuing strong growth in legal
services, and more moderate growth in the securities
industry.

Banking Corporation Tax

New York City imposes a specia tax on banking
corporations doing businessin thecity. Likethe GCT,
the banking corporation tax (BCT) requires three
alternative calculations, including a 9 percent tax on
net income allocated to the city. As with the GCT,
auditsadd significantly to BCT revenues; $80 million
in audits are expected in 2001.

BCT revenueshave beenvolatilefor decades. That
pattern has continued in recent years, with the tax
recording a42.8 percent risein 1998 and a24.5 percent
dropin1999. Thevolatility stemsfrom overpayments
and underpayments based on losses or gains
experienced in some years but not recognized until a
year or two later. Other contributing factors are the
underlying volatility of bank profits in this rapidly
restructuring industry, the relatively small number of
payers, and the reliance on one industry.

RevenueForecast. The24.5 percent dropin 1999
BCT revenues resulted from weak growth in bank
earnings and the fact that much of the growthin 1998
resulted from underpayments in previous years.
Growthin bank earningswasrobust in calendar 1999,
and that strengthisreflected in the 11.0 percent growth
in BCT collections expected in 2000. Continued
earnings growth will push BCT revenues to $440

million in 2001 (an increase of

Figure 3-5
Fewer Proprietorships Filing UBT Returns
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taxable salesin New York City. Retail sales currently
generate about 45 percent, but that share will drop to
42 percent of total taxabl e sales after the clothing sales
exemption is fully phased in.

City sales tax revenues are largely a function of
household spending, with expenditures by businesses,
commuters, and touristsalso playing animportant role.
Household spending, in turn, is determined by
disposable income and the level of consumer
confidence.

Policy Impacts. The only significant sales tax
policy change since the adoption of the 2000 budget
was postponement of the start date of the permanent
clothing tax cut (for items priced under $110) from
December 1, 1999 to March 1, 2000, and the addition
of another “tax free week” (for clothing priced under
$500) in January 2000.

IBO estimates that postponing the permanent
clothing tax cut will reduceits cost in 2000 from $164
million to $96 million, while the additional tax free
week will cost about $8 million. Thus, sales tax
revenues in 2000 will be $60 million higher than
previoudsy forecast as aresult of the postponement.

The 2000 cost estimate for the permanent $110 cut
reflects both the typical seasonal distribution of
clothing salesand thelikely substantial postponement
of sales from February to March 2000 to take
advantage of the exemption.

IBO estimates that the full-year impact of the
clothing tax cut on city salestax revenueswill be $255
million in 2001, $262 million in 2002, and $272
million in 2003. These revenue impacts include the
cost of the city’s reimbursement of the MTA for half
of its sales tax surcharge revenue losses from the
clothing exemption, about $3 million in 2000 and $8
million per year thereafter.

The sales tax revenue forecast is a so affected by
the state’s utility deregulation. Under deregulation,
major New York City customers are free to shop for
electricity and Con Edisonwill transport whatever they
purchase over its transmission lines. (The price of
transportation, which is a major component of the
overall energy cost, remains regulated.)

Electricity purchased from out of state providers,
unlike energy supplied by Con Ed itself, isnot subject
to New York sales taxes, and under current law the
energy transportation  costs

Figure 3-6
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Revenue Forecast. IBO forecastsarisein sales
tax revenue to $3.3 hillion in 2000, a 4.5 percent
increase over 1999. The city’s exceptionally strong
retail and service expansion would produce even
stronger (7.7 percent) salestax revenue growth in the
current fiscal year if not for the permanent clothing
tax cut and state utility deregulation.

In 2001, overall economic growth is expected to
slacken. Thefull year cost of the clothing tax cut plus
the utility deregulationimpact will just offset the more
moderate revenue increases generated by household
and business spending, resulting in virtually zero net
salestax revenue growth for the year. Revenue growth
is expected to average roughly 3.5 percent in 2002
and 2003, bringing annual collections to $3.6 billion
in the latter fiscal year. (See Figure 3-6.)

Other Taxes

Other taxes will provide over $1.4 billion in
revenues annually through 2003. These collections
comefrom avariety of sources (such astaxes on hotel
rooms, cigarettes, and utilities), payments in lieu of
taxes, and revenues from tax audits. Most audit
revenueisreceived from businesstaxpayers. Over two-
thirds of each year’sroughly $475 million in expected
audit revenue comes from Department of Finance
auditsof corporatetaxpayersof thegeneral corporation
and banking corporation taxes.

Non-Tax Revenues

inclusion of back rent continues to be problematic.
Airport rent consists of two factors: prior year rental
income and anticipated current year rent receipts. The
collection of airport rent has been under arbitration
for quite some time and there is little evidence to
suggest that this issue will be resolved in the city’s
favor. Accordingly, IBO’s revenue forecast entirely
excludes contested rental income from past years.
Moreover, we estimate that airport rental income will
be $7 million in 2001 and each year thereafter.

Beginning this year and continuing indefinitely,
the nation’s tobacco companies will pay New York
City $200 million to $300 million annually as part of
amajor legal settlement to reimburse state and local
governments for past health care expenditures due to
tobacco-related illnesses. Over the next four years, the
city’s Tobacco Settlement Asset Securitization
Corporation (TSASC) is expected to sell $2.8 billion
in bonds backed by this revenue stream to provide
funding for the city’s capital program. TSASC will
receive the settlement payments, service the tobacco
bond debt, and then transfer the residual to the city’s
operating budget where it will be categorized as
miscellaneous revenue. Because the bonds are being
sold in annual installments, debt service requirements
will be relatively small at first and then increase
gradually. Thecity expectsresidual tobacco settlement
revenues of $252 million in 2000 and atotal of $379
million between 2001 and 2003.

Miscellaneous revenues consist of
nearly 300 different non-tax sources. These
sources may be either recurring (such as
licenses, permits, and fines), or non-
recurring (such as airport back rent from
the Port Authority). IBO projects that
miscellaneous revenues will total $3.0
billion in 2001, about the same asin 2000,
but then declineto $2.6 billionin 2003. As
shown in Figure 3-7, over one-quarter, or
$841 million, of all miscellaneousrevenues
in 2001 will be attributable to water and
sewer charges.

Fines and Forfeitures

Water and Sewer Charges
28%

Figure 3-7
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State and federal categorical grants, funds
received from the state or federal governmentsto pay
for specific expenditures, account for 30 percent of
all fundsspent by thecity each year. IBO'sprojections
of these categorical grants are based upon currently
enacted legislation and historical trends. We expect
categorical grants from the state and federal
governments to total $7.5 billion and $4.6 hillion,
respectively, in 2001.

State grants are forecast to grow at an average
annual rate of 3.0 percent through 2003. Four
agencies—the Board of Education (BOE),
Department of Socia Services(DSS), Administration
for Children’s Services (ACS), and Department of
Mental Health—account for amost 90 percent of
state categorical aid. By far the largest share, almost
70 percent (or $5.2 billion), will go to BOE. We
project that state grantsto the Board will grow at an
average annual rate of 3.7 percent through 2003. This
forecast reflects continued growth in state educational
formulaaid, a ong with increased grantsfor universal
prekindergarten and class size reduction. In contrast,
state grants to DSSwill decline slightly in 2001, due
largely to reductions in welfare caseloads, but are
expected to rise in 2002 and 2003.

Unlike state categorical grants, IBO projects that
federal grantswill decline through 2002, at an average
annual rate of 0.2 percent. Over 75 percent of all federal
grants are received by DSS, BOE and ACS. Grantsto
DSS will decline by 7.2 percent in 2001 and continue
to decline, at a slower rate, through 2003 due to
reductionsin welfare casel oads. Starting in 2002, trends
in federal and state public assistance grants will begin
to diverge as Family Assistance recipients begin to
reach the five-year limit and transfer to the non-
federally funded Safety Net Assistance program.
Between 2001 and 2003 the state share of public
assistance costswill increase by $46 million, whilethe
federal sharewill decrease by $117 million. In contrast,
the average annual increase in federal grantsto BOE
and ACS will be 3.7 percent and 2.3 percent,
respectively, over the 2000-2003 period.

All other non-tax revenues will total $1.1 hillion
in 2001, changing little each year thereafter. Thelargest
component of other non-tax revenues is unrestricted
intergovernmental aid, which includes $327 millionin
per capita state revenue sharing in 2001. Other non-
tax revenue sources in 2001 are private categorical
grants and inter-fund revenues, $284 million and $281
million, respectively.



Chapter 4. Spending Forecast

Introduction

In this chapter, we forecast spending for all city
programs by assuming existing policies continue
through 2003.

We have cal culated future costsfor most programs
and agencies by adjusting current spending levelsfor
inflation as well as for any pay raises currently
scheduled or anticipated for city workers. For
programs with costs driven principally by factors

beyond the immediate control of the city—such as
public assistance (caseloads) and education
(enrollment)—we have devel oped our own modelsto
predict future costs.

As illustrated in Figure 4-1, I1BO projects that
spending will increase by an average of 4.2 percent
annually over the 2000-2003 period. After adjustments
are made for surplus funds used for prepayments,
spending growth averages 3.1 percent.

Figure 4-1
IBO Spending Projections
Dollars in millions
Average
2000 2001 2002 2003 Change
Health & Social Services
Social Services 5,340 5,352 5,474 5,683 2.1%
Children’s Services 2,279 2,333 2,404 2,489 3.0%
Health 1,745 1,783 1,830 1,883 2.6%
Homeless 442 452 466 484 3.1%
All Other 514 523 536 551 2.3%
Subtotal 10,320 10,443 10,710 11,090 2.4%
Education
Board of Education 10,675 11,034 11,518 11,914 3.7%
CUNY 421 425 431 439 1.4%
Subtotal 11,096 11,459 11,949 12,353 3.6%
Uniformed Services
Police 3,039 3,177 3,239 3,351 3.3%
Fire 1,076 1,097 1,123 1,153 2.3%
Correction 861 902 925 949 3.3%
Sanitation 852 896 951 972 4.5%
Subtotal 5,828 6,072 6,238 6,425 3.3%
Debt Service 2,412 2,527 4,195 4,346 21.7%
All Other 8.218 8.554 8.588 8.668 1.8%
Total Spending 37,874 39,055 41,680 42,882 4.2%
Source: IBO.
Note: Debt service projections and average growth rate do not correct for
prepayment of debt; see text for details.
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Nearly four-fifths of the city’s budget is used to
pay for health and social services, education,
uniformed services, and debt service.

Health and social services costsaccount for $10.4
billion, or 26 percent of 2001 spending, after adjusting
for prepayments. Thisincludes spending for Medicaid,
public assistance, children’s services, health and
homeless services. These costs will rise 2.4 percent
annually over the 2000 through 2003 period.

Spending by the Department of Social Servicesis
projected to grow 2.1 percent annually. Thisreflectsa
growth in Medicaid spending of 4.5 percent
annually—from $3.0 billion to $3.5 billion due to
continuing increases in long-term care and
pharmaceutical costs—offset by slower growth or
declinesin other services. Public assistance spending
declines 3.7 percent annually, from $1.5 billionto $1.3
billion, reflecting the declining casel oad. Spending for
other services, including those to the elderly, people
with AIDS and victims of domestic violence, are
projected to grow 2.6 percent annually.

The Administration for Children’s Services (ACS)
is responsible for providing foster care, adoption,
protective services, child care and child support
enforcement services. In addition, ACS administers
the federally funded Head Start program. ACS
spending is projected to grow 3.0 percent annually,
from $2.3 billion to $2.5 billion.

The servicesprovided by the Health and Hospitals
Corporation and the Departments of Health and Mental
Health include public health programs, mental health
services, and comprehensivemedical servicesthrough
11 city-operated acute care facilities. Spending for
these services is expected to increase 2.6 percent
annually, from $1.7 billion to $1.9 billion.

The Department of Homeless Services provides
food, shelter, clothing, and other servicesto homeless
families and individuals. While the city still operates
some facilities, homeless services are increasingly
provided through not-for-profit organizations.
Spending for these services is expected to increase
3.1 percent annually, from $442 million to
$484 million.

Education will account for $11.5 billion, or
28 percent of spending in 2001, adjusted for
prepayments. Spending by the Board of Education
(BOE) will increase 3.7 percent annualy, while city
spending for the City University of New York (CUNY)
will increase 1.4 percent annually over the 2000
through 2003 period.

BOE operates the city’s public school system,
educating nearly 1.1 million students in over 1,100
elementary and secondary schools. BOE also funds
some transportation and special education costs for
pupilsenrolled in private and parochia schools. BOE
spending growth is attributable to increases in labor
costs, the expansion of prekindergarten, the hiring of
teachersto reduceclass size, and K-12 enrollment that
is expected to grow by 3,000 students per year.

The city and state fund six CUNY community
colleges and associate degree programsat four CUNY
senior colleges. Therest of the CUNY system—four-
year degree programs at 11 colleges, plus graduate,
law, and medical schools—is almost entirely state-
funded.

Uniformed services spending will account for
$6.1 billion, or 15 percent of spending in 2001,
adjusted for prepayments. Spending for these activities
will increase at an annual rate of 3.3 percent, due
primarily to rising labor costs for police, fire,
correction and sanitation workers. However, costs
related to the closure of the Fresh Kills landfill drive
the annual increase in sanitation spending to
4.5 percent.

Debt service (payments of principal and interest
on money the city has borrowed) will be 9.5 percent
of total spending in 2001, when adjustments are made
for prepayments. On thisbasis, debt service costsgrow
7.1 percent annually over the 2000 through 2003
period. As presented in Figure 4-1, without the
prepayment adjustments, debt service spending grows
21.7 percent annually over the period.

All other costs make up theremaining $8.6 billion,
or 21 percent of our 2001 spending forecast. One of
thelargest components of these costsisfringe benefits
to city workers, which will cost $3.6 billion. (That
figure excludes fringe benefits to Board of Education
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employees.) In addition, the city will contribute
$1.2 billion to employee pensions. Lucrative
investment earnings have led to pension savings;
pension contributions decline 16 percent annually over
the 2000-2003 period. This decline pushes the annual
growth in all other costs down to 1.8 percent over the
period from the 4.5 percent it would be exclusive of
pension costs.

Health and Social Services
Public Assistance

The city continues to implement local welfare
reform initiatives within the context of changes in
federal and state welfare laws. The Personal
Responsibility and Work Opportunity Reconciliation
Act of 1996 replaced funding for a number of older
welfare programs with the Temporary Assistance for
Needy Families (TANF) block grant. It also imposed
afive-year lifetimelimit on familiesreceiving federal
cash benefits and mandated increasingly ambitious
work quotas for adult family heads.

New York State’'s 1997 welfare lav—enacted in
responseto federa welfare reform—maintained atwo-
tiered system of public assistance that largely
preserved prior benefit levels.

» Family Assistance is a cash benefit available to
needy households with minor children. The
program is funded with federal TANF funds and
contributions from the state and city. Eligibility
is limited in most cases to a cumulative total of
fiveyears.

» Safety Net Assistance (SNA) provides both cash
and non-cash benefits to needy individuals,
familiesreaching the Family Assistancetimelimit,
and othersineligible for Family Assistance. The
state and the city evenly share the costs of the
program.

While fulfilling the requirements of these new
laws, the city has pursued its own welfare reform
initiatives. These efforts began in 1995 with programs
that were designed to tighten eligibility screening and
expand work requirements. Morerecently, the city has

put greater emphasis on front-end diversion—the
transformation of Income Support Centers into Job
Centers, new job search requirements, and other
mechanisms designed to greatly reduce the number
of potential recipientswho end up onthewelfarerolls.
Those actually receiving public assistance grants are
subject to a policy of universal work, under which
few recipients are exempt from awork requirement.

Together with continuing growth in the city’s
economy, these local reform initiatives have
significantly reduced public assistance casel oads.
Between March 1995 and October 1999, public
assistance rolls have declined 44 percent, from
1,161,000 to 645,000.

Caseload Projections. 1BO projects that public
assistance casel oads will continue to decline through
2001 and then level off for the remainder of the
forecast period. (See Figure 4-2.)

The Family Assistance caseload will decline at a
significant pace for the remainder of 2000 and into
2001, largely driven by the continued expansion of
Job Centers and front-end diversion. While litigation
has temporarily delayed this process, the remainder
of the centers are expected to be converted during the
next year. Adding to this downward pressure on the
caseload isthefederal prohibition against using TANF
funds for assistance to immigrants arriving in this
country after August 22, 1996. Finally, continued
economic growth will also contribute to caseload
declines. After 2001, IBO expectsthe downward trend
to moderate as the new policies result in a Family
Assistance caseload that is smaller but increasingly
needy and difficult to place in private employment.

IBO projects that the five-year limit on TANF
assistance will cause 53,000 individuals to lose
eligibility for Family Assistance in January 2002,
assuming that the state exempts the maxi mum number
of households based on hardship. (If the state chooses
not to do so, the number of recipients cut off from
Family Assistance could total 149,000.) By January
2003 we project that the cumulative total number of
individualslosing eligibility dueto thefive-year limit
will reach 120,000, even after applying the state
exemption.
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Figure 4-2
Welfare Caseloads Stabilize
Caseloads in thousands
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provided medical assistance for
individuals and families with low
incomes and few resources. Costs are
shared by federal, state, and local
governments, with NYC’'s share
totaling almost 20 percent. Many
people eligible for Medicaid also
receive Family Assistance, Safety Net
Assistance, or federal Supplemental
Security Income benefits. In New York
City, the Human Resources
Administration (HRA) serves as the
primary administrator for the Medicaid

Source: IBO.

end-of-year amounts.

Notes: Prior to 1998, Safety Net Assistance entries are for the Home Relief
program and Family Assistance entries are for AFDC. All numbers are

program, athough portions of thecity’s
Medicaid expenditures are reflected in
both the HRA and the Health and
Hospitals Corporation (HHC) budgets.

IBO expects that the caseload for Safety Net
Assistance will follow a different course, with
caseloads rising sharply in 2002 and 2003. As was
the case for Family Assistance, the continued
expansion of front-end diversion is expected to exert
downward pressure on the SNA caseload. However,
two factors will act to offset this trend. Increasing
numbers of newer immigrant families who are
ineligiblefor Family Assistance under thefederal law
will move onto the SNA rolls. More significantly,
beginning in January 2002 the state- and city-funded
SNA rolls will expand rapidly as families begin to
reach the five-year limit on eligibility for Family
Assistance and shift to SNA.

Spending Forecast. We forecast that total public
assistance spending by New York City will decrease
from $1.5billionin2000to $1.3 billionin 2001, driven
by the declining caseload. The corresponding city
sharewill decrease from $419 million to $386 million.
In later years, while thetotal cost of providing public
assistance is expected to stabilize at $1.3 billion, the
city’s share of these costs will start to rise in 2002 as
Family Assistance recipients begin to reach the five-
year limit and transfer to the non-federally funded SNA
program. Between 2001 and 2003, the city’s share of
public assistance will increase by $46 million to $432
million.

New York Stateand New York City
recently completed negotiationswith the Health Care
Financing Administration (HCFA), thefederal agency
that administers Medicaid, for permission to
implement a mandatory managed care program for
much of the non-elderly population. A voluntary
program, in place sincethe early 1990s, enrolled about
380,000 people, or 25 percent of the eligible
population. During the Fall of 1999, the city began
phasing in the mandatory enrollment, a process that
will take several yearsto complete. While we do not
expect managed care to result in significant, if any,
Medicaid savings during 2000, savings will increase
as enrollment phases in over the next few years.
Overall Medicaid program costs should begin to
decrease as managed care plans shift the emphasis
away from more costly emergency care towards less
expensive preventive medicine.

IBO forecasts that Medicaid spending by New
York City will total $3.2 billionin 2001, a4.1 percent
increase from 2000. Growth will continue over the
financial plan period at an average rate of 4.5 percent
annually, reaching $3.5 billion in 2003.° The forecast
reflects continued high growth inlong-term care costs
and pharmaceutical expenses. It aso assumesthat the
phase-in of managed care will not haveitsfull impact
until 2002. Finally, Medicaid eligibility, which has
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declined from its peak of 2.0 million in 1995 to
1.8 millionin 1999, isprojected to remain at itscurrent
level for the next several years.

Figure 4-3 shows IBO’s forecast of total city
Medicaid spending through 2003. The graph includes
city payments made to HHC for Medicaid services,
which reflect the medical services provided by HHC
facilities to the city’s Medicaid enrollees.
Correspondingly, the HRA portion of the city’'s
Medicaid budget coversall servicesprovided by non-
HHC facilities. The sum of the two reflectsthecity’s
total responsibility for Medicaid spending on behalf
of all the city’s Medicaid enrollees.

Early Childhood Initiatives. BOE is gradually
implementing initiatives to reduce class sizes to an
average of 20 studentsin kindergarten through grade
3 and to make prekindergarten classes availableto all
four-year-olds. IBO’s spending forecast assumes that
BOE will beableto offer prekindergartento al eligible
children by 2002 and that BOE will achieve the 20
students per classaverage by 2003. Inthe current year,
BOE isreceiving $111 million in state grantsfor these
programs and $61 million in federal aid for classsize
reduction. Our spending projections include large
increases in state and federal aid currently scheduled
for these early childhood programs. Should the state
and federal governments not deliver the expected aid

increases, the city would either haveto providemore

Figure 4-3
Growth in Medicaid Spending Increases Steadily
Dollars in millions
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local funding or scale back some of the goals.

Pay-As-You-Go Capital. BOE faces daunting
capital needs with three-fifths of its students
attending overcrowded schools and many school
buildings outdated and in poor condition. School
construction and repair is generally funded through
the city capital budget but during the current school
year BOE has begun funding some capital projects
from its operating budget (pay-as-you-go capital).
Consistent with the city’s financial plan, IBO's
spending projections include $150 million in pay-
as-you-go capital for educationin 2000, $70 million
in 2001, $75 million in 2002, and $80 million in
2003.

Sources: IBO; Health and Hospitals Corporation.

Recent Spending Trends. BOE spending has

increased rapidly over the past few years, driven by

Education

Board of Education

The Board of Education (BOE) operates the
largest public school system in the nation, providing
general and special education instruction for 1.1
million students. The city funds 42 percent of the BOE
budget while the state contributes 47 percent and the
federal government the remaining 11 percent. The
Board’s budget has grown sharply in recent yearsin
an effort to raise standards and student achievement.
With several major initiatives still being phased in,
spending growth is expected to continue.

the addition of thousands of teachers (see box on
page 29 for details). From 1997 to 2000, spending has
grown at an average annual rate of 9.6 percent (see
Figure 4-4). Enrollment increases—which averaged
nearly 20,000 K-12 students per year from 1990 to
1997—have since moderated, averaging 3,000
students annually. This combination of rapid spending
growth and more moderate enrollment growth has
boosted per pupil spending from $7,540 in 1997 to
$8,814 in 1999 and a projected $9,652 in 2000.

Spending Forecast. We estimate that BOE will
spend $11.0 billion in 2001 and spending will grow at
an average annua rate of 3.7 percent from 2000 to
2003, reaching $11.9 billion in 2003. This projected
growth reflects the combined impact of rising labor
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Figure 4-4

Average Annual Change in BOE Spending
Total Per Pupil

1990-1997 3.4% 1.4%

1997-2000 9.6% 8.6%

2000-2003 3.7% 2.2%

Source: IBO.

Note: Figures for 2000-2003 are IBO projections.
Per pupil spending based on total enrollment
including prekindergarten.

costs, expansion of prekindergarten, hiring of teachers
to reduce class size, and increasing K-12 enrollment,
which is expected to continue growing by 3,000
students annually.

With nearly half of the hiring needed for class
size reduction expected to be completed by the end of
the current year, IBO is projecting much more
moderate spending growth in 2001 and beyond than
indicated by recent history. Therearefactors, however,
that could easily boost spending at a faster rate.
Meeting stricter promotional standards and
strengthened Regents graduation requirements may
reguire resources above and beyond levels currently
planned. Teacher salaries could rise faster than we
anticipate, dueto an increasingly tight education labor
market. In addition, the pressure to constrain
borrowing as the city approaches its debt limit (see
page 32) may lead BOE to commit more of its
operating budget to capital projects.

City University of New York

CUNY isthelargest urban university inthe nation
with over 190,000 students in degree programs. Over
60,000 of these students attend community colleges
that receive significant city support.

Spending Forecast. I1BO projectsthat CUNY will
spend $425 million in 2001 and spending will rise at
an average annual rate of 1.4 percent over the 2000-
2003 period. This forecast of slow spending growth
is primarily attributable to the city’s decision not to
fund wage and salary increases negotiated with
unionized community college employees.
Accordingly, IBO’sforecast does not include spending
growth due to city-funded labor costs. CUNY,
however, will have to cover these mandatory costs by
securing funding from other sources, raising tuition,
cutting services, or increasing productivity.

A major source of uncertainty in IBO’s forecast
of CUNY spending is the fiscal impact of new
restrictions on senior college admissions. This could
shift many students with remedial needs from the
senior colleges to the community colleges, thereby
increasing the burden on the city.
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New I nitiatives Drive Teacher Hiringin NYC

Although K-12 enrollment growth has slowed in the last three years, New York City’s public schools
are hiring new teachers and other pedagogical staff at arapid rate. The current increase in BOE hiring is
part of atrend that began in earnest in 1998. While some of the recent hiring reflects an effort to simply
catch up with the explosive enrollment growth that occurred in the early- and mid-1990s—an effort made
possible by recent increasesin resources avail able to the Board—much is attributabl e to initi atives spurred
by state and local pressure to raise student performance.

Since 1997, the Board has undertaken a number of instructional initiatives that have boosted hiring;
several of these initiatives are still being phased in. Class size reduction began in the current school year
and universal prekindergarten began last year. Other initiatives include Project Arts (which began in
1998), Project Read (1997), Project Smart Schools (1998), and mandatory summer school to prepare
students for stricter promotion standards (summer 1999). Overall, full-time pedagogic staff has grown
from 80,900 positions in 1997 to 89,200 positions in 1999; IBO expects it to reach 94,500 positions by
2001. This projected teaching staff growth of 17 percent from 1997 to 2001 far outpaces K-12 enrollment
growth of 1 percent during that period.

Several initiatives to reduce class sizes account for most of the new teachers being added in the
current year. BOE has begun using federal and state funding to move toward atarget average class size of
20in gradesK-3. Class sizes are aso being lowered to 20 in the fourth and fifth grades in 28 elementary
schools that have been taken over directly by the Chancellor because of poor performance. BOE has also
allocated $55 million annually, beginning in 2000, to hire teachers to reduce class size and extend the
school day for middle and high school students at risk of not meeting promotion standards. IBO estimates
that 3,577 teaching positions will be added in 2000 to implement these various initiatives, with atotal of
4,421 new positions by the end of 2001.

Universal prekindergarten, nowin " riqre 4-5
?ts Seconq year of phased | Number of Teachers is Expected to Grow
implementation, has made a smaller Full-time pedagogical staff
but still significant contribution to the

. . 100,000
growing headcount. Despite the
ambitious scale of theinitiative, BOE

. . Legend
staffing requirements are modest O Actual
because community-based providers 90,000 B Projected

rather than BOE schools are serving
the majority of students in the
program. Nevertheless, IBO estimates
that BOE will add over 500 | 80000
prekindergarten teachers between
1999 and 2001.

Itislikely that teacher headcount | 7%:9%
will continue to grow faster than
enrollment in the future, given the
planned continuation of theinitiatives
discussed above, the need to help | sources: 1BO; NYC Comprehensive Annual Reports of the
students meet new Regentsgraduation Comptroller, 1989-1998.

standards, and additional effortsto end Note: Includes teachers, principals, assistant principals, guidance
social promotion counselors, psychologists, social workers, and school secretaries.
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Uniformed Services
Police

The city’s financial plan calls for maintaining
police staffing at the current (and historically high)
level of 40,210 uniformed personnel through 2003.
However, the 25 percent build-up in the size of the
city’s force since 1990 was funded in large part by
dedicated city and federal revenue sourceswhich have
either already been eliminated or are scheduled to
expirenext year. Asaresult, thecity’splantomaintain
police staffing at its current level requires that other
general fund revenues be utilized to make up for lost
dedicated revenue streams.

The first lost revenue source, a 12.5 percent
surchargeon thecity’s personal incometax (PIT), was
enacted in 1991 (along with a property tax increase)
as a key component of the Safe Streets, Safe City
initiative. The surcharge was allowed to expire in
December 1998. The Safe Streetsprogram included a
build-up in the size of the police force as well as a
number of other anti-crime efforts. About 38 percent—
or $185 million—of the 1998 surcharge revenue was
dedicated to a special criminal justice account, and
the balancewas credited to the city’sgeneral fund with
the general stipulation that it be applied to “criminal
justice and fire protection services.” The surcharge
revenue directly earmarked for criminal justice
spending in 1998 was sufficient to fund about 3,700
police officers. Since then, these officers have been
funded with other general fund resources.

The second (and soon to expire) revenue source
isfederal crimebill funding the city hasbeenreceiving
since 1997 to cover a portion of the salary costs of
thousands of uniformed police personnel. Federal
funds received by the city for this purpose rose from
$23 million in 1997 to a peak of $79 million in 1999,
with $63 million in such funding anticipated thisyear.
Beyond 2001, however, these federal funds are
scheduled to fall to zero, with the city committed by
the terms of the federal grant to dedicate additional
local resources to maintain total staffing at 40,210 at
least through 2002. The current financial plan calls
for utilizing other city general fund revenues to
compensate for declining federal funding of police
personnel.

Spending Forecast. Assuming no changein the
current force size, we estimate that NYPD spending
will increase by an average of 3.3 percent annually,
rising from $3.0 billion in 2000 to about $3.4 billion
in 2003. This increase is due primarily to salary
increases we anticipate to result from the upcoming
round of collective bargaining. Due to scheduled
expiration of federal funding for police officers, the
city’s share of total NYPD spending will grow from
about 97 percent this year to 99 percent by 2003.

Department of Sanitation

The closure of the city’s only remaining landfill
in January 2002 isrequiring the Sanitation Department
to prepare for waste export outside the city and is a
major force in driving the Department’s budget over
the next five years. With only 20 percent of the city’s
waste stream destined for Fresh Killsin 2001 and none
in 2002, the city must enter into expanded multi-year
contracts with landfills and other disposal facilities
elsewhere. In the current fiscal year, the Department
began the export of refuse by truck from Manhattan
to severa sites in northern New Jersey through the
Lincoln and Holland tunnels and across the George
Washington Bridge, and from Staten Island to New
Jersey. The Department also entered into export
contracts for the Bronx in fiscal year 1998 and
expanded export more recently in parts of Brooklyn
and Queens.

Trash can be exported by truck, barge, or rail.
Truck transfer stations within the city allow trash to
be unloaded and reloaded onto larger trailer trucksin
preparation for export. Each of these alternatives may
require: 1) entering into multi-year contracts with
private firms operating disposal sites outside the city
or loading facilities within city limits; 2) complex
evaluation of cost and environmental impacts of
alternative scenarios; and 3) extensive political
consultation with affected neighborhoods. In general,
there is substantial political opposition to each
alternative to transporting garbage out of the city
limits. There is opposition to using regular garbage
trucks because of their traffic impacts. Opposition is
also strong to siting additional truck transfer stations,
or operating existing ones at higher capacity, asthese
facilities are currently concentrated in just a few
neighborhoods with little tolerance for further traffic,
noise and odor problems.
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There is greater political support for marine
transfer of garbage by barge—the system currently
used to dispose of trash at the Fresh Kills landfill.
However, no arrangements have yet been madeto use
marine transfer for export, and such an arrangement
would require agreementswith barge-fed disposal sites
or barge-fed rail loading facilities, or possible
upgrading and expansion of the city’sexisting marine
transfer stations. Rail export isalso apossibility from
a site in the South Bronx but empty trash trailer
containers have to be returned rapidly for reloading if
such a site is to operate effectively, and containers
may have competing uses by the rail companies that
own them. Another site on Staten Island would
provide both barge and rail loading capabilities, but
political considerations have ruled this out. In
summary, it remains unclear whether any solution
other than truck export will be found, at least in the
near term.

Finally, somereceiving jurisdictionsfor New York
City’s refuse have indicated their opposition,
especialy in Virginiaand most recently in New Jersey.
While this opposition cannot legally prevent
agreements between New York City and disposal site
companies, it is one more factor complicating a
difficult transition.

Spending forecast. Spending isprojectedto grow
4.5 percent annually, from $852 million in 2000 to
$972 million in 2003. Thisisdriven in large part by
disposal costs, which will increase rapidly as aresult
of waste export. Disposal costs are projected to
increase 21 percent annually, from $115 million to
$201 million. Other Department spending, such as
refuse collection and street cleaning, will increase 1.5
percent annually.

Debt Service

The city issues bondsto pay for new construction
and the physical improvement of schools, roads, and
other public facilities. Debt service is the repayment
of these borrowed funds.

Three kinds of debt have a direct claim on New
York City tax revenues: General Obligation (GO),
Municipal Assistance Corporation (MAC), and
Transitional Finance Authority (TFA) debt. GO debt

is financed by the broad taxing powers of the city
government and is subject to a New York State
constitutional debt limit. MAC debt was first issued
in 1970s, when the city’ saccessto credit marketswas
curtailed by thefiscal crisis. Morerecently, the primary
role of MAC has been to service its bond portfolio;
the agency no longer issues debt to finance the city’s
capital program. MAC debt service is paid from city
salestax collections. The TFA was created in 1997 as
an aternative source of capital as the amount of GO
debt outstanding approached the debt limit. Unlike
debt service for GO and MAC, TFA debt serviceis
not technically paid from the city’s general fund. Its
bonds are backed by city personal incometaxes, which
are collected by the state and made available to the
TFA for debt service.

The city excludes TFA debt service and the tax
revenues that fund it from the operating budget. This
practice presents an incomplete picture of city revenue
and spending, and makes comparisons of debt levels
and debt service over timemore difficult. Accordingly,
IBOwill continueto include TFA debt in our analysis
of the city’s tax-supported debt burden. A more
complete accounting would aso include borrowing
by the city and its subsidiaries funded with other non-
tax revenue streams, such as debt being financed by
tobacco settlement payments and Water Authority
debt.

Spending Forecast. Total debt service payments
have been absorbing an increasing share of city tax
revenues since 1990 and are projected to continue
growing faster than taxes through 2003. Debt service
trends have been obscured, particularly in recent years,
by the use of surplusesto prepay debt service duein
the following fiscal year. Prepayments move debt
service burdens between fiscal years, increasing the
total costs of debt service in some yearsand lowering
theminothers. For example, consistent with thecity’s
traditional practice, IBO assumes that the expected
2000 surplus will be used to prepay $1.4 hillion in
debt service scheduled for 2001. These impacts have
been reversed in Figure 4-6, which shows prepaid debt
serviceinitsoriginally scheduled year.

Therising ratio of debt serviceto tax revenues—
from 11.0 percent in 1990 to a projected 18.0 percent
in 2001 and 18.3 percent in 2003—is attributable to
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several factors. New borrowing for capital spending
rose from an average of $1.1 billion per year in the
1980sto $2.8 billioninthe 1990s, anincrease of dmost
75 percent even after adjusting for inflation. In
addition, refinancings of existing debt that initially
saved the city an average of $170 million per year
over the 19871995 period have raised average debt
service by $200 million per year from 1996 through
2007. At the sametime, tax revenue growth has been
constrained over the past decade by thefailure of some
taxes (especially property tax) to keep pace with the
economy, and for the next few years growth will
continueto berelatively modest dueto the cumulative
impact of tax cuts.

The sharpest increase in debt service over the
forecast period occursin 2001, when TFA debt service
will double and total debt service, after accounting
for prepayments, will reach $3.9 billion, an 11.1
percent increase over 2000.

The ratio of debt service to tax revenues is
projected to rise more slowly after 2001, primarily
due to the use of a new source of capital financing

that is not supported by city tax revenues. Instead, the
stream of revenues resulting from the tobacco
settlement supports this new borrowing. Tobacco
bondswill provide the city with $2.4 billion of capital
financing from 2000 to 2003 (see discussion of non-
tax revenue on page 21).

Debt Limit. In recent years, the rapid increases
in debt service have received less attention than the
institutional limits on the city’sability to borrow. The
constitutional debt limit is set at 10 percent of the
market value of the city’s taxable real estate over the
most recent five-year period. A steep run-up in market
values doubled the debt limit between 1989 and 1994.
Thisrun-up wasfollowed by aprecipitousfall—from
$55 billion in 1994 to just over $30 billion in 1998—
that |ed to the creation of the TFA, which first issued
debt in 1998. Theplungeinthedebt limit hasalsoled
to calls for amending the state constitution with a
newly defined debt limit that better reflects the city’s
ability to raise revenuesfrom its broad array of taxes.
Absent constitutional change, the city’s ability to
borrow would increaseif the statelegidatureincreased
the TFA authorization. Although the TFA’'sagreement

with itsbondholders permitsthe authority

Figure 4-6
Debt Service Rising
Debt service as a percentage of tax revenues
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billion to the city’s effective capacity to
issue debt.

While anew debt limit could ease the
ingtitutional obstacles blocking the city’s
access to borrowed funds, the increasing
share of city revenues demanded by debt
service would remain a concern. In his
annual report on capital debt and
obligations, the City Comptroller
recommended reducing the debt burden by
making more use of pay-as-you-go
financing (using cash rather than debt to
2003 finance capital projects). While the
guestion of how much debt is too much

Source: IBO.

Note: Prepaid debt service shown in originally scheduled year.

remains unresolved, using 18 percent of
tax revenues for debt service istroubling

to many observers.
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Supplementary Information on

City Labor Costs

Total Personnel Costs. Roughly one-half of

the city’s budget is used to pay the salariesand | $60,000
fringe benefits of itsemployees. Salaries account $55.000
for about three-quarters of personnel costswhile ’
fringe benefits (including pensions) makeupthe | $50,000
remainder. Therate of increasein total personnel

costswill be held down, to some extent, because
pension contributions are forecast to decrease
through 2003. IBO projects that personnel costs
will rise at an average annual rate of 2.4 percent
over thenext several years, reaching $21.3 billion
in 2003. Excluding payments madefor pensions,
personnel costsare expected to grow at an annual
rate of 3.5 percent.

Figure 4-7
Salaries of City Workers on the Rise
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$45,000
$40,000
$35,000

$30,00

$0
1995 1996 1997 1998 1999 2000 2001 2002 2003

Salaries. As illustrated in Figure 4-7, the

Source: IBO.

average salary of a city employee, excluding

fringe benefits, was stable from 1995 through 1997,
but has since begun to rise and will continue to climb
through 2003. This trend results from the way
collective bargaining agreements covering the 1995-
2000 period were structured. No increases in base
salaries were included in the first two years but
significant raiseswere provided in thelast three years.

In order to develop a redlistic measure

have resulted in steadily rising overtime expenditures
since 1995. Moreover, the city has historically
underfunded overtime, resulting in the need to increase
overtime allocations during the year by modifying the
budget. Asillustrated in Figure 4-8, actual overtime
expenditures exceeded the adopted levels in each of
the last 10 years.

of the city’slong-term fiscal condition, IBO
assumesthat city workerswill receiveraises
after existing labor agreements expire in
2000 and 2001. For purposesof thisexercise,
we have assumed annual increaseswill equal
the projected rate of inflation; however, the
actual amount of any raiseswill probably be
different. The cost to the city of adjusting
city-funded salariesfor inflation is projected
to be $254 million in 2001, $558 million in
2002, and $912 million in 2003.
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Figure 4-8
Overtime Spending Exceeds Adopted Levels
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Source: IBO; NYC Comprehensive Annual Financial
Reports of the Comptroller, 1990-1999.

to public safety and unforeseen agency needs
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Based on actual overtime spending through the
first four months of 2000, IBO projects that overtime
expenditures will reach $536 million in 2000—fully
$101 million (23 percent) greater than the adopted
budget—and will remain at that level through 2003.

Pension Costs. The assumptions underlying the
calculation of the city’s annual pension contribution
are periodically reviewed by the city’s Chief Actuary
and an independent firm hired by the city. The
independent audit, completed in November 1999,
included a number of recommendations that would
increase the city’s annual pension contribution. The
Chief Actuary isalso expected to recommend changes
in assumptions—some identical to recommendations
contained in the audit—that would ultimately require
additional city contributions. These changes include
a reduction in the assumed rate of return on
investments from 8.75 percent to 8 percent, and the
assumption of future improvements in the life
expectancy of retirees.

In the near term, resetting the actuarial value of
pension assets to market value could offset the
financial impact of these changes. Because of the
extraordinary earnings of the pensioninvestmentsover
thelast few years, the actuarial value of pension assets
lag the market value by as much as $18 billion. By
taking advantage of this and resetting the actuarial
value to the market value, unfunded liabilities would
be substantially reduced, thus lowering city pension
contributions over the next few years.

Ultimately, the Boards of the individual pension
systems must approve any recommendations of the
Chief Actuary and some changes—such as the
investment-return assumption—would require state
legidlation. Because IBO does not generally include
theimpact of legidation not yet enacted in our baseline
forecast, our estimate of pension contributions does
not include the full value of the potential added costs.
However, we have included aportion of the additional
pension coststo reflect thefact that the city will likely
incur some of these costs in the future. These costs,
alsoreflectedinthe city’sfinancial plan, grow to $255
million in 2003.

IBO projects that pension costs will total $1.2
billion in 2001, a decrease of 4 percent from 2000.
These costs will continue to decline to $948 million
in 2002 and $764 million in 2003. This decrease is
the result of better than expected earnings of pension
investments the city has recognized in recent years
coupled with the assumption that these earnings will
be used to reduce future pension contributions.

Endnotes

*Whenwerefer to market val ues and assessments, weareincluding
only taxable property. The assessed value for tax purposesreflects
the required phase-in of assessment changes for apartment,
commercial, and industrial buildings.

2 Becausethe 14 percent surcharge has a ready been renewed three
times by the state, IBO’s forecast assumes its continuation.

3 The timing of the fiscal impact among the different years is
sensitive to when the status of the commuter tax is ultimately
decided in court. While we assume there will be legal resolution
in the coming months, our estimated fiscal impacts are premised
on ascenario inwhich many refundsrelated to calendar year 1999
liabilities, especially for out-of-state commuters, are not made until
after the end of fiscal year 2000.

4 Employees will receive 1999 year-end bonuses mostly in the
December 1999 through February 2000 period. Because a
disproportionate number of highly compensated financial service
employees are commuters no longer subject to the non-resident
PIT, the boost to revenue from bonus money will be lessthan in
previous years.

5 The extent to which clothing sales tax cuts stimulate additional
spending and increase other city tax revenues was examined in
IBO's fiscal brief, Would Clothing Sales Tax Cuts Pay for
Themselves? (IBO, June 1997). This analysiswill be updated in
IBO’sreport on the 2001 preliminary budget to reflect the changed
coverage of thetax cut and the retention of local clothing taxesin
surrounding New York counties.

5The State of New York recently expanded dligibility for Medicaid
for uninsured adults as part of the Health Care Reform Act 2000,
which will likely increase local government expenditures.
However, the magnitude of the impact is not yet clear. Given this
uncertainty, no adjustments have been made to the projections to
reflect the new legidlation.
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