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COMPTROLLER GENERAL OF THL UNITED STATES
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To the president of the Senate and the
Speaker of the House of Representatives

This report assesses New York City's long-term fiscal
and economic prospects. It is being released concurrently
with our report entitled 'Assessment of New York City's
Performance and Prospects Under Its 3-Year Emergency Plan."

The main conclusions of this report are that:

-- The rapid'deterioration in the City's fiscal and
economic base is the root of the City's problems.

-- The City will continue to find it difficult to cut
expenditures.

--Unless there are major State and Federal policy
shifts, 1977-85 will be an extremely difficult
period for the City, one that could be aggravated
by national recession or inflation.

--Declaring bankruptcy will not solve the City's
problems.

-- Better budgetary and fiscal information on cities
is needed, and the Federal Government should explore
ways to improve the generation of information for
better decisionmaking.

A number of Federal policy alternatives could be imple-
mented to alleviate long-term decline in the older urban
centers and to counteract the short-term swings in national
economic activity that exacerbate the cities' problems.

The contents of this report have been discussed with
City and State officials, ad their comments were consid-
ered in preparing it.

Our review was made pursuant to the Budget and Accounting
Act, 1921 (31 U.S.C. 53), the Accountinig and Auditing Act of
1950 (31 U.S.C. 67), and the New York City Seasonal Loan Act
(P.L. 94-143).



B-185522

We are sending opies of this report to the Secretary
of the Treasury and the Director, Office of Management and
Budget.

Comptroller General
of the United States



SUMMARY

THE LONG-TERM FISCAL OUTLOOK

FOR NEW YORK CITY

THE CITY'S FINANCIAL PROBLEMS

Until early 1975, New Yrk City was able to pay its
bills by borrowing in the capital markets whenever tax
receipts fell short of operating expenditures. This prac-
tice was financially unsound, but New York had a unique
ability to convince the financial community that this
approach was feasible. In April 1975, the financial commu-
rity was no longer willing to accept the City's money mar-
ket instruments. The ensuing budget crisis necessitated
both State and Federal government intervention to maintain
the City's financial operations.

An Emergency Financial Control Board was created,
giving the State an active role in City affairs, and Fed-
eral Government loans to the City up to $2.3 billion were
authorized to alleviate Part of its cash-flow problems and
to give it time to set its financial house in order. A
3-Year Financial Plan was formulated by City officials and
approved by the Control Board. The plan calls for the City
to eliminate operating deficits, balance its budget in fiscal
year 1978, and consequently be eligible to reenter the capital
markets at that time. The City is now midway through that
3-year effort.

REASONS FOR THE STUDY

Under the terms of the New York City Seasonal Loan Act
(Public Law 94-143), we are to monitor the City's financial
activities over the period fiscal year 1976 to fiscal year
1978 and report o the Congress. A report entitled "Assess-
ment of New York City's Performance and Prospects Under Its
3-Year Emergency Financial Plan," is being issued under
separate cover.

In addition to the immediate problems, however, we
think that the Congress should be informed about the City's
long-run economic prospects and that it be made particularly
aware of the interrelationships between short-run budgetary
decisions and the City's long-run economic and ocial
viability. Accordingly, the study, "The Long-Term Fiscal
Outlook for New York City" (PAD-77-1), looks beyond the
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3-Year Financial Plan to assess he City's prospects
under several different national and City economic and
financial scenarios.

To accomplish this task, we nad to analyze the short-
run economic and budgetary problems facing the City and
assess the economic costs and benefits associated with
alternative courses of action. The study analyzes the
City's economic base, changes in that base, and the
impact of those changes on City revenue sources over the
period 1977-85. The report attempts to identify unique
aspects of the City's economic problems and to distinguish
those unique factors from the common characteristics of
declining urban centers. The study indicates that over
the long run, barring major State and Federal policy
changes, the City's ability to deliver services to its
citizens is constrained by trends in its tax revenue base.
The actions taken during the current 3-Year Financial
Plan can have both positive and negative effects on that
longer term base. The study attempts to isolate that
portion of the City's problems that can be attributed to
the general demographic and economic movement to the South
and Southwest. Finally, long-run assessments, based on
past, present, and probable future City actions, form the
basis for our conclusions.

CONCLUSIONS

Based on available information and an assessment of
the City's recent budgetary and economic history, we
conclude that:

1. The fiscal and economic base of New York City con-
tinues to deter-orate, and this deterioration is at the root
of the City'srolems. The City's economic base has been
deterioratin because people, jobs, and businesses have
been moving out of the City and nto the South, Southwest,
and West for a number of years. The reasons for that move-
ment are complex; they include important changes in costs
of living and doing business, the availability of land and
labor, possible changes in tax burdens for firms and indiv-
iduals, and the desire of many people for the outdoor life-
style available in warmer climates.

Nevertheless, the impact on the City's economy has
been notable and severe. During the 1960s, private sec-
tor employment in the City grew only 2 percent, compared
to almost 27 percent in the entire country. During that
decade, U.S. employment in manufacturing grew about 
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percent, but it declined in New York City by 19 percent
(representing a loss of 180,000 jobs). Since 1970 the City
has experienced a drastic decline in employment with a loss
of 468,000 jobs; since 1969 manufacturing employment has
fallen at an average annual rate of 48,000 jobs. The pros-
pects for halting this trend are not bright. City policies
that directly or indirectly influence its economic base are
limited in number and scope. Governmental policies (at any
level) have generally not been effe-tive in revitalizing
the fiscal base of a city or a region. Deterioration of
large cities is a new experience in this country, and
appropriate remedies have not been developed to refurbish
a city like New York.

2. New York City will continue to find it difficult
to cut expenditures Accoringly if the City is to achieve
a .alanced bdet in fisca ear 1978, it will robabl-
require major administrative actions and plicy shifts atthe Federal and State levels. The City, under its 3-Year
Financial Plan, has made many cuts in its programs. Never-
theless, its budget has continued to grow. Further cuts
are planned, but they will probably be difficult to identify
and execute. Nonetheless, many more expenditure reductions
will be necessary to balance the budget by 1978. Expense-
cutting is made especially difficult for the City becauseit is unable to control large segments of its budget, such
as welfare and Medicaid. Expenditures in these program areas
represent a large fraction of the City's budget, yet the City
has little budget control over them. Thus, new arrangementsbetween the Cit' and higher levels of Government may be
necessary to alter the magnitude of uncontrollable expenses
in the City's budget. The City's deteriorating economic
base is not likely to allow the City to raise enough revenues
to cover its expenditures by 1978.

In the City of New York's Financial Plan published Jan-
uary 6, 1977, entitled "Program to Eliminate the Budget Gap:
Fiscal Year 1978," the City presented a program to restore
a balanced budget by the summer of 1978. Much of that pro-
gram involves action requiring State support and a great
deal of Federal assistance that would provide budget relief.

3. Barring policy shifts t the State and Federal
levels 19 7-85 w be an extreme fficult period for the
City. The City s budget is sensiti .o economic factors.Our assessment of the influence of se factors on the budget
indicates that, under the best of circumstances, the City will
face extraordinary financial pressures in the late 1970s and
the 1980s. Expenditure levels for the City are difficult to
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cut, and revenue growth is limited by the City's deteriora-
ting economic base and the insensitivity of certain sources
of revenue to inflation.

4. Declaring municipal bankruptcy will not solve the
City's problems. Although the municipal bankruptcy option
is available to the City, none of the City's basic problems
would be dealt with expeditiously under this option. Muni-
cipal bankruptcy would not solve the budgetary and financial
problems or bolster the deteriorating economic base.

5. Better budgetary and fiscal information on cities
is needed, and the Federal Government should explore ways
to generate such information for better decisionmaking at
all levels of government. In recent ears, cities have made
considerable progress in improving thir accounting systems
and budgetary information. Better fiscal, budgetary, and
accounting information is needed by decisionmakers at all
levels of overnment. Our studies in New York City and
elsewhere nave indicated that sufficient management and
budgetary information does not exist for most cities. More
and better data would allow cities to address their present
and potential financial problems more comprehensively.

NEW YORK CITY EFFORTS TO IMPROVE ITS ECONOMIC BASE

The City has recognized that its economic base is an im-
portart element of its future financial viability. The City's
newly founded Department of Economic Dev iopment has recently
completed a detailei study aimed at securing a fundamental
change in the City's policies as they affect its economic
base. The proposed 5--year economic recovery plan includes
capping the real estate tax, reducing the commercial occupancy
tax, eliminating the sales tax on machinery and equipment
through a tax credit process, and generally reducing business
taxes when possible. Many other steps designed to improve the
local business climate are also set forth. The program has been
launched by the City administration. Various implementing
steps will require the approval of the Emergency Financial
Control Board and State or local legislation. We believe that
these and future City efforts to firm up its economic base are
steps in the right direction. However, it is not known whether
these actions, by themselves, are sufficient to counteract t.a
dramatic declines the City has experienced in its economic be-

ALTERNATIVE FEDERAL POLICIES TOWAR URBAN AREAS

Our analysis indicates that New York City's long-term
problems reflect a long-term decline in economic activity
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exacerbated by cyclical swings in national economic activity.
During periods of recession, New York City, like many otlter
older urban centers, experiences higher unemployment rates
than the Nation as a whole. During periods of inflation,
the City must finance rapid increases in the cost of public
services with a revenue base that is relatively less sensi-
t.ve to price changes. Thus, recession and inflation have
added to the City's financial problems. In the absence of
effective countermeasures, a recurrence of recession and
inflation similar to the 1974-75 situation would make the
City's budget problems even more severe.

The impact of recession and inflation on city finances
is not unique to New York City; it is common to many, perhaps
most, State and local governments. The effect or cities of
fluctuations in the national economy is one of many reasons
for the Federal Government to pursue effective economic sta-
bilization policies. Reducing the national rate of inflation
and unemployment would greatly benefit the Nation's cities.

One policy would be to intr'duce standby measures to
offset the effects of economic downturns and periods of
rapid inflation. One such approach might be antireces-
sionary aid to State and local governments which could be
targeted to their needs. The difficulties of this approach
include developing valid indicators of need, distinguishing
problems resulting from national economic fluctuations from
those resulting from long-term declines in particular re-
gions or localities, and assuring that such aid does not
undermine fiscal discipline at the State and local levels.

In addition to the problems created by recession and
inflation, New York City is burdened by long-term economic
decline. The City's economic base has eroded severely
in the last decade, partly reflecting the relative decline
of the Northeast region. Long-run fiscal prospects for
the City are critically related to the direction of future
changes in the local and regional economy. The Federal
Government could move in sveral directions in trying to
deal with urban and regional economic decline.

If the Federal Government chose to soften the blow of
the economic movement from the Northeast. revenue sharing
formulas could be altered to give additional weight to
factors that are indicators of the declining economic base
of cities. The Federal Government could also provide assist-
ance aimed at alleviating the social costs imposed upon new
and rapidly growing centers of economic activity. For
this course of action, it would be difficult to draw a
line between easing the adjustment process and becoming
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committed to supporting a permanent level of services
that cities would otherwise be unable to finance from
local revenues. This approach risks undermining fiscal
discipline at the State and local levels.

The Federal Government might try to retard the adjust-
ment process by encouraging new or expanded economic de-
velopment in the regio,,o suffering from economic decline.

Efforts could also be made to design a set of incen-
tives to encourage investment in declining localities and
regions. reas might also be revitalized through multi-
state or regional organizational arrangements to coordinate
plans and agree on development priorities. It should be
noted, however, that the record of regional development
efforts is spotty, both here and abroad. There have been
few real successes and many instances where accomplishments
have been limited. If this approach were to be chosen,
emphasis should be paced on those economic activities
for which the region is specially suited rather than on
a broad effort to rebuild the region's traditional
economic base.

We emphasize that this discussion is intended to illus-
trate the available options and the difficulties involved in
any approach. Much more analysis will be required to provide
a basis for choosing among those options or for devising an
appropriate combination of them.

COMMENTS OF CONCERNED OFFICIALS

We received comments on this report from officials of
the City and the Emergency Financial Control Board. The
Office of the State of New ork Spejial Deputy Comptroller
for New York City was requested to provide comments, which
it provided at the staff level. We requested, but did not
receive, written comments from the Federal Office of Man-
agement and Budget and the Department of the Treasury.

The written comments which were received are summarized
below.

City comments

City officials said our report was a comprehensive and
thoughtful eaminativn f the broader aspects of the City's
current and long-term fiscal difficulties. The City re-
affirmed its intent to balance its budget for fiscal year
1978, but indicated that its economic recovery will be
possible only if the coalition of interests in the unions,
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the financial community, the State and Federal governments,
and the public continues to work togetner.

In its comments, the City indicated that several
approaches that the Federal Government could adopt within
the general framework of fiscal Federalism would aid the
City. The City agreed with the major thrust of our
conclusions.

Emergency Financial Control Board comments

The Board's executive director observed that, if the
City cannot meet all of its creJit needs privately after
fiscal year 978, it has no choice but to turn to the
Federal Government for assistance. He was pleased that
this issue was being raised in a new forum-

Federal assistance to the City could take various forms.
There is a long history of Federal assistance to stimulate
and support State and local programs, but direct Federal
aid to a city, which the Federal Government has provided in
the form of seasonal loans, presents a different policy
question. Direct Federal Government aid to a local govern-
ment with the explicit objective of enabling the local
government to meet its overall fiscal needs may require
certain safeguards to insure that the government has ade-
quate incentives to efficiently manage its own financial
affairs.

SUMMARY OF THE CONTENTS OF THE REPORT

The report reviews the City budgets for the past 15
years and describes important changes in the composition
of its expenditures and revenues. It also reviews in
detail the mayor's fiscal 1976 budget proposal and the
budgetary implications of the 3-Year Financial Plan and
its modifications.

The report also contains projections of City revenues
and expenditures to fiscal year 1985 under various sets of
assumptions about the performance of the national economy,
State and Federal contributions to the City, and the City's
ability to execute its 3-Year Financial Plan and attain
budgetary balance in 1978. These alternative projections,
which cover a range of possible outcomes, are intended to
illustrate the types of fiscal problems the City might be
confronted with after the completion of the 3-Year Finan-
cial Plan. Even under the est circumstances, the extra-
ordinary current financial pressures on the City are likely
to persist into the 1980s.
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Budgets past and present

New York City budget data indicates that the City has
not had a surplus in its operating budget since 1960 and
that the operating deficit has in recent years risen to
$500 million or more. Major factors contributing to this
deficit have been the rapid growth in expenditures on
social services, education, and health services--which make
up about 60 percent of expenditures in the mayor's proposed
1976 budgel. The 5-year period 1971-75 has seen debt
increase from 11 to 15 percent of total expenditures.

The mayor's proposed 1976 budget was modified by the
3-Year Fi-ancial Plan, which in turn was revised several
times. Major modifications occurred in debt service,
social services, higher education, and in the various
smaller agencies included under the "other" category.
The result of these modifications was a projected 1976
deficit of $1.05 billion. The City and the Control Board
are apparently trying to constrain the fiscal 1977 budget
expense totals to the fiscal 1976 levels. This suggests
that the City may have substantial difficulty in attaining
the balanced 1978 budget proposed in the most recent plan
revision.

Future budgets

Attempts to achieve a balanced budget will be affected
by economic factors, such as persistent inflation and high
rates of unemployment, as well as administrative factors,
such as the City's ability to plan, initiate, and execute
budgetary cuts.

The expenditure and revenue projections are based on
two different inflation and national economy growth rates,
combined with an assumption about whether the City will
meet its 1978 Financial Plan balanced budget goal. Under
the most optimistic set of assumptions (sustained economic
growth, City attains goal), a very small deficit of $15
million is estimated for 1985. U..der the most pessimistic
set of assumptions (cyclical economic growth, City falls
short of goal), the deficit is estimated to be much larger.

The concept of budget controllability

The report identifies four major sources of difficulty
in the City's controlling its expenditures. These control-
lability problems, subject to solution over time or with
changes in law, arise f m the following sources:
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1. Expenditures that reflect the City's long-
term contractual obligations.

2. Programs legally mandated by other levels of
government.

3. Independent boards within the City government
structure itself.

4. General obligations to the public to maintain
an orderly environment.

The first source of uncontrollable expenditures reflects
the City's present and future obligations and includes such
items as debt service and pensions. Public welfare and medi-
cal assistance are examples of the second category of uncon-
trollable expenditures. These are mandated at the State
level, and the City, acting alone, cannot cut the benefit
levels to participants. The third source of uncontrollable
expenditure, independent hoards and related nonprofit cor-
porations within the City, is an area for which budget cuts
have been proposed under the 3-Year Financial Plan. The
report discusses some of the reasons for this success. The
fourth source of uncontrollability is best illustrated by
reference to the Police and Fire Departments-areas in which
cutbacks are difficult because of the necessity of maintain-
ing public order. The various ways in which all these con-
straints combine to limit City budgetary initiatives are
analyzed as preparation for a more detailed discussion of
budgetary issues and options within the various expenditures/
program areas.

The report also reviews each major area of proiram
expenditure and details the various budgetary optionis
available to the City, acting on its own. Health and
welfare are discussed together, and a close link is shown
between levels of expenditures in these areas. Medicaid
forms the basis for that link. The areas of welfare,
health, education, debt, pensions, transportation, police,
fire, sanitation, and public housing are discussed in
detail. In addition, the various options and alternatives
open to the City are summarized. The picture that emerges
is that the City acting alone is severly constrained. It
has made many of the "easier" cuts and is close to the
point at which it cannot cut or even hold the line without
help from other levels of government. If the City severely
cuts certain segments of its budget, there is a real danger
that the quality of City life will deteriorate.
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The municipal bankruptcy option

There is considerable disagreement about whether
immediate default and bankruptcy would solve the City's
financial and economnic crises. Some argue that formally
declaring bankruptcy would drastically disrupt the City's
functioning; have severe spillover effects at the local,
national, and perhaps international levels; and merely
postpone the financial crises. Others suggest that the
potential local, national, and international effects have
been overstated; that bankruptcy would have a permanently
favorable effect on the maturit' composition of the City's
debt; and that it would also help revitalize the City's
economic base.

Our assessment indicates that chapter IX of the
Federal Bankruptcy Act, as applied to the New York City
situation, would not be the best way to solve the City's
financial and economic difficulties. First, it does not
address the City's economic problems and may, in fact,
have harmful effects on the City's long-run economic
viability if court-imposed solutions limit policy options
aimed at revitalizing the economic base. Second, as a
means of lengthening the maturity of the City's debt,
bankruptcy should be viewed only as a last resort after
normal market processes and other types of intervention
have failed. For, although municipal bankruptcy might
accomplish some of the same objectives, it:

1. May postpone the time at which the City can
reenter the capital market both because of
legal constraints and because of its poten-
tial for limiting rather than creating policy
options aimed at solving the City's economic
problems.

2. Is more likely to reduce investment values
in New York City and the ability of other
State and local governments to externally
finance expenditures.

Prospects for the City's
long-term economic base

The City has experienced a migration of people and jobs
to the suburbs and a movement of households and employment
to the Southeri' and Western States. Between 1969 and 1974,
employment declined in New York City while expanding by 35
to 44 percent in Arizona, Colorado, and Florida. Factors
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contributing to this movement of jobs and business activity
include technological Developments (which have reduced the
benefits of centralized facilities), energy cost differen-
tials, and lower wages for industrial workers in other
regions. Personal taste is also a major factor, since many
people find the warmer, sunnier climates as well as lwer
living costs attractive.

Net migration from U.S. central cities totaled 7 mil-
lion persons between 1970 and 1975, representing a fourfold
annual increase over the 1960s. For a 5-year period of the
1970s, New York City's population decreased by 327,200
persons. In contrast, New York City suburbs, for the same
period, showed a net population icrease of 14,500 persons,
only a small fraction of the City's population loss. Since
those who'migrate are younger, better educated, and more
highly paid than those who remain behind, the City has been
left with an increasing proportion of households which
require public assistance.

To a large extent, the interregional movements of jcbs
and people reflect a set of nationwide social and economic
adjustments. New York City is an aging, highly dense city
which is losing population. It has twice as many municipal
workers per capita as its surrounding suburbs ana has tra-
ditionally paid them better. The resulting high payrolls,
combined with increasing debt levels and the need for social
services, has placed the City at a tax disadvantage relative
to the suburbs since the City has to tax at higher rates to
afford such expenses. High City taxes have ccntributed to
the exodus of persons and business activity.

There is little direct evidence that intraregional or
interregional shifts are largely attributable to fiscal or
economic policies of any level of government. What does
emerge from the available statistics, however, is that high
taxes (particularly at the local level) have probably
accelerated the rate of movement to the South and Southwest.

State and Federal policy options

By what means could the State and Federal governments
aid the City and how costly and effective would some of
these policy options be? These questions must be viewed in
a broader context than just aid to New York City, because
other cities in financial trouble are likely to press for
similar assistance. What, then, is to be the policy toward
local governments which have or will have financial problems,
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either because of local problems or because of the long-term
decline of certain sections of the country?

The Federal Government is, of course, already heavily
involved in State and local government finances, with general
revenue sharing, matching grants, and other forms of program-
matic aid and regulations. The questions of State and Fed-
eral policy options should be discussed in terms of goals,
alternatives, and criteria by which policies are to be
evaluated. The types of policy options are:

1. Improve the City's economic base.

2. Cut spending and increase revenues.

3. Improve management and control.

4. Redefine the region responsible for the function.

5. Federal or State takeover of certain functions.

6. State and Federal aid.

These options are appropriate to different degrees for the
City, the State, or the Federal Government.

This report presents several examples of policy options,
such s welfare reform, State takeover of the City university,
and regionalization of the transportation system. These ex-
amples are presented not as recommendations, but as estimates
of how such cnanges might or might not help solve the City's
problems. In general, there is little chance of substantial
relief from State aid, since the City is so large compared
to the rest of the State. Certain types of welfare reform
could reduce the City's financial burden, but they cannot
solve its long-run problems. Moreover, in so.ne illustra-
tions City residents would have to pay higher State and
Federal taxes.

The complex questions surrounding the option of massive
Federal aid to cities--a so-called new "Marshall Plan"--are
posed in his report. But our purpose is merely to provide
an agenda for further analysis, not to answer questions that
are fundamentally political as well as economic.
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MANAGEMENT AND BUDGETARY ASPECTS OF
MAJOR NEW YORK CITY AGENCIES

The report also reviews the functions and some manage-
ment problems of the seven major City agencies: the Human
Resources Administration; the Board of Education; the Health
and Hospitals Corporation; the Transit Authority, and thePolice, Fire, and Sanitation Departments.

The Human Resources Administration and its subsidiary
agencies control, coordinate, and dispense most of the
family, social, and community welfare services. Federaland State aid is an important source of the agency's
revenues, but it is accompanied by a host of State and
Federal rules and regulations. The key issue is whether
substantive improvements in the efficiency and economy of
welfare programs can be achieved by the City without State
and Federal action.

The task of providing public school education is
shared by a citywide Board of Education and 32 community
school boards. Since the City is attempting to reduce
expenditures to meet its 3-Year Financial Plan, the issues
appear to be (1) determining the appropriate balance
between State and City support for public education and
(2) deciding on the quality and total level of support tobe provided. Similar issues are at the heart of the City
university's problems.

The New York City Transit Authority operates subway
and certain bus lines under the guidance of the MetropolitanTransportation Authority, a public benefit corporation.
The primary issue is determining a fair allocation of costs
among transit patrons, which includes City and regional tax-payers and other beneficiaries.

Efficiency and economy in operations can help solvefinancial problems facing all City agencies. Efficiency
and productivity improvement play a dominant role in theoperations of the uniformed services (police, fire, and
sanitation). These departments are financed mainly fromlocal taxes. The services provided are labor intensive
and the quantity of services is proportional to staffing
use. Defining and measuring productivity and determin-
ing the appropriate level of service are major tasks of
management in these departments.
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CHAPTER 1

INTRODUCTION

In each of the last 15 years, New York City borrowed
to cover current operations. As a result, lenders became
increasingly concerned about the City's credit worthiness.
In April 1975 the City found itself excluded from the
financial markets--precipitating a major financial crisis.

THE CITY'S CURRENT FINANCIAL SITUATION

This crisis prompted New York State to take several
emergency measures. In June 1975 the Municipal Assistance
Corporation (MAC) was established to serve as an interim
borrowing agency for the City. Its primary purpose was to
convert the City's short-term debt into long-term obliga-
tions. On September 9, 1975, the Emergency Financial Con-
trol Board (EFCB) was established to provide a new mechanism
for expanded budget review and accountahility and to over-
see administration of the City's finances. The Control
Board, made up of City, State, and other public officials,
has budget approval authority and v'eto power over the City's
actions. At the Control Board's request, the City drew up
a 3-Year Financial Plan featuring ubstantial budget cut-
backs which would balance the budget by fiscal year 1978.

The Federal Government, through the New York Seasonal
Loan Act of 1975, authorized up to 2.3 billion in loans (to
be repaid within the fiscal year thet it is received to
the City to cover its cash flow problems for the duration
of the current EFCB plan.

The City's overextension in credit markets, however,
is a symptom of more basic problems, which are economic
and political as well as financial. These long-term
problems take various forms: a changing and deteriorating
ec-nomic base, heavy tax burdens, inadequate budgetary
control, external mandates to provide services outside the
control of the City qovernmen, and generous levels of some
public services.

Comments, criticisms, and proposed solutions to the
City's financial situation abound. The news media, aca-
demics, City officials, and others have their own explana-
tions for the City's problems. The list of New York City's
ills has included:



-- Lack of budgetary accountability.

-- Lack of adeauate managment in the City administration.

--Too much union power.

-- Too many independent boards.

--An inefficient public work force.

-- Inadequate support from the State government.

--Inadequate support from the Federal Government.

--An unmanageable, inefficient transportation system.

-- Rent control.

--No accounting system.

--Too many people on welfare.

--An excessive tax burden.

--Too little attention given to attracti:g businesses
into the City and keeping them as part of the tax
base.

We do not believe that any one of the alleged ills is
the basic cause of the City's financial problem, although
some oL all may have contributed to the problem. The
situation is much more complex and generally relates to
the City's economic base. The complexity of the problem
makes the solution equally complex, and none of the follow-
ing suggested solutions alone appears sufficient to "solve"
the problem, although each would help reach a solution:

-- Federal takeover of welfare.

-- State takeover of the City's higher education.

-- Garbage collection by private companies.

--New City accounting system.

--More budgetary control ex .cised within the City.

--A regional jurisdiction for the transporation
authorities.
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-- More equitable sharing of hospital costs with
the State.

-- More management control in the City adminis-
tration.

-- More productive work by municipal employees.

-- Reduced pensions for municipal employees.

--Eliminating rent control.

--Across-the-board cuts in spending.

-- Increased tax rates.

-- Declaration of municipal bankruptcy.

Not all these solutions are within the discretion of
City government. Some would require only City actions;
others, State and Federal action. Some are meant to effect
cost savings immediately; others, over longer periods. We
believe that the solution involves a complex combination of
actions that, to be fully effective, need to be coordinated.

For the City, the major immediate question is how to
balance the budget, through a combination of cost cutting,
tax revenue increase, outside help, and possible divestiture
of some functions. The State must decide how much more aid
it should comnit to the City and what sorts of controls it
should maintain over City spending. The Federal Government
already plays a large role in local finances, and it has
provided aid directly to the City with the seasonal financ-
ing program. If this assistance is not sufficient, the
Federal Government faces the options of (1) providing addi-
tional special aid, (2) helping within a more general frame-
work of aid to State or local governments, or (3) letting
the City (and other cities which may face similar problems)
,work out its own solution. Alternatively, the Federal
problem can be stated: If more Federal assistance is
needed for the City, are there specific policies (new or
old) that the Federal Government can adopt within the
general framework of fiscal Federalism which cou' help
the City?

BUDGETARY OPTIONS AND
LONG-TERM ECONOMIC- VABILITY

This report reviews the policies of the Federal, State,
and City governments relating to the City's financial situa-
tion, in the context of the City's long-term problem. The
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report focuses primarily on the economic and social problems
underlying the City's current situation and on the outlook
for the 1980s.

The current crisis has precipitated a series of actions
by Federal, State, and local governments. Each governmental
unit has taken steps it thinks will help solve the City's
financial problems. However, the actions have focused on the
short-run problem. The combination of Federal loans and the
City's tax rate increases and expenditure cuts is designed
to eliminate the need for short-term borrowing, restore
investors' confidences and facilitate the City's reentry into
financial markets or capital projects.

Insofar as the lonq-run solution to the City's problems
lies in improving its economic base, loans and short-term
budget cuts are probably not, by themselves, such a solution.
Short-run budget cuts accompanied by productivity gains to
maintain services would help. However, the operating ineffi-
ciencies which can be corrected by the City administration
are unlikely to produce enough savings to balance the City's
budget.

Balancing the budget will mean tax increases or reduc-
tions in services. Either alcernative may eventually weaken
the economic base. Hence, the actions needed to deal with
the immediate problem may aggravate the lona-run Problem.
Thus, the City, the State, and the Federal Government ..st
look beyond he current 3-Year Financial Plan, examine the
long-term impact of current actions, and consider what
policies may be necessary to solve the underlying problems.
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CHAPTER 2

THE CITY BUDGET

This chapter reviews important changes in New York
City's revenues and expenditures. The fiscal 1976 budget
proposal developed by the mayor's office and the budgetary
implications of the 3-Year Financial Plan (and modifica-
tions to the plan) are also discussed.

The chapter contains projections of the City's revenues
and expenditures to fiscal year 1985 under various assump-
tions about the performance of the national economy, the
State and Federal contributions to the City, and the City's
ability to execute its Financial Plan and balance the budget
in 1978. These alternative projections cover a range of
possible outcomes and are intended to illustrate the types
of fiscal problems the City might be confronted with after
completion of the 3-Year Financial Plan. It appears that,
under the best of circumstances, the City's financial pres-
sures will continue into the 1980s.

HISTORICAL PERSPECTIVE

California and New York are the only States that have
budgets approching the size of the budget for New York City.
If the funds in the State budget which simply flow to local
governments are not counted, then the City's operating
budget of $13.1 billion is larger than the New York State
budget. As an illustration, in 1973 New York State spend-
ing was $14.4 billion, of which $4.4 billion was for grants
.o cities, while New York City's total outlays were $11.5
billion. The only government in the United States that
spends more money than New York City is the Federal
Government.

The operating expenditures, revenues, and deficit or
surplus 1/ of New York City for 1960-74 are presented in
Table 1. This data indicates that the City has not had a
current operating surplus since 960. In recent years, the
operating deficits rose to more than $500 million.

Over this period, the City raised expenditure levels
to meet its perceived needs. City officials then attempted

1/ The operating or current account items include all expen-
ditures and revenues received during the year, but do not
include outlays for buildings arJ other items that appear
in the New York City Capital Budget.
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to balance revenues and expenditures through new taxes,
tax rate increases, and short- and long-term borrowing.
The use of borrowing to meet current operating expendi-
tures had a cumulative and burdensome effect on the
City's finances. From 1971 to 1975 alone, debt service
has increased from 8.9 percent to 13.3 percent of total
expenditures.

Table 1

New York City Fiscal Data
Fiscal Years i960-75 notes a and b)

Current expenditures Current
Plus debt retirement account

Date Revenue (note c) surplus

(billions) (millions)

1960 $ 2.770 $ 2.717 $ 53
1961 2.901 2.932 -31
1962 3.067 3.142 -75
1963 3.409 3.445 -36
1964 3.689 3.789 -100
1965 3.961 4.015 -54
1966 4.367 4.537 -170
1967 5.175 5.176 -1
1968 5.867 6.125 -258
1969 6.865 6.946 -81
1970 7.234 7.776 -542
1971 8.275 9.054 -779
1972 9.502 10.120 -618
1973 10.775 10.807 -32
1974 11.291 11.779 -488

a/Totals have been rounded.

b/Final data for fiscal 1975 is not yet available. After
New York City was denied access to the municipal bond
market in the spring of 1975, numerous special arrange-
ments were made to keep the City from default. Prelim-
inary statistical computations, which include these
extraordinary transactions, indicate that the City had
a surplus on current account of $450 million. If cer-
tain large special receipt items, such as the $800
million advance from New York State and the $195 million
advance from taxpayers, are excluded from the computation
and the increase in current payables of $1.4 billion
included, the City would have a 1975 deficit of nearly
$2 billion.

c/Column excludes operating expenses from capital budget.

Source: U.S. Bureau of the Census, City Government Finances;
1960-1974. U.S. Bureau of the Census, Finances of
Employee Retirement Systems of State and Local
Governments; 1960-1963. U.S. Bureau of the rfnsus,
Census of Governments: Special Issues; 1962.
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Table 2

New York City Expenditures and Revenues
for Fiscal Years 1971-75

(for Selected Budget Cateor ies)

Fiscal Percent Fiscal Percent
year of year of

Function 1971 total 1975 total

(millions) (millions)

Revenues (accrual basis):
Real estate tax $1,990.7 28.0 $ 2,648.6 22.1
General fund taxes

(note a) 2,091.4 29.3 3,410.6 28.5
Personal income 231.3 3.3 559.5 4.7
Sales 493.7 6.9 791.1 6.6
General corporation 194.0 2.7 299.3 2.5
Commercial rent tax 140.7 2.0 191.3 1.6
Stock transfer tax 258.6 3.6 184.8 1.5
Water charges 158.1 2.2 190.8 1.6
Utility tax 49.7 .7 90.5 .8
All other (note a) 565.3 7.9 1,103.3 9.2

Federal revenue sharing (b) - 256.8 2.1
N.Y. State revenue

sharing 323.9 4.6 404.6 3.4
Intergovenment grants 2,709.9 38.1 5,269.2 43.9

Total $7,115.9 100.0 $11,989.8 100.0

Expenditure (cash basis):
Education $2,061.5 29.0 $ 2,970.1 24.9

Elementary and high
school 1,603.9 22.6 2,270.4 19.0

Debt service 151.7 2.1 238.4 2.0
Colleges 305.9 4.3 461.3 3.9

Public safety 846.1 11.9 1,226.8 10.3
Police 546.4 7.7 813.4 6.8
Fire 242.6 3.4 350.1 3.0
Other 57.1 .8 63.3 .5

Sanitation and health 825.9 11.6 1,258.3 10.5
Social welfare and

contributions 2,201.2 31.0 3,421.2 28.7
Debt service 632.0 8.9 1,588.6 13.3
Miscellaneous 543.8 7.6 1,473.7 12.3

Total $7,110.5 100.0 $11,938.7 100.0

a/Includes other miscellanous revenues.

b/Not available.

Source: Report of the Comptroller of New York City for fiscal years
1971 and 1975.
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RECENT NEW YORK CITY BUDGETS

The City's budget totals, as well as the budget
composition, have changed during the last several years.
The New York City Comptroller's Report for 1971 to 1975
provides some detail on the component parts of revenue and
expenditures. This data, which is presented in Table 2,
implies that the City had a surplus in ech of those fiscal
years. But the figures are misleading because the revenues
were recorded on an accrual basis while expenditures were
recorded on a cash basis. This results in the following
type of situation. New York City spent $11.939 billion in
fiscal 1975, but there is no available figure for the cash
actually received in that year. This accounting practice makes
it difficult, if not impossible, to compare the City's receipts
and disbursements in greater detail using the information in
the Comptroller's Report.

The mayor's fiscal 1976 budget is an appropriate start-
ing point for a discussion of the City's current financial
situation. The original 1976 budget totaled $12.1 billion.
(See Table 3.) ""'e mayor's expenditure budget, submitted
before events in ? municipal bond market forced substan-
tial changes in Ne. York City operating procedures, was
superseded by the City's 3-Year Financial Plan and later
modifications to that Plan.

In the mayor's 1976 budget proposal, expenditures on
social services, education, and health services accounted
for about 60 percent of the total. Since 1961, the educa-
tion component of the City budget has increased from 23 to
25 percent of the total, and the health a:rvices component
from 7 to 10 percent.

New York City's 3-Year Financial Plan

The mandate of the Emergency Financial Control Board
was for the City to achieve a balanced budget by fiscal
1978. On the revenue side, the City sought new sources of
income, both through measures it could control and through
State and Federal actioi. On the expenditure side, the City
polled each operating agency for an estimate of its minimum
operating costs. Table 4 shows summary revenues, expendi-
tures, and balances for the 3-year period of the plan and
later modifications of the plan.

The working total for the mayor's budget for 1976 was
$12.1 billion; the first working total under the Financial
Plan was $12.5 billion. The net $400 million difference
represents the judgment of the Office of Management and
Budget and the Control Board that substantial changes were
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necessary to carry out the City's functions, and part of
the $400 million reflects the Board's insistence on several
accounting changes. The plan also incorporated the first
year effects of both revenue increases and expenditure cuts,
which were designed to result in a $200 million swing in
the deficit.

The calculations underlying the plan attempted to
account for expected inflation in revenues and expenditures.
The 1976 budget totals contained in the plan then formed the
base for the revenue and expenditure targets for 1977 and
1978.

Since the plan's adoption, the City has suggested a
number of modifications, not all of which have been formal-
ized and submitted to the Control Board. These modifica-
tions take into account further efforts to change revenue
and expenditure patterns to meet the 1978 goal. Two sets
of accepted modifications, modification 3 (approved in March
and April of 1976) and modification 4 (the current plan for
fiscal 1976 and 1977), are shown in Table 5. The plan for
fiscal 1978 was submitted to the Control Board in August
1976.

As the fiscal 1975 plans were modified, both expendi-
tures and revenues tended to increase, although the estimate
of the fiscal 1976 budget deficit stabilized at $1.1 billion.
Expenditures increased from $12.5 billion in the original
plan to $13.1 billion in the current plan, and estimates of
City revenues were revised upward from $11.5 billion to $12
billion. The Control Board allowed increases in some budget
categories for which new revenues from other levels of
government were available to fund the programs. Major modi-
fications occurred in debt service, social services, higher
education, and various smaller agencies which are included
in the "other" category. Details of these changes are
presented in Table 5.

For fiscal 1977, the original plan provided for total
expenditures of $12.5 million, but modifications to the
plan have resulted in increases of $299 million. Although
the original plan did not contain total expenditures by
agency or function for fiscal 1977, the modifications have
identified where the changes in expenditure categories are
to occur. The major increases are $122 million for social
services and $221 million for debt services; the major
decrease is $89 million for the Human Resources Administra-
tion. The New York City Council has authorized a budget of
$12.505 billion for fiscal 1977. This is strikingly similar
to the plan's original expenditure total of 12.508 billion
for fiscal 1976.
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Table 3

New York City's Budgeted Expenditures by Agency
Fiscal Year 1976

Budgeted Percent of
expenditures total budget

(millions)

Department of Social Services $ 2,937.5 24.3

Board of Education 2,468.0 20.4

Health Services Administration 1,165.3 9.6

Police Department 943.7 7.8

Board of Higher Education 597.9 4.9

Environmental protection 495.1 4.1

Payments to charitable
institutions (note a) 586.3 4.9

Fire Department 410.5 3.4

Human Resources Program 164.9 1.4

Debt service 1,885.6 15.6

Other 432.8 3.6

Total expense budget
(note b) $12,O87.6 100.0

a/Primarily payments to voluntary hospitals

b/This total excludes $1,145 million in funds from the
capital budget and other special accounts which were to
be used to cover expenses. These funds were not distri-
buted by agency, nor were they included in the expense
budget totals.

Source: New York City Expense Budget, fiscal year 1976.
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Table 4

Financial Plan of New ork
Summary of Revenue and Expenditures

Surplus or
Revenues Expenditures deficit (-)

(billions) (millions)

Fiscal year 1976:

Original plan
(note a) $11,519 $12,508 $ -989

Revised plan
(note b) !1,902 12,953 -1,051

Current plan
(note c) 12,035 13,086 -1,051

Fiscal year 1977:

Original plan
(note a) 11,981 12,451 -470

Revised plan
(note b) 12,106 12,698 -592

Current plan
(note c) 12,064 12,750 -686

Fiscal year 1978:

Original plan
(;,ote a) 12,313 12,282 31

Revised plan
(note b) 12,338 12,304 34

Current plan
(note c) 12,003 ]1,991 12

a/New York City Financial Plan, Office of the Mayor, City of
New York. Approved by EFCB on October 20, 1975.

b/Modification Number 3 to the Financial Plan, Office of
the Mayor, City of New York. Revenues approved by EFCB
March 26, 1976; expenditures approved April 30, 1976.

c/Modification Number 4 to the Financial Plan, Office of the
Mayor, City of New York. Approved by EFCB June 23, 1976.
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For fiscal 978, the original Financial Plan of $12.3
billion has bee reduced through net cuts of $273 million.
These cuts result from decreases of $263 million for higher
education; cuts in the expenditures of various agencies,
which make up the "other and unallocated" category of $338
million; nd major increases of $113 million for social
services and $229 million for debt service. However, no
baseline agency budget numbers are available against which
these changes can be compared.

In fiscal 1976, actual expenditures totaled $13 billion,
an increase of $900 million from the mayor's original budget
and $469 million from the first version of the 3-Year Plan.
Major changes have also been made to the fiscal 1977 budget
contained in the plan. It now appears that the City and the
Control Board are attempting to constrain the fiscal 1977
budget expense totals to the fiscal 1976 levels. For both
fiscal years, major increases have been granted to the
Department of Social Services and for debt service. Both
items are, to some extent, beyond the City's direct control.

The largest percentage cuts in the budgets are scheduled
for the Human Resources Administration. Here, among other
things, the City is reducing programs such as job training
which have been financed largely by Federal grants.

In general, the changing totals in these budgets reflect
outside forces %which tend to raise expenditures and which are
only partially offset by specific budget cuts. The most
importa.it force increasing expenditures is general price
inflation taken together with high levels of unemployment in
the economy. Price increases have put pressures on all seg-
ments of the City's budget. Depressed economic activity
has tended to increase social service expenditures.

The main budgetary reductions have resulted from staff
cutbacks (mainly through attrition). Since the beginning
of the Financial Plan, the City has reduced its payroll
through both attrition and terminations. According to the
City, the number of employees has declined by 51,468 from
June 1975 to November 1976. The plan calls for further
reductions for fiscal year 1977. The change in authorized
personnel ceilings displayed in Table 6 indicates the
distribution of these reductions, detailed for major agen-
cies. (Personnel ceilings may not reflect staffing levels.)

As shown above, there is no easy or direct progression
from the budget deficits of fiscal 1976 to a balanced budget
in fiscal 1978. In fact, despite the City's efforts to
control the budget and expenditures, the fiscal 1976 totals
are $469 million higher than originally planned.
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The attempt to balance the City's budget by 1978 will
be affected by economic factors, such as persistent infla-
tion and high rates of unemployment, and administrative
factors, such as the City's ability to plan, initiate,and
execute budgetary cuts. The City's efforts to date have
been primarily directed to the latter.

Table 6

Authorized Levels and Planned Reductions
in Personnel Positions-

Fiscal Years 1976 and T977
(By ajor New York City Agencies)

Planned
1976 1977 reductions

Department of Social
Services 30,000 23,900 -6,100

Board of Education 75,700 63,800 -11,900

Health Services
Administration 7,400 5,300 -2,100

Police 34,700 32,500 -2,200

Boar. of Higher Education 22,000 19,200 -2,800

Environmental Protection
Administration 20,000 18,900 -1,100

Fire 13,600 12,700 -900

Human Resources
Administration 4,600 1,400 -3,200

Other 67800 49,000 -18800

Total 275,800 226,700 -49100

Source: Executive Budget Fiscal Year 1977, City of New York,
Abraham D. Beame, Mayor.
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In attempting to cut expenditures, the City has had to
face a reality common to all cities--most of the services it
provides are highly labor intensive and (in econoinic terms)
the potential for productivity gains is limited. In general,
providing City services does not involve as large a capital
component as other sectors of the economy (such as steel or
automobiles) that can yield substantial productivity gains
and technological improvements. Conseauently, achieving
substantial productivity gains is difficult.

Therefore, although current discussions in the City
often refer to productivity gains, we doubt that substantial
gains will be forthcoming. In many cases, output measures
of public services are not available, and information and
analysis about th( possibility ard implementation of such
productivity measures do not exist. Just as tuition charges
may radically alter the composition of the student body of
the university system, a reduction in the number of teachers
may seriously impair the uality of education.

The City's strategy has been to maintain selected
programs, reduce program levels where possible, and gener-
ally keep the price of the continued services lower than
they otherwise would be by limiting wage increases for City
employees. These strategies are apparent from the Financial
Plan and from statements of the Control Board. Although the
strategy to keep wage increases to a minimum has been viable
during the first year of the Plan, the dynamic nature of the
collective bargaining pro ess in the City cannot be ignored.
The debate concerning the appropriateness of this strategy
will continue and possscly intensify, and as a result, pent-up
demands for wage icreases may surface.

LONG-TERM FORECASTS OF CITY BUDGETS

The impact of budgetary reductions; tax increases; and
demographic, economic, and social movements on the City's
long-term economic health make it necessary to explore
expected expenditures and revenues beyond 1978. To consider
the City's long-term economic condition, scenarios have been
developed with different sets of economic and budgetary
assumptions. Projections of economic trends are presented
and an analysis of them suggests that the City's financial
problems are likely to persist into the foreseeable future.

After 1978, the City will have to live within its reve-
nues unless it receives more State or Federal aid or it
regains access to capital markets. Two revenue projections
for fiscal years 1979-85 have been developed and are pre-
sented below. These estimates are based upon a number of
economic, budgetary, and intergovernmental-assistance factors.
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Forecasting future events, especially beyond 2 years,
is always difficult and subject to error. Projecting New
York City budgets for 1979 and beyond is particularly
difficult. The difficulties arise from the large number
of crucial asumptions that must be made. The forecasts
presented should not be viewed as point estimates, but as
indicators or general tendencies. Moreover, the longer
the forecast is extended, the less certain the projections.
As a general rule, forecasts up to 2 years are considered
short-term and have been demonstrated to be reasonably
accurate. Thus, any forecas' to 1985 is subject to con-
siderable error. These forcasts are meant to explore and
illustrate potential City budgetary problems and not to
predict what City revenues or expenditures will be in the
1980s.

The City budget is the accounting structure for record-
ing the City's expenditures and receipts. The budget can be
constructed for the past with actual data or for the future
with projected or fore ast data. Earlier in this chapter,
past budgets have been discussed. Now we address the
prospective budgets for 1978-85. These budgets can help
policy decisionmakers. The projections presented are
intended to illustrate the pattern of the City's revenues
and expenditures after 1978.

City revenues

New York City's revenues can be divided into four
categories: (1) general fund revenues, (2) Federal and State
intergovernmental aid, (3) real estate taxes, and (4) other
miscellaneous tax revenues. Different factors affect each type
of revenue. Future receipts of Federal and State aid depend
on levels of benefits established for aid programs. Heal
estate taxes depend on how often reassessments are made. Gen-
eral fund and miscellaneous revenues depend on the overall
strength of the national and city economies and their effect
on sales, personal income, and corporate profits tax bases.

A forecast of revenues depends somwhat on a forecast
of national economic conditions, including inflation. Large
econometric models of the national economy are used to fore-
cast nat onal economic conditions. New York City's Office
of Managment and Budget has constructed a model to forecast
some of the gen-ral fund tax revenues on the bsis f fore-
casts of the national economy. We have developed a.
alternative model for the same purpose.

16



Detailed assumptions underlying these revenue pro-
jections are contained in appendix II. In general, these
projections depend upon inflationary, employment, derno-
graphic, and other social and economic factors. The
revenue projections are presented in Table 7 below and in
Figures 1 and 2.

City expenditures

A problem in predicti,4g City expenditures after 1978
is that the actual lel o expenditures for 1978 is not
known with any degree of certainty at this time. According
to the City's 3-Year Financial Plan, the 1978 budget expen-
ditures will be about $12 billion. We have based our pro-
jections on that figure. But, if the City is unable to
cut its expenditures to that level by 1978, the projections
would have to be adjusted upward.

The City's expense budget is made up a large number
of programs, and the composition and size of that budget
after 1978 depend upon a multitude of budget decisions as
well as other factors. Thus, innumerable projections of
expenditures could be made. We have limited our projection
of expenditures for the period to two, which are based upon
alternative economic conditions (specifically, the infla-
tionary factor) that might prevail at that time. These
projections are intended to be illustrative, not definitive,
but they indicate the general levels of post-1978 City
expenditures before administrative actions would be taken
to adjust the totals.

These projections of City revenues and expenditures
are depicted in Figures 1 and 2. Under the best circum-
stances and starting with a balanced budget in 1978, the
City would have a surplus in fiscal 1979 and 1980. In
1981, it would ace a deficit of $175 million which would
grow to almost $1.5 billion by 1985. Pinpointing the exact
magnitude of the gap is impossible, but these projections
indicate that the City will likely be under continued
financial stress for years to come. If the City cannot
balance its budget by fiscal 1978, the post-1978 period
would bring larger budget gaps.

The dependence of any City budget ap on the national
economy is manifest. If the national economy were to exper-
ience cycles of unemployment accompanied by inflation, the
City's budgetary situation would be much worse. These
economic factors are far beyond the control of the City or
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the State. The projections indicate that the City will
undergo sustained financial pressures and that the long-run
situation may be largely outside the City's own control.
The next chapter discusses policy options open to the City.

Table 7

Projections of New York City Budget: 1979 - 1985

Sustained Growth Projections

Year Expenditures Revenues Budget gap

----(billions)

1979 $12.531 $12.825 $0.294
1980 13.040 13.103 .063
1981 13.549 13.374 -.175
1982 14.076 13.660 -. 416
1983 14.589 13.959 -. 630
1984 15.098 14.249 -. 849
1985 15.598 14.553 -1.045

Cyclical Projections

Year Expenditures Revenues Budget gap

--(billions) -

1979 $12.652 $12.846 $0.194
1980 13.228 13.164 -. 064
1981 13.761 13.489 -. 272
1982 14.360 13.760 -. 600
1983 14.995 14.113 -. 882
1984 15.618 14.505 -1.113
1985 16.354 14.859 -1.495
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FIGURE 2
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CHAPTER 3

BUDGET CONTROLLABILITY

The projections of New York City expenditures (at cur-
rent service levels) and revenues for 1980 and 1985 pre-
sented in chapter 2 indicate that the problems the City
will face in those years are similar to, but perhaps more
severe than, the problems it addressed in designing a 3-Year
Financial Plan. The Federal and State Governments and the
investment community are likely to exert pressur2 on the
City for "fiscal responsibility" for some time to come. It
is unlikely that the City, even when it regains access to
the municipal bond market, will be able to borrow to cover
operating deficits.

The clear implication of the projections in chapter 2
is that, when the 3-Year Financial Plan expires in 1978,
the City, unless it receives additional Federal and State
funds, will have to attack its fiscal problem by making
further budget cuts or by raising more revenues. Achieving
and maintaining a balanced budget involve difficult choices.
Areas for additional cuts will become increasingly difficult
to find, and the post-1978 period is more likely to bring
forth substantial pressures for budget increases. City
workers have agreed to a virtual wage freeze for 1976-78,
but after 1978 they are likely to try to recoup their losses
through collective bargaining.

In many cases, the City's options are limited. For
example, the City has in some cases committed itself to
projects that must be paid for in the future. In other
cases, the City is required by other levels of government
to provide certain services. Further, certain services are
necessary to maintain public order and safety. These con-
straints mean that portions of the City's budget are beyond
its total, direct, and immediate control. Nonetheless, the
City and other levels of government can take legislative
action to bring more and more of its budget under its direct
and immediate control. And, as previous commitments are
met, more funds are released and can be used for other
purposes.

THE CONCEPT OF BUDGET CONTROLLABILITY

The term "uncontrollability" has long been used in
discussing Federal and State budgets. It is usually
applied to costs or activities which are in some sense
relatively fixed. The President, for example, cannot
unilaterally alter Social Security benefit levels. On
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the other hand, the Congress and the President acting
together (through new legislation) could alter benefit
levels, if they chose to do so. To have meaning, there-
fore, the term "controllable" must take account of dif-
ferences in the degree of control that can be exercised
by different participants in the process.

From another prospective, control is a function of
time. Once a contract has been signed, the costs result
ing from that contract may become uncontrollable for the
duration of the contract. The costs were controllable,
however, before the contract was signed and become contro-
lable after the contract expires. Thus the concept of
controllability must also recognize a time dimension. To
the technical questions involving the power and timing of
control must be added the political dimension of wil-
lingness to exercise control. Some functions of government
(maintaining public order and safety) are generally accepted
as so fundamental as to be effectively uncontrollable except
within a fairly narrow margin. As time passes, the number
of functions falling in this category tends to grow dramati-
cally. Controllability is a major focus o the rest of
this report.

CONT'OLLABILITY IN THE NEW YORK CITY BUDGET

In part, the City's plight and its difficulties in
adjusting to the economic realities of a balanced budget are
underscored by the confusion surrounding the terms "control-
lability" and "uncontrollability" as they are applied to the
City's budget. For example, one estimate of the magnitude
of uncontrollable items suggests that $8.7 billion of the
$12.1 billion in the mayor's fiscal year 1976 budget was
not directly controllable by the mayor in the short run.
That leaves only $3.4 billion as directly controllable.
Even if all budget balancing cuts could come from this
part of the budget, a $500 million reduction could easily
involve substantial social costs and greatly disrupt the
orderly conduct of City government. The point is under-
scored by the fact that about 40 percent of the so-called
controllable items in this calculation went to police and
fire protection.

There have been other estimates of the magnitude of
uncontrollable expenditures. The 3-Year Financial Plan
contains detailed information in proposed budget cuts by
functional category. Implicit in those cuts are working
definitions of controllability and uncontrollability
derived from section 8 of the Emergency Financial Control
Act. That provision states that the financial plan must
"provide for the payment in full of the debt service
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requirements on all bonds and notes of the city and the
covered organizations * * * [and] fund adequately programs
* * * mandated by state or federal law; * * *."

One source, using this definition, concludes that
$4.198 billion of the fiscal 1976 budget was "totally"
uncontrollable. In yet another document, $4.8 billion
of the City's fiscal 1977 expense budget was labeled
"relatively" uncontrollable by New York City's Office of
Managment and Budget.

In fact, there appear to be at least four different
types of uncontrollability that the City must confront.
These arise from four general sources:

1. Expenditures that reflect the City's long-term
contractual obligations.

2. Programs legally mandated by other levels of
government.

3. Independent boards within the City government
structure itself, such as the Board of Higher
Education.

4. General obligations to the public to maintain
an orderly environment.

The first source of uncontrollable expenditures
reflects the City's present and future obligations and
includes such items as debt service and pensions. The
City is legally obliged to meet these commitments. For
example, the State constitution protects the pension
rights of New York City civil servants. Over time,
control of the level of expenditures in these areas is
gained by retiring debt and negotiating new pension
benefits for currently employed civil servants. However,
major reductions in this type of expenditure would take
years, perhaps decades, to accomplish.

The second category of uncontrollable expenditures
includes programs mandated by other levels of government. 1/
Aid to Families with Dependent Children (AFDC) and Medicaid

I/The court system, a co-equal branch of government, was
created by the State constitution. It also must be
provided funds by the City with the level of funding
determined by law but not specified exactly in the law.
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payments are examples. These are mandated at the State
level, and the City cannot unilaterally act to reduce its
share of the costs. At the same time, although the total
welfare bill is mandated by State laws fixing eligibility
requirements and benefit levels, these laws can be changed.
The City, while it cannot act unilaterally, has some
influence on the State's decisions. In summary, the State
could change the legal basis for the City's public assist-
a.lce payments and the Federal overnment could increase or
decrease its contribution, but the City must maintain these
payments until such actions are taken.

The third source of uncontrollable expenditures has
been the independent boards and related nonprofit corpora-
tions within the City. Historically, the status of these
organizations severely limit the budget-cutting powers of
the mayor. Although budgets voted by the Boards of
Education and Higher Education had to be approved by the
mayor's office, the State budget office, and others, they
traditionally have not been subject to reduction without
Board consent. The laws that established the Health and
Hospitals Corporation left funding cutbacks to the discre-
tion of the board of directors--not the mayor--and these
laws commit the City to specific levels of support. Fur-
thermore, the Board of Education, the Board of Higher
Education, and the Health and Hospitals Corporation have
had considerable discretion over the expenditure of funds
allocated to them.

The usual reasons for granting such powers to boards
and establishing independent corporations are twofold.
First, the resulting services are judged to be so important
as ~t demand formal insulation from political influence.
Second, a judgment is made that the organizational structures
of schools, the university, and hospita-. differ enough
from that of a government agency to make impossible, or
extremely difficult, line-item budgeting which adheres
closely to standard city or State management and accounting
practices.

Boards and corporations are meant to serve as informed
agents for resource allocation. On these grounds there is
no reason to believe that the boards could not cut back in
response to an overall City-wide deficit. Such boards, ho..-
ever, tend to become advocates for the primacy of the
program areas they represent, to resist budgetary cutbacks
with whatever legal powers they possess, and to make the
task of assigning priorities in an expenditure reduction
program more difficult.
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In the short run, the combination of mandated eligibility
rules and benefit levels for program participants and tne
existence of independent boards introduce considerable in-
stitutional rigidity into the budget-cutting process.

A fourth set of constraints on the budget process
adds to the problems associated with budget reallocation
or cutbacks. The City is responsible for providing and
maintaining an orderly environment for its residents and
visitors; this requires adequate police and fire protec-
tion. This social responsibility requires the City to
maintain these services (in that sense, some of these
expenditures are uncontrollable), but it does not require
an absolute level of funding. The City has some flexib:ility
in determining the levels of police and fire protection and
how that protection is to be provided.

Expenditures have risen most rapidly in progam areas
in which the State and Federal governments encourage or
mandate spending and those in which independent boards have
some budgetary authority. Unfortunately, those progam areas
where the City could exercise direct budgetary control are
areas traditionally viewed as encompassing essential serv-
ices. This adds further rigidity to the budget process.

To illustrate this rigidity, Edward Gramlich 1/ listed
welfare, higher education, transit, public hospitals, public
housing, and pension contributions as areas in which the
City's contributions toward expenditures are atypical of
most major cities. Currently no other major U.S. city funds
a university system and pays 25 percent of welfare costs.
Of the six areas listed by Gramlich, four are not under the
direct control of the New York City Office of Management and
Budget. Either an independent board or a State-mandated
limit would influence the level of expenditures and control
the extent to which the City could make unilateral short-
run adjustments to these expenditures.

This does not mean that the organizational structure of
the City government is the sole obstacle to reducing expen-
ditures. Rathnr, the organizational structure means that
short-run adjustments are more difficult and longer run
adjustments must involve more than one governmental unit.

l/Edward Gramlich, "The New York City Fiscal Crisis: What
Happened and What Is to Be Done," American Economic
Review: Papers and Proceedings, May 1976, pp. 415-429.
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The existence of the Control Board has temporarily
changed the budgetary process for New York City. The
previously independent boards and corporations now must
receive Control Board approval of all major budgetary
matters. EFCB may succeed in balancing the budget in fis-
cal 1978, and the Board may soon pass out of existance.
When that happens, the problems of controllability regard-
ing these independent boards and corporations are likely
to reemerge.

To sum up, there are four principal sources of uncon-
trollability--egal mandates, independent boards, previous
obligations, and other social or legal constraints. In
Table 8, the major budget functions are classified according
to the principal constraint that they are subject to in
terms of controllability.

In the following chapter each major expenditure area in
the City budget is reviewed and an assessment is made con-
cerning the type of control that the City--acting alone--can
exercise over the budget levels in the functional category.
This assessment of budgetary controllability by function
suggests the fiscal problem that the City will face if it
tries to balance the budget without further State or Federal
assistance.

Table 8

New York City Major Expenditure Categories
and their Principal Controllability Constraints

Controllability constraints
Legal

mandates
of State Other

and Federal Indepen- Previous social
benefit dent obliga- or
levels board tions legal

Social services X
Health and hospitals X X
Elementary and
secondary educa-
tion X

Higher education X
Debt X
Pensions X X
Transportation X
Fire, police, and
stanitation X

Public housing
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CHAPTER 4

TVLE CITY CONFRONTING ITS OPTIONS

This chapter discusses the activities and budgetary
problems within each major expenditure category. The myriad
of budgetary details involved in the operations of each City
agency are not presented, but that information is synthe-
sized to suggest possible solutions. The discussion begins
with two of the largest expenditure categories in the budget,
human resources (social services) and health. Together, the
agencies responsible for delivering services in these areas
spent $4.7 billion in fiscal 1976, or 36 percent of total
City outlays on current account.

The agencies that deliver these services are struc-
tuially complex, and the funding arrangements that accom-
pany the services involve all three layers of government
(Federal, State, and local). Figures 3 and 4 diagram the
flow of Medicaid and AFDC money through these agencies.
Table 9 identifies the programs and compares agency activi-
ties. (For additional detail on management and budgetary
processes, see app. I.)

LEGAL MANDATES

The Department of Social Services and the Health and
Hospitals Corporation (HHC) are examples of how legally man-
dated eligibility criteria and benefit levels combine to drive
up agency expenditures and severely limit the City's short-
run ability to reduce its commitment.

Medical assistance expenditures are a common element
in these two categories. The City's eligibility procedure
for AFDC automatically establishes eligibility for Medicaid
and food stamps. One result is that the Department of
Social Services pays the medical bills of those on its
welfare roles. Hospitals operated by the City's Health and
Hospitals Corporation, a public benefit corporation, provide
medical services and collect directly from the patient or his
third-party agent. Therefore, a welfare patient in a public
hospital would have his bills paid by Medicaid. The public
hospital would treat the Medicaid payment as income, while that
portion of the expenditure that the City must absorb represents
a claim against City tax revenues. Because the City must pay
for about 28 percent of all Medicaid expenditures, the activi-
ties of the Department of Social Services and HHC in providing
medical care to the poor generate a considerable tax bill.
The detials of that bill projected for fiscal 1977 are in
fable 10.
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Table 10

Budgeted Major Medicaid Expenditures
For ework City, Fiscal Ynote a)

City State Federal Total

(dollars in millions)

Department of Social $255.8 $252.9 $451.3 $960.0
Services (note b)
non-hospital (26.65) (26.34) (47.01) (100.0)

Charitable institutions 98.9 98.9 143.2 341.0
voluntary hospital
inpatient care (29.0) (29.0) (42.0) (100.0)

Child care 6.4 6.4 12.8 25.6
(25.0) (25.0) (50.0) (100.0)

Health and Hospitals 150.1 150.1 207.8 508.0
Corporation (29.55) (29.55) (40.90) (100.0)

Total $511.2 $508.3 $815.1 $1,834.6

(27.86) (27.71) (44.43) (100.0)

a/Parenthetical figures given below each level of government's
contribution to Medicaid in th particular agency indicate
the percentage of the total fr each line item which that
contribution represents.

b/Primarily for physicians' services.

Source: Richard Bing, New York City Bureau of the Budget.

Medicaid expenditures are budgeted at $1.8 billion, of
which the City's share for fiscal 1977 is $511.2 million.
Estimates are that over half, $960 milli3n, represent pay-
ments to physicians, dentists, nursing homes, outpatient
clinics, homemakers, druggists, etc., for nonhospital serv-
ices; the City's share of that is put at $255.8 million.
The City will pay $98.9 million of the $341 million volun-
tary hospital Medicaid bill and $150.1 million of the $508
million in Medicaid payments made to HHC. Recent data in-
dicates that in 1974, 98.6 percent of all AFDC cases in the
City received Medicaid benefits and that the average benefit
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cost for all Sases was $1,606. Average welfare benefits per
case for all ases were $5,628; thus, about 28 percent of
benefits rece wed were Medicaid related.

HHC expe:-:ed to receive $508 million, about 52 percent
of its total 977 operating revenues, from Medicaid.
Clearly, a major portion of the activities of both the Depart-
ment of Social Services and HHC involve delivering health
care to the poor. The City tax bills so generated are con-
trollable only by restricting or cutting back on that care.
To gain insight into this and the related income-maintenance
issue, one must look at agency activities in greater detail.

Department of Social Services programs for the low-
income population can be divided into three general catego-
ries: income maintenance and food stamps, medical assistance
(Medicaid), day care and homemaker services. The largest and
most important income maintenance program is AFDC. The rules
regarding benefits and eligibility for both AFDC and Medicaid
are determined at the Federal and State level and are admin-
istered by the City. The 1974 data on welfare recipients in
the City indicates that the average level of support per case
was $3,393, consisting of $1,885 in cash allowance and $1,508
in shelter allowance. The average case received $501 in food
stamp benefits. Taken together, AFDC and Medicaid payments
account for $4,999 of the $5,628 in aid received by the
average case. 1/ Since New York City is unique among large
cities in that-it pays 25 percent of the total income main-
tenance expenditures and also about 28 percent of total
Medicaid expenditures, it is easy to see why some would
consider the City's share of total expenditures in the De-
partment of Social Services to be uncontrollable. However,
a art of this agency's total expenditures is allocated to
staff, and one City option is to cut back this staff while
maintaining benefit payments to those eligible. A second
opt on is to devote more resources to screening potential
recipients, thereby attempting to reduce the number of eli-
gibles. The first option is apparently being exercised with
announced decreases in athorized positions from 30,000 in
fiscal 1976 to 23,000 in tiscal 1977.

Most recently the agency has made a number of management
changes designed to reduce total expenditures. Specifically,
the agency has instituted a process of certifying eligibility

1/The most recent data indicates that average welfare bent
fits will increase to over $6,700 per case in fiscal 1977.
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three times a year rather than twice. The objective is to
eliminate ineligibles more efficiently and minimize the wel-
fare roles while adhering to State-mandated eligibility
criteria. It has scaled down benefit levels in areas where
the law has left it some discretion. The agency pays moving
expenses and security deposits on apartments, but it is
allowed to make a judgment with respect to the level of need.
It has reduced its level of support for these items by $19
million in hopes of saving the City $6 million. It has
changed its management procedures in administering Medicaid,
eliminating some internal approval procedures. It is this
combination of scaling down of benefit levels when permitted,
tighter enforcement of eligibility rules, and increases in
internal management efficiency that one expects to see occur.

At least one program, Children's Day Care, is City
funded. Not unexpectedly, the City had stopped funding 49
centers, changed eligibility criteria, and reduced staff.
It hopes to "save" $15 million by these actions. All of
these actions may lower total expenditures; nevertheless,
externally established eligibility criteria and benefit
levels seriously constrain the City. The level of expend-
itures for social services in New York City and the City's
contribution to those expenditures reveal neither the City's
explicit choice of expenditures nor an easy place for the
City to ct back in order to balance expenditures and
revenues.

The City clearly has incentives to negotiate with the
State over its share of costs and to attempt to influence
State decisions on benefit levels. However, therL are large
potential social costs associated with any drastic cutbacks
in income maintenance. Moreover, cutbacks in Medicaid
coverage would impose serious social costs on City residents
without addressing the more fundamental problems associated
with the delivery of health care to the elderly and the poor.
These problems are reflected in the fiscal difficulties of
HHC.

Of the budgeted $1.834 billion in Medicaid expenditures
for fiscal 1977, hospitals will be paid $849 million, $508
million of which will go to HHC. In fiscal 1977, the Cor-
poration is scheduled to take in an additional $196 million
in other charges, mainly Medicare and self-pay. MedicJid
is the most important source of revenue for HHC and, sig-
nificantly, New York State has chosen to establish a high-
option Medicaid plan from those available undeL Federal
guidelines. To the extent that por people's demands for
medical services are influenced by the net prices they face,
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the quantity of hospital services demanded in New York will
be relatively higher than in States and cities with less
generous plans. Greater quantities of services provided by
HHC, in turn, generate relatively higher Medicaid tax bills
for the City.

Experts have argued thaL increases in the coverage of
third-party payment mechanisms, combined with the public's
increased preference for highly specialized health care
services, have greatly increased the demand for health
care. The medical industries' supply response has been to
try to satisfy this preference, and the result has been
rapidly increasing health care costs.

The City finds itself involved on both sides of this
market. The demand side link is Medicaid. The supply side
involvement results from its separate commitment to provide
general tax support to HHC. In fiscal years 1973 and 1974,
that support totaled $279 million and $272 million, respec-
tively. As HHC attempts to meet the demand for quality
medical care, its costs increase; to the extent that these
costs are not recovered from direct charges to patients and
from other third-party payments, its claim on the City's
general tax sources will increase.

Insofar as Medicaid is a critical component of pressure
on the demand side, scaling down of the Medicaid plan might
be considered a way to lower hospital costs. However, low-
ering the level of Medicaid benefits would not necessarily
lower the cost of providing hospital services in public
hospitals. The relationship between occupancy rates, fixed
and variable costs in these hospitals, and the desire to
substitute "free care" might instead generate pressures for
a larger tax subsidy payment from the City to HHC.

On the supply side, the City could (1) move to reduce
its general tax subsidy to HHC, (2) ask HHC to increase
hospital rates, or (3) ask HHC to close facilities and re-
duce personnel levels. Reducing the level of tax subsidy
will cause cutbacks in municipal hospital services unless
efficiency and productivity can be increased. And, such
cutbacks may lead the poor and medically indigent to view
the municipal hospitals as being inferior to voluntary
hospitals. Since they can choose between the two, they ma,-
then choose voluntary hospital facilities. If that happens.
the total Medicaid bill might conceivably increase in away
that offsets the tax-subsidy savings, because the price of
are is higher in such settings and Medicaid payments are tied
to these prices.
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Raising hospital rates may have beneficial budgetary
effects. To the extent such charges are now set lower thancomparable voluntary hospital charges for comparable services,raising them would increase the price of such services tothose not eligible for Medicaid. If Medicaid payments areadjusted to reflect the higher hospital cnarges, the size ofthe non-Medicaid City tax subsidy may decrease. In effect,more Federal and State funds would be available to cover the
same set of services now provided. However, if non-Medicaidpatients opt for less care because of the higher price, lostrevenues may partly offset the Medicaid gains. And the in-creased charges must still be at or below the allowable Medi-caid reimbursement rates.

The third option, closing facilities and reducing
personnel levels, has already been exercised. This may bethe only real option left, because holding down hospitalemployee wage rates is clearly only a short-run measure, nota solution to the cost pressures HHC faces. To address thoseproblems, new types of supply responses to the demand for
medical care are needed and the City alone cannot providethem.

Clearly, in both the income maintenance and medical careareas, the proper way to reduce the City costs is by pro-viding new work incentives to individuals now on welfare .ndnew incentives to medical care providers. These solutionswould require fundamental changes in the respective delivery
systems, changes that require the cooperation of other levelsof government and a long time to accomplish.

INDEPENDENT BOARDS

The Board of Education (for elementary and secondary
education) and the Board of Higher Education manage labor-intensive programs. Teachers re ne single most importantinput in the provision of educational services. In ordinarytimes; the beards' independence gives them an extra ability
to resist budget cuts; in these extraordinary times, pro-posals for large cuts must be weighed against the possible
decline in the quality of education.

Board of Education

For fiscal 1977, the City has budgeted $2.7 billion to
elementary and secondary schools, but it considers the entireamount controllable, except that part going to debt serviceand pensions. In effect, OMB has taken the position that
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educational methods can be flexible and that the level of
resources necessary to produce existing levels of service can
be reduced. Attempts by the City to substantially reduce
the Board of Education's budget have produced a series of
countermoves. Special legislation limiting the percentage
cuts in education to no more than the average for other
agencies passed by the State legislature (Stavisky-Goodman
Bill) was recently declared invalid by the State supreme
court.

The most obvious method of cutting expenditures in
the instructional part of the budget is to allow the pupil-
teacher ratio to increase. The financial plan calls for a
reduction from the June 1976 strength of 47,307 regular full-
time teachers to about 44,850 for the 1976-77 school year.
Such actions reverse a policy of decreasing the pupil-teacher
ratio. The New York City Teachers Union (United Federation
of Teachers) has been committed to this policy for many
years. In fact, over the period 1966-75, the pupil-teacher
ratio fell from 20.4/1 to 17.6/1. Although there is no con-
clusive evidence that lower pupil-teacher ratios produce
better school outcomes, this theory is firmly held by educa-
tors. Substantial increases in the ratio are likely to be
opposed strenuously. The Board of Education has already
claimed that the reduction in teachers has set equal employ-
ment opportunity efforts back 10 years because of the effects
of seniority rules on layoffs of blacks and other minority
members.

The City can be expected to cut back on auxiliary
school personnel and to adopt school management cost-saving
procedures. Since January 1975, the system has cut social
service workers by 25 percent and guidance counselors by
14 percent. The overall full-time staff reduction is approx-
imately 14 percent. The City may be approaching the limits
of the amount of staff reductions that can be made without
deterioration of education quality.

If EFCB is abandoned after the completion of the
Financial Plan, the traditional power of the Board of Educa-
tion and the powers of the community boards, which are unique
for large cities, will intensify bargaining with the City's
OMB over the proper level of funding.

Like many large cities, New York would like to turn to
the State for larger grants through the school-in-aid formul-
As n many other States, the school-aid formula used to dis-
sperse funds employs a measure of local wealth. As a result,
a greater share of the total education bill must be borne by
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local txes in the larger industrial cities than in the
smaller more rural areas. New York City receives about
29 percent of its funds from the State, while some other
cities and towns receive as much as 40 percent. Increased
State aid is an attractive alternative to further reductions
in personnel, but the City, acting alone, cannot bring
about such changes.

Board of Higher Education

The debate over the necessary level of funding in higher
education parallels that regarding elementary and secondary
schooling. Once again the City's options are limited, but
in this case they include the imposition of tuition charges
in addition to cutbacks in personnel.

The City University of New York (CUNY) is composed of
10 senior colleges, 8 community colleges, and an affiliated
medical school. In fiscal 1976, it had a student enrollment
of about 222,000 (full-time equivalent) and a budget of $539
million. Since 1970, CUNY has maintained a policy of open
admissions, and until June of 1976 it charged no tuition
for undergraduate ity residents.

The decision to establish an average tuition price for
City residents of $850 1/ was made with great reluctance;
it changed a social policy which began in 1847. Changes
limiting open admissions were scheduled to take effect in
the fall of 1976. No other U.S. city had ever attempted to
provide tuition-free, open access to higher education for
its residents.

In 1975, the financial crisis led the City to make
major cuts in its support. To comply, the university nLade
administrative and instruction personnel reductions,
eliminated programs, deferred sabbaticals, and took other
cost-saving measures. These actions were estimated to have
saved $57 million. Nonetheless, CUNY could not complete its
ordinary academic year operations that ended last spring.

The CUNY budget authorized by the State legislature for
fiscal 1977 is $470 million, substantially below the $539
million budget for the previous year. Only part of the
$69 million reduction will be net savings to the City. Since
the State contributes a portion of the cost of the CUNY

1/$775 per student for each of the first 2 years and $925
per student for each of the last 2 years.
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system through a matching-fund formula, the net saving to
the City is about $35 million. Some of these cost reduc-
tions for higher education undoubtedly reflect the elimina-
tion of inefficiencies, but some represent a reduction in
the availability and quality of higher educational services
available to City residents. Thus, the real level of these
services could be eroding because of the cuts in the CUNY
budget.

4

Although CNY might be able to make further cuts by
eliminating duplicative programs, combining resources of
various colleges for special programs, or eliminating un-
necessary supportive services, these cost-saving devices
may be limited.

Tuition charges could be further increased. However,
this would quite likely change the composition of the CUNY
student body. Because tuition charges have an impact on
low-income students and make it more difficult for them to
afford higher education, substantial increases in tuitions
are likely to make higher education much less accessible to
students from low-inc e groups. State and Federal scholarships
and grants for tese groups could alleviate this problem, but
such support is not likely to completely offset the effects of
higher tuition.

What would be the most efficient and equitable set of
tuition charges in public universities has been debated for a
number of years. There are good arguments for and against low
tuition in public colleges and universities. The basic dis-
agreement involves the trade-off between efficiency and equity
criteria in the provision of the service. Without trying to
resolve the issue, we can only reiterate that empirical findings
suggest that low-income students would not be able to afford
the hgh tuition and that no State subsidy mechanism has as yet
been established which conclusively offsets this effect. Fed-
eral and State programs are aimed in the right direction but
do not answer all objections of the low tuition advocates.

The City could seek more aid for higher education from
the State and Federal Governments. Once again, these policy
alternatives are beyond the control of the City. (See ch. 8.)

PREVIOUS OBLIGATIONS

New York City's fiscal 1975 debt service was $1.798
billion. All debt service is uncontrollable unless the
City defaults or refinances it. In addition to interest
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payments, some proportion of the $12.5 billion of outstand-
ing principal is scheduled to be retired each year. The
only way the City can reduce cash outlays in a given year
is to attempt to lengthen maturity dates, thus postponing
principal payments. This, however, can only be done with
the concurrence of the bond holders. Even if this could be
done, it would impose greater total costs on the City in
the form of larger lifetime interest payments. Recently,
attempts by MAC to induce holders of ort-term debt to
accept the substitution of higher yield long-term debt are
encountering difficulties. However, insofar as this prob-
lem is attributable to uncertainty and continued lack of
confidence of investors in the City, it may be temporary.
To the extent that the City succeeds in curtailing the rate
of increase in expenditures, investors may be more willing
to switch long-term bonds for short-term notes. In the
short run, there is little the City can do to reduce the
large demands which interest payments and debt retirement
impose on current tax revenues.

Pensions

Pension outlays are a part of every agency's personnel
costs of operation. In fiscal 1976, the C'- paid out
$1.48 billion in pension fund contributions. That total is
expected to ncrease to $1.68 billion in fiscal 1977, spread
among the various operating agency budgets.

In addition to cutting back staff and holding down wages,
the City can attempt to reduce or Snit increases in personnel
costs by cutting back on fringe benefit contributions. Of
course, staff reductions also reduce fringe benefit contribu-
tions, but the City correctly view, the two actions as inde-
pendent decisions.

Historically, the City has viewed increases in wages or
fringes as substitute ways of increasing workers' compensa-
tion. The City has been willing to grant rather substantial
increases in the pension benefit package, perhaps because
some of the budgetary impact of such actions ae postponed
and actual payments are made years after the promised bene-
fit has been agreed upon.

When the cost of these past commitments comes due, it
becomes apparent that the bill is substantial and that large
parts of it are not subject to reduction. provision of
the State constitution bars diminishment of pension benefits
of public employees, once such benefits have been granted.
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The fiscal impact of these commitments has prompted a new
piece of legislation. The State legislature recently passed
legislation limiting and substantially changing the pension
benefits of City workers joining the retirement system,
after June 30, 1976.

Also, a careful review and evaluation of the
"Increased Take-Home Pay provision" revealed that it was
granted by the State temporarily and not subject to constitu-
tional restriction. According to the provision, the City
agreed to assume the employee's pension contribution in
lieu of a pay increase. As a result, all parties could
benefit at the expense of Federal tax revenues.

An example illustrates the point. If a worker earns
$250 per week, pays Federal taxes of $40 per week, and
contributes $15 a week toward retirement, his take-home
pay before State and local taxes is $195 a week. In any
tax bracket the worker would gain more from a $10 reduc-
tion in his retirement contribution than from a $10 a week
increase in gross pay. If the worker bargains for a $10-
a-week increase in net take-home pay, the City would be
induced to offer to pick up $10 of his $15 dollar retirement
contribution rather than agree to a $11.90 per week incre-
ment in wages. In this example, the worker would gain $1.60
in tax savings, the City $1.90 in gross wage payments, but
Federal taxes would decrease.

This is what occurred in New York City during the
1960s. Workers, through their unions, agreed to increased
City contributions to retirement rather than gross wage
increments--and both parties were satisfied. However,
given the present fiscal constraints, the City would now
prefer to combine wage restraint, through elimination or
s-'ere restriction of gross wage increases, with increased
caitributions from workers toward their retirement funds.
If successful, the policy most probably leads to decreased
take-home pay.

The move to eliminate the Increased Take-Home Pay provi-
sion cannot be carried out by the City alone, and it can only
be successful in a budgetary sense if combined with wage
restraint. The predicted savings to the City from a change
in this provision is $187 million per year beginning in
fiscal year 1979. The Temporary Commission on City Finances
has cited this savings and others that jointly sum to $204
million as a convenient offset to a $208 million yearly
increase in the rate of City contributions to retirement
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funds necessary to place the funds in a more actuarially
sound position. Howcver, the expected savings may prove
illusory because tey depend so heavily on the City's ability
to hold down the wage bill over a number of years.

The City can make changes to provisions in the calcula-
tion of pension benefits that could hold down pension costs
somewhat. For example, the City could eliminate the credit-
ing of overtime pay when computing benefits. In addition,
State law provided statutory presumption that a heart con-
dition resulting in the disability or death of a police-
man or firefighter was work related. In practice, virtually
all heart conditions (whether incurred on or off the job)
of police and firefighters that result in early retirement
have been considered work related.

SOCIAL CONSTRAINTS

Earlier discussion has emphasized that the funding
levels of some activities of the City, although under the
control of the City government, may still be difficult to
reduce. The section discusses three of them--transit,
uniformed services, and public housing--as examples. But
even the organizational structures in transit and public
housing are such that some would auestion the City's ability
to control expenditures.

Transit Authority

The New York City Transit Authority operates under the
policies and direction of the Metropolitan Transportation
Authority, whose board serves as a governing body for the
several transportation authorities operating in the metro-
politan area. The City Transit Authority operates transit
facilities leased from the City and has a budget, including
its subsidiary, of about $1.3 billion and total employment
of over 44,000 people.

Analysis of the Transit Authority's finances is com-
plicated by the fact that definitions of revenues, deficits,
and subsidies can vary depending on whose viewpoint--the
City's or the Transit Authority's--is used in examining the
financial statements. Data from the March 25, 1976, revised
financial plan (of the City) indicates that the Transit
Authority's $11.8 million expected deficit of fiscal 1976
could, in the worst case, increase to $118.1 million in
fiscal 1977. The City budget personnel, however, expect
the deficit to be about $50 million. Most of the projected
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increase will be caused by decreases in State and Federal
subsidies. These deficits, however, represent the viewpoint
of the Transit Authority, for which "deficit" refers to the
gap between expenses and all projected revenues, including
City, State, and Federal subsidies. An alternative view
would identify the earned revenues of the Transit Authority
and treat the other revenues as subsidy payments from the
City, State, and Federal governments.

The Transit Authority's deficit from the City's view-
point could then be considered much higher than $11.8 mil-
lion. At one extreme the deficit could be estimated at
$618 million, based on the cost of operations less earned
revenue. Perhaps the most useful way of examining the
City's contribution to the Transit Authority or to transit-
related costs is to divide the payments into two categories--
those for current operations and those for past capital ex-
penditures. The amount of the City's annual subsidy for
current operations is about $212 million. In addition, a
payment of $35 million in notes and bonds and approximately
$164 million in annual debt service are paid directly by
the City to the bondholders. Total transit-related expenses
to the City for fiscal 1976 are in the $411 million range.

Other services of the City also involve capital invest-
ments and debt service. We have not systematically analyzed
these costs by functional area and mention debt service here
only because of the manner in which the Authority allocates
some expenditures between the two accounts. Details of the
City's payments either to the Transit Authority or for
transit-related costs are shown in Table 11.

The Transit Authority is under no legal mandate to
provide a particular level of service to the City. However,
services to particular groups, such as transportation to
school children, must be provided. Presumably, the cost
of the operations which would provide essential mass trans-
portation services to the City constitute the uncontrollable
portion of the Transit Authority budget. The Authority is
likely to respond to tight fiscal constraints by setting
priorities for the services that it provides and attempt-
ing to reduce expenditures on lower priority services. The
Authority has identified a series of service cutbacks, in-
cluding elimination of air-conditioning, elimination of bus
routes that duplicate subway lines, eliminiatior. of weekend
bus service, and reduction In the freauency of bus runs.
Total savings are estimated at $87 million.
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Obviously, such reductions impose costs on City residents.
Because public and private transportation are somewhat sub-
situtable, those costs can take the form of increased high-
way traffic. As additional cutbacks are introduced, the
costs in terms of long lines, congestion, and possibly re-
duced access to employment begin to reach substantial
levels.

Table 11

City Subsidies to the Transit Authority
for Current Oerations, Fiscal 1976

City appropriation Amount

(millions)

School and senior citizens
reimbursement (note a) $ 98.2

Transit police reimbursement 93.0
Operating assistance (note b) 70°0
Adjustment for State

reimbursement for school
transport costs (note a) -49.1

Total c/$212.1

a/The Consolidated Statement of Operation for the Transit
Authority Systems lists $98.2 million for City contributions
to school and senior citizens, but part of this is reimbursed
with a time lag by the State. Data for fiscal 1977 implies
that the average reimbursement rate is 50 percent.

b/Operating assistance is provided for in Capital Budget
Project T-120.

c/This calculation is exclusive of debt service, which is
considered separately.

If the Authority can reduce the work force and maintain
levels of service, it is in its interest to do so, but work
rules may limit such action. The wage bill can also be re-
duced by holding down the real wages of transportation workers.
Perhaps an indication of what will come in efforts to hold down
the wage bill was given by EFCB at a May 1976 meeting. At
that time the Control Board mandated that collectiv- bargain-
ing agreements provide no increase in wages, sa3aries, or
fringe benefits and that any cost-of-living increases be off-
set by productivity increases or other savings approved by
EFCB.
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There is also the possibility of raising fares. The
success of that strategy depends upon the response of the
public. Studies suggest that demand is not highly sensi-
tive to price increases, so that a 10-percent increase in
fares would result in about a 2.5-percent decrease in
riders, producing an increase in total revenue. If such
estimates are reliable and if fare increases could be
combined with restraint in wage negotiations and the con-
tinuation of present City subsidies, deficits might be
overcome.

From the City's point of view, hope for the future
may lie in some rearrangement of tax subsidies to the
system which would reduce the payments it now makes to the
Transit Authority and to bondholders. Such a rearrangement
would most likely involve regionalization of the system
with new tax user charge financing. However, such attempts
at regionalization depend critically on participation by
other governmental units. (See ch. 5.)

Police, fire, and sanitation

The City's Police and Fire Departments and Environmental
Protection Administration are under the direct budgetary
control of the mayor's office. In fiscal 1976 these three
operations had combined expenditures of $1.806 billion.

For the City, controlling expenditures in these func-
tions depends on its ability to minimize the size of the
force needed to provide a given level of protection or
service. It is difficult to determine what level of police
protection or sanitation service are absolutely essential--
and even more difficult to ascertain what size force is
minimally required to provide that service. Attempts to
estimate the ideal levels of police, fire, and sanitation
services have not been successful. Information on the re-
lationship between the size of the police force and the
incidence of crime is mainly anecdotal and largely inconclu-
sive. Logically, there is some minimum level of police
force necessary in the City to prevent anarchy; there is some
minimal firefighting force necessary to prevent a citywide
conflagation; and there is some size sanitation crew necessary
to assure pickup of trash and garbage at a rate that prevents
the outbreak of disease. Above these minimum levels, the
City's preferences for clean streets and public safety, along
with an informed judgment on the number of employed people
necessary to satisfy those preferences, will determine the
minimal size of the uniformed service.
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There is reason to believe that over the past several
years the City agreed to work rules and other operating
procedures that left the uniformed services with larger
work forces than those necessary to deliver the services
demanded by City residents. Given a budgetary crisis, the
City could seek to reduce the size of the work force and to
lower real wages per employee. Between December 31, 1974,
and February 29, 1976, the City reduced the number of full-
time police by 4 79, firefighters by 1,926, and sanitation
workers by 2,612. It will, of course, seek to minimize wage
increases and perhaps not even adjust wages for cost-of-
living increases. Data presented elsewhere 1/ suggests that
salaries for those workers are not out of line with those of
comparable workers in other cities.

As the City reduces the -_ze of the uniformed service,
work forces and seeks to minimize wage increases, it will
presumably gather information on the relationsnip between
size of force and levels of service delivered. Obviously,
the combined effects of the previous cuts in employment and
the ability of the uniformed services workers through their
unions to impose substantial social costs by striking limits
the possibility of substantial further cuts in employment
levels.

The City's most likely response is to attempt to keep
wage increases down. This strategy could eventually lead
to higher turnover and a lower quality work force.

Public housing

Through City, State, and Federal programs, the City
has become a major supplier of housing to its citizens.
About 300,000 housing units, more than one-fifth of the
new housing units completed in the City since 1927, have
been public or publicly aided. Public housing units built
entirely with Federal funds do not contribute to the Ci+y's
financial problems snce their operating deficits are covered
by special Federal subsidies. However, two other housing
programs in the City do have budgetary implications. First,
a State law, the Limited Profit Housing Company Law, commonly
called Mitchell-Lama, allows local governments to issue tax-
free bonds to finance mortgages for limited-profit housing

l/Congressional Budget Office, "New York City's Fiscal
Problem: Its Origins, Potential, Repercussions, iad Some
Alternative Policy Responses," Background Paper No. 1,
October 10, 1975.

45



companies. The City has used the law extensively, selling
tax-free bonds to finance mortgages at below-market interest
rates, often for 100 percent of development costs. Despite
the substantial subsidies involved in Mitchell-Lama construc-
tion, rental revenues have not generally been sufficient to
allow borrowers to meet mortgage payments.

The City administrat: las announced that it will ask
for three legislative chan to help increase revenue from
these projects: (1) repeal of the City's law which requires
hearings in advance of any Mitchell-Lama rent increase but
limits rent increases to every 2 years, (2) repeal of the
local law restricting housing agency access to income-
verification data, and (3) authorization for the City to
impose automatic rent increases for extraordinary increases
in maintenance and operations costs.

Such actions may not be sufficient to offset the need
for further subsidy on existing Mitchell-Lama housin . Be-
cause the City does not, at present, have access to capital
markets, lending for new construction under this law has
ceased, and efforts to encourage private investment have
been made through exemption and abatement of City property
taxes on construction and rehabilitation. Maintaining and
upgrading existing structures has become the City's primary
housing goal.

Public housing built, owned, and operated by the City
and financed by City and State funds is the second major
source of financial problems for the City. Again, rental
revenues have not been sufficient to cover operating expenses,
and operating cost subsidies for fiscal 1977 will be about
$42 million. Reducing these operating cost subsidies means
increasing rental revenues, reducing services (such as main-
tenance), or obtaining State or Federal money to cover the
subsidy.

Obtaining State money t cover operating subsidies seems
remote, and recently the Federal Government rejected a City
plan to use about $85 million over the next 2 years (1977
and 1978) of section 8 1/ Rental Subsidy Program Money.
Briefly, the section 8 program is intended to use Federal
money to cover the difference between a "fair market rent"
and a rental rate of between 15 and 25 percent of a lower
income family's income. The tenant may live where he
chooses, under certain constraints. The Federal Department

1/Section 8 of Housing and Community Development Act of 1974.
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of Housing and Urban Development rejected using the money
to cover City- and State-financed public housing operating
deficits (which would be the effect of the City's proposal)
because the proposal did not meet the full intentions of
the program.

COLLECTIVE BARGAINING

A recurring theme in the discussion of the City
confronting its financial situation is that the City may
be able to reduce expenditures by reducing the number of
people on its payroll. Cutbacks in personnel are always
a City or agency alternative, and much of the media coverage
has focused on the City's efforts to reduce the number of
City workers.

This policy of employment cutbacks together with the
wage freeze announced by EFCB marks a new phase in City
labor-management relations. Both of these cost-cutting
strategies run counter to union and worker interests. In
the absence of other factors, attempts to drastically reduce
the work force and to eliminate wage increases would almost
certainly be met by fierce union resistance and possibly by
illegal strikes.

However, except for problems with hospital workers and
some earlier protest meetings, the situation is notable for
the lack of such reactions. Several other factors are, of
course, influencing the situation. Perhaps the most important
is a public perception that the City's work force is too
large--a perception that would weaken public support in the
event of a strike. Secondly, the unions have oted to allow
the pension funds board to buy several billion dollars of
City municipal bonds. This complicates the usual bargaining
relationship between the union and the City. The union must
consider the impact of its collective bargaining actions on
the safety of the pension board investments, which in turn
affect the interests of current and future pensioners.

However, this situation also gizes the unions a new
bargaining tool, in that their refusal to buy more bonds
could intensify the financial pressure on the City. In
addition, the pension board's creditor status could give
it a pivotal position in any bankruptcy situation. In the
event of bankruptcy, the union representatives to the
boards would have to agree to any court plan of recomposi-
tion. Thus, having the unions authorizing the pension
board's purchases of City municipal bonds should be viewed
as a mixed blessing by the City's management. It may help
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to temper union demands in the short run but leave the
unions with powerful leverage in the long run if management
demands run strongly counter to worker interests.

The immediate areas of concern to union and management
are the employment cutbacks and the wage freeze. The reduc-
tions in the work force that have occurred are hard to
document; the planned cutbacks are said to be substantial
but equally hard to document. Apparently, layoffs have
taken place primarily aong non-full-time and lower level
employees. This tends to keep wage expenses from falling
as rapidly as mignt otherwise be expected. Wage coscs do
not appear to have declined proportionally with the reported
decline in employment. However, limitations in data are
such that many agencies do not have exact knowledge of their
payrolls, and higher levels of City government cannot be
expected to provide processed information of greater accuracy
than they themselves receive. Therefore, City employment
and wage expense statistics cannot always be accepted at
face value.

The State comptroller has compiled data indicating
that the average annual salary of laid-off provisional
workers and civil servants was $11,500 and $14,300, respec-
tively. These figures are substantially lower than the
$15,800 aerage annual salary for personnel on the payroll.
At the Board of Education, the average salary of those
teachers who were separated was $3,600 less than those who
remained, and payroll decreased by only 6.9 percent during
a period when full-time employment declined by 10.6 percent.

We cannot say with confidence how many layoffs have
already occurred. A problem in making the calculations is
the choice of the numerical base from which comparisons are
made. To use the number of approved positions as the base
is not meaningful, because approved positions often remain
unfilled, even in normal times. Furthermore, simple counts
of changes in the total number of city employees are mis-
leading because of the use of part-time personnel.

A concept of full-time equivalent personnel is used by
the City to convert part-time employees into a reasonable
approximation of how many full-time employees would be
needed to replace them. It is based on a weighting factor
relating part-time earnings to average departmental salaries.
The City comptroller's office issues monthly payroll reports
which provide a personnel count, but this count is based on
an averaging calculation and is not an exact count of the
number of personnel. There are limitations in the reporting
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systems: personnel may be employed for several months before
their names appear on the payroll and personnel may be ap-
pointed and paid from agency funds before approval of the
Vacancy Control Board. Despite these problems, the City
has tried hard to reduce its staff. The unions will become
increasingly concerned as additional proposed layofts begin
to affect workers with higher salaries, more seniority, and
greater pension rights.

The wage freeze, coupled as it is with a call for pro-
ductivity improvements, presents both union and management
with serious problems to be negotiated through collective
bargaining. Here the union acts as a counterbalance to
management demands which, in their extreme form, would ask
fewer workers to accomplish more work for an uncertain hange
in wage and fringe benefits. Although an attractive alterna-
tive for management, it is traditionally opposed by workers
who want assurances that they will benefit from the produc-
tivity gains. Even then, the difficulty of achieving or
measuring such productivity gains raises serious questions
about the feasibility and equity of tying City salaries to
productivity.

Given the seriousness of the City's financial situation,
the unions can be expected to cooperate on holding the line on
wages in the immediate future. But they cannot be expected
to do so for many years. In fact, if the unions hoid the
line until fiscal 197P, there will be considerable pent-up
demands for wage increases. These demands will have to be
negotiated, and the longer run pressures on wages and salaries
may be considerable.

The pursuit of improved productivity is commendable, and
the City's employees have cooperated in the effort. However,
the process i far from being simple or automatic. It will
require continued effort by both sides. The "summer hours"
work rule has been adjusted, and the 8-1/2-hour police tour
of duty was reduced to 8-1/4 hours, thus providing the time
for eight additional tours of duty per man per year, although
not without strenuous objections. These changes resulted from
a common concern of both the unions and the City, and they were
achieved through negotiations. Further changes will have to
be negotiated, but they will not be easy to accomplish.

SUMMARY

There is no practical way to add up the various alter-
natives open to the City and arrive, in balance sheet
fashion, at a "bottom line." The terms controllable and
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uncontrollable mean different thinqs in different contexts,
and no programs are either totally controllable or totally
uncontrollable. Efforts by the City to reduce spending in
a given program are subject to a combination of legal,
organizational, contractual, political, and social constraints
which are unique to that program. In a different program
area, the constraints will be different.

In some cases, State and Federal law and regulations
represent constraints on the City's freedom to act. For
the most part, these laws and regulations could be altered
to ease the City's problems. But as will be discussed in
later chapters, the State and Federal Governments face
constraints which are just as real as those faced by the
City.

For the City's fiscal problems to be overcome, these
constraints will have to be relaxed. The extraordinary
powers granted to the Contrc. Board represent a significant
effort to do this. But as was shown in chapter 2, the
problems will continue well beyond the 3-year life of EFCB.
It is not yet clear that the short-term objectives can be
met with the Control Board and its powers. It is then
doubtful that the City could deal with its long-term problems
without something like the Board.
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CHAPTER 5

THE MUNICIPAL BANKRUPTCY OPTION

This report has dealt systematically with a series of
options available to the City. For the sake of complete-
ness, another option that has been debated at some length--
debt adjustment under the Bankruptcy Act--is discussed in
this chapter.

Recent amendments to chapter IX of the Bankruptcy Act,
as amended, (11 U.S.C. 401 et seq. (1970)), providing for
the adjustment of local government debt, eliminated or
reduced requirements which would have been unmanageable in
the case of New York City.

As enacted in 1937, chapter IX was a response to the
many Depression-related local government insolvencies and
defaults on debt. It provided a means for a city, or
other local taxing agency, that was insolvent or unable to
meet its debts as they matured to secure a court-approved
debt restructuring under a plan worked out between the
municipality and its creditors. Under chapter IX, a court-
approved debt rearrangement could bind nonconsenting creditors,
while State municipal debt composition plans could bind
creditors only with their consent.

While workable in smaller city and special taxing dis-
trict debt rearranagement proceedings, chapter IX probably
would not have been usable in a complex major city re-
organization because f the impossibility of complying with
its requirements for acceptance by specified majorities of
the debt to be composed. When proposed by the city, a debt
composition plan was required to have the approval of holders
of 51 percent of the debt which would be affected and, on
confirmation, the approval of holders of two-thirds of all
admitted or allowed claims which would be affected, other
than claims which were to be paid in full or otherwise
protected.

The 1976 amendments (Public Law 94-260, approved Apr. 8,
1976), permit any State's political subdivision, or public
agency or instrumentality, to file a petition for debt adjust-
ment after obtaining preliminary acceptance by holders of a
majority of its debt in each class affected by the plan.
However, in recognition of the practical problems which would
confront New York and other large cities, they also permit
filing without preliminary majority approval if a good faith
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effort to gain approval was unsuccessful, if negotiation with
creditors would be impractical, or if a reasonable fear
exists that a creditor would attempt to gain a preference.
Court approval of a plan is authorized if among other reauire-

ments it is found to be fair, equitable, feasible, and not
unfairly discriminatory, upon acceptance by holders of two-
thirds in amount of allowed claims of each court-designated
class of debt and by holders of a numerical majoriLy of
allowed claims in each class.

In addition, the 1976 amendments included provisions (1)
requiring that a municipality have authority under State law
to begin a chapter IX proceeding, (2) automatically staying
judicial or other claim enforcement actions against the city,
(3) authorizing rejection of executory contracts and unex-
pired leases, and (4) authorizing the borrowing of funds Dy
issuance of certificates of indebtedness.

There is considerable disagreement about whether use

of Bankruptcy Act debt adjustment procedures would solve
New York City's financial and economic crisis. Some argue
that institution of proceedings under chapter IX would
drastically disrupt the City's functions; would have severe
spillover effects at the local, national, and perhaps inter-

national level; and would -rely postpone the effects of
the crisis. Others sugge. that the potential local, na-
tional, and international effects have been overstated and
that municipal bankruptcy would enable the City to lengthen
the maturity of its debt and would contribute to the revica-
lization of the City's economic base.

A declaration of municipal bankruptcy and the actions
that follow would have two major effects on the City's in-
debtedness:

1. A restructuring of the composition of the petitioner's
debts with a lengthening of their maturities.

2. Postponement of debt service payments during the
time that an automatic stay of all actions against
the petitioner is in effect. This stay provides an
opportunity for the City to negotiate and develop
a plan of adjustment acceptable to the creditors and
the court. It remains in effect until the case is
closed or dismissed, unless terminated earlier by
the court.

As a procedure for recomposing debt within the bank-

ruptcy powers of the United States, the chapter IX municipal
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bankruptcy differs from a personal bankruptcy. The City,
which must continue in operation and provide necessary
governmental cervices, neither surrenders its property to
the court not as its debts discharged, except as provided
in its voluntary plan upon acceptance by the required
majorities and approval by the court.

Thus, a chapter IX municipal bankruptcy would merely
give the City time in which to determine the best means by
which to achieve repayment, given the revenues available to
it. If the City sought an adjustment of its debts under
chapter IX, the court (with powers similar to those granted
in the reorganization of railroads and corporations), would
have to supervise the drawing up of a "plan of composition"
designed to correct the City's financial problems. The
mechanism for arriving at a plan is complex but is aimed at
achieving acceptance by creditors holding at least two-
thirds of the claims within each class of debt instrument.

Postponement of debt service payments and restructuring
of the maturity of the debt might ease current cash flow
problems, but is municipal bankruptcy the best means of
achieving that end?

THE MERITS OF MUNICIPAL BANKRUPTCY

According to the July 20, 1976, Staff Memorandum on
New York City's Progress Under the Ne York city Seasonal
Financing Act of 1975, prepared for the Subcomittee on
Economic Stabilization, House Committee on Banking, Currency,
and Housing, some proponents of formal petition for municipal
bankruptcy argue that the debt service savings achievable
under chapter IX would go far toward enabling the City to
"halt the erosion of city services, resume capital construc-
tion, and invest in economically vital projects." We believe
that this can occur only if:

1. The period during which interest payments are postponed
is long enough to enable the City to revitalize the
economic base.

2. The savings achieved during the period would he large
enough to revitalize the economic base, and would be
used strictly for that purpose.

3. The revitalized base would enable the City to balance
the budget, pay postponed and current interest on
the principal amount of the recomposed debt following
approval of the plan, and retire that debt.
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4. Municipal bankruptcy would provide a focal point
for dealing with the City's complex financial pro-

blems and would overcome the legal and institutional
constraints that confront the City.

However, these four objectives may not be achieved under

municipal bankruptcy.

First, the amount of time that would be reauired to draw

up and receive approval of a plan of composition is a matter

of conjecture. Such a plan would probably take more than a

year to be approved, and could take as long as 10 years.

Unless interest is postponed for a long time, the temporary

financial benefit to the City would be limited.

Second, there is disagreement over the cost savings that

would be achieved as a result of postponing debt service pay-

ments during the period in which a plan of debt composition

is being worked out. Some proponents argue that a chapter IX

proceeding would free the City of $2.3 billion in debt serv-

ice payments annually. However, others argue that, because

existing laws tie $1.5 billion of property tax revenue flows

to debt service payments and because MAC takes out about

$600 million in sales and stock transfer tax revenues for

debt service, savings may actually be about $200 million.

Under law, some property tax revenues are tied to debt

service and suspension of payments would require reduction

of the property tax rate from about $9 to about $5 per $100

of assessed valuation. Therefore, unless the law were

changed, tax revenues would decrease along with debt service

payments. A decrease in tax rates might be viewed as having

favorable short-run effects on business decisions to relocate

or landlords' decisions to abandon housing. However, because

those are essentially long-run decisions and the tax decrease

would be temporary, any substantial response by businesses
and landlords should not be expected. If the law were changed,

a tax windfall would accrue to the City--but such gains would

be temporary and might not be large enough to reverse the

City's fortunes, even if these funds were allocated to the

most hard-pressed categories of the budget. In addition, it

is not known how much of whatever savings actually accrue

would be offset by expenses associated with protracted and

expensive litigation associated with the proceedings.

Other proponents of municipal bankruptcy see it as the

only way of curbing City spending. That view was argued

forcefully in the June 14, 1976, "Review and Outlook"

section of the Wall Street Journal. Although a court-imposed
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solution might bring about budget balance, would such a
solution be aimed primarily at assuring that the City's
creditors are satisfied that the solution is equitable?
In fact, the plan of composition requires that such
satisfaction be achieved.

Some opponents of municipal bankruptcy point out that
under the act, the presiding judge has broad discretionary
powers and, according to the "Staff Memorandum," they question
whether a presiding judge in a chapter IX proceeding would be
"sufficiently competent in municipal administration to make
such decisions for a city as complex as New York City." The
competence of the Federal judge, the court-appointed referee,
and the pool of talent that would no doubt be required to
reach a solution to the City's problems is uncertain. Be-
cause of the uncertainty regarding the court's expertise in
municipal administration and its obligation to assure eauit-
able satisfaction of creditors, it is possible that a
balanced budget could be achieved through the imposition of
controls so stringent that the long-run attractiveness of
the City would be reduced. Under State law, broad powers
over City finances have been delegated to the Control Board.
EFCB i charged to balance the budget so that, among other
things, the City can reenter the bond market. The question
is whether a municipal bankruptcy court would make better
social decisions than EFCB and the City.

In addition, some have pointed out that, because a num-
ber of States prohibit fiduciaries from investing in the
securities of defaulted municipal corporations for a certain
number of years, seeking a solution under chapter IX might
postpone the time at which the City could reenter the capital
markets beyond the time at which the recomposition of the
City's debt is approved.

It is difficult to imagine a situation in which the City
could reenter the capital markets after a chapter IX proceed-
ing any faster than if an alternative approach to lengthening
the City's debt structure is attempted. A compelling argu-
ment for more rapid reentry would be a belief that the social
costs imposed on City residents would be less under a plan
of composition than under present arrangements.

There is also disagreement over the magnitude of spill-
over effects at the State, national, and international level
that would result from a chapter IX municipal bankruptcy.
Proponents of municipal bankruptcy feel that the severity
of the psychological reaction of investors to a City de-
fault has been overstated. Clearly, such an action would
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have some harmful effects beyond those that have already
occurred. The disagreement is over the extent to which
the market has already discounted those effects.

Under present banking regulations, a New York City
default (of the nature involved in a petition for bankruptcy)
could cause the banking community considerable difficulty,
These regulations would require an immediate evaluation of
bank holdings of City debt at their postdefault market
value. Large New York City banks have about $9 billion
in capital and hold about $1.2 of the City's $6 billion
notes outstanding. To quote E. J. Kane in the Bulletin of
Business Research, July 1975:

"This write down would simultaneously eliminate
a substantial portion of these banks' reported
net worth and reduce the amount of credit they
could raise by offering their questionable
securities as collateral for subsidized loans
from the Fed. The first consequence increases
the probability of a resulting run in these
banks by uninsured large depositors, while the
second consequence would make it harder for the
banks to cope with sizeable deposit outflows."

Authorities have shown great interest in amending ex-
isting regulations to permit a 6-month grace period during
which banks would be allowed to value a city's securities
at predefault levels. In addition, past experience in-
dicates that both the Federal Reserve System and the Fed-
eral Deposit Insurance Corporation would lend funds to
banks endangered by a municipal default.

THE ALTERNATIVES

There appear to be two asic alternatives to municipal
bankruptcy for alleviating the City's financial crisis. The
first, and most obvious, is reliance on normal municipal
bond market processes to lengthen te City's debt structure.
The bond markets are closed to the City, but they are not
closed to the Municipal Assistance Corporation. At present,
MAC, with less than complete success, is trying to lengthen
the maturity of the City's moratorium debt. In addition,
interim cash flow reauiremerits arising from shortfalls in
variable revenue flows are being satisfied by seasonal fi-
nancing provided by the Federal Governemnt. This latter
arrangement is due to expire in 1978.
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Both of these policies are designed to accomplish the
same result as municipal bankruptcy--to defer the crush of
current liabilities. Neither policy is designed to solve the
underlying economic problems of the City. However, in both
cases, conditions are imposed on the City and a system of
monitoring has been designed to eliminate some of the
*auses of the revenue-expenditure imbelance. Nevertheless,
neither policy is going to do much to permanently alleviate
the financial crisis until progress is made in solving the
City' more fundamental economic problems.

A second alternative to be considered if the present
arrangements fail would be a program of long-term Federal
loans or loan guarantees designed to swap currently maturing
securities for long-term securities. This alternative might
differ little in its effects on the City's debt structure
from an adjustment of its debt under chapter IX. In addi-
tion, austerity measures imposed on the City might not
differ much from those imposed by a Federal court in a
municipal bankruptcy proceeding. But the effects on in-
vestor perceptions of such an action would probably not be
as severe as those that potentially could result from a
City petition or an adjustment of its debt under chapter
IX.

CONCLUSION

Our assessment indicates that chapter IX of the Bank-
ruptcy Act, as applied to the New York City situation,
would not be the best way to solve the City's financial
and economic difficulties for two main reasons. First,
it is not a long-run solution to the City's economic prob-
lems and may, in fact, have harmful effects on the City's
long-run economic health if judicial solutions limit policy
options aimed at revitalizing the economic base. Second,
as a means of lengthening the maturity of the City's debt,
a chapter IX adjustment of debt should be viewed nly as
a last resort after fiscal attempts to rebuild investor con-
fidence and other types of intervention have failed. For,
although municipal bankruptcy accomplishes the same objec-
tives as the alternatives, it:

1. May postpone the time at which the City car reenter
the capital markets both because of legal constraints
and because of its potential for limiting rather than
creating policy options aimed at solving the City's
economic problems.

2. Is likely to reduce the ability of other State and
local governments to finance essential operations.
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CHAPTER 6

PROSPECTS FOR THE CITY'S LONG-TERM ECONOMIC BASE

A common belief is that a strong city is a growing city,
increasing in population, income, and wealth. Over the last
decade, New York City has failed to grow, has lost popula-
tion, has had lower levels of business activity, and has had
a declining employment roll. Therefore, any revival of the
City will have to start from a smaller economic base. To
plan for the future, the City must create an environment in
which businesses are not prone to move out or to curtail their
economic activities and in which new businesses are induced
to move in.

This chapter describes the interactions between the
City's economic base and its budget. Although both revenues
and expenditures affect the economic base, this chapter fo-
cuses on the relationship between the City's revenue-
generating activities and its economic base. Both the short-
and long-run implications of City revenue actions are con-
sidered. The potential conflict between the City's short-run
actions to balance its budget and its long-term economic
health is also presented.

THE BUDGET AND THE ECONOMY

Changes in the City's revenues and expenditures affect
its economic base and vice versa. The tax revenues depend
upon the City's choice of tax base and tax rate, which are
applied to the income or wealth of individuals ad businesses.
Increases in economic activity generate increases in income
and wealth, which in turn generate increased revenues from
several sources: personal income tax, corporate income tax,
sales tax, and, with a lag, property tax. Increases in eco-
nomic activity also tend to generate decreases in unemploy-
ment compensation and other categories of public assistance.

This interrelatedness between the budget and the economy
is critical to any policy decision. Budgetary decisions have
both direct and indirect effects on the economy. A City
action to raise taxes to balance its budget in a given year
may or may not accomplish its stated goal for that year; but
it may also afect the tax base in later years. This indirect
effect may actually lead to smaller future revenues--a result
counter to the purpose of the short-run action.
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The reasons for business and residential movement are
complex; tx differentials are only one of several factors
that influence these decisions. Faster population growth
outside the central city, the aging of buildings, the rise
in urban congestion, land prices, changes in industrial tech-
nology, and even rising affluence are important forces.
Taxpayers' perceptions are also crucial. The City's financial
crisis and the perceived actual and potential deterioration
of City services may, when combined with tax increases, dis-
courage many who might otherwise prefer city life. For all
these reasons, the starting point for the discussion is the
City's current economic cnditio;i.

THE ECONOMIC BASE

During the 1560s, private sector employment in the City
grew by only 2 percent, compared to almost 27 percent in the
entire United States. While employment in manufacturing
nationwide grew by about 15 percent, it declined in New York
City '-y 19 percent witi a loss of 180,000 jobs. There were
also sizable job losses in the City's construction and trans-
portotion sectors, but during the decade all these losses
were ffset by large gains in employment in the service sec-
tor, te banking sector, and the government sector. Since
1970 the City has experienced a drastic decline in employ-
ment--a loss of 468,000 jobs. With the possible exception of
government employment, all sectors have experienced job de-
clines. Manufacturing employment has fallen at an average
rate of 48,000 jobs per year since 1969 to its present level
of 527,800.

Part of the decline in employment reflects the re' tive
decline of the entire Northeast, as population and industry
move toward the South, Southwest, and West. The reasons for
that movement are many and complex, including important
changes in price for land and labor, possible chances in the
tax burdens for both firms and individuals, and the simple
desire of many people for t outdoor lifestyle possible in
warmer climates. These and other factors have led to widely
differing rates of change in population, real personal income,
and manufacturing employment across the various regions of
the country. For the period 1960-75, the Middle-Eastern
region (New York, Pennsylvania, New Jersey, Maryland, and
Delaware) saw its population grow by 10.9 percent, its real
income grow by 57.8 percent, and its manufacturing employment
decline by 13.7 percent. The New England region experienced
a population increase of 16.1 percent, an income increase of
65.5 percent, and a manufacturing employment decline of 9
percent. In contrast, the West South Central region (Texas,
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Oklahoma, New Mexico, and Arizona) had a population increase
of 29.4 percent, a personal income increase of 105.8 percent,
and a manufacturing employment increase of 67.3 percent. The
increase in manufacturing employment in the West South
Central region stands in stark contrast to a decline of 44.3
percent for New York City over the same period.

Changea in employment patterns in the New York metro-
pf!iitan area also hurt the City and reflect a worsening of
the City'S economic position relative to the rest of the
metropolitan area. Table 12 contains information on total
employment by place of work and personal income by place of
residence for the five City boroughs and for the rest of the
metropolitan area. From 1969 to 1973 the City lost about
260,000 jobs, a 6.6-percent decline, while the rest of the
metropolitan area gained about 220,000. The proportion of
metr.pclitan area employment located in the City fell 3 per-
cent. The loss of jobs (see Table 13) would have been
greater but for the growth in State and local government em-
ployment in the City. Employm-nt in that sector increased
by about 43,000, or 10 percent, dring the period, while the
private sector lost 311,000, or 9.1 percent.

Another indicator of the economic base is personal in-
come. The proportion of total metropolitan personal income
accruing to individuals living in the City has c ged little
cv.r the period 1970-74, remaining close to 42 percent. (See
Table 12.) Over the 5 years, labor and proprietor's income
decreased from 69.8 percent of personal income to 66.1 per-
cent, while transfer payments increased from 11.6 to 15.2
percent of City personal income. Although some individuals
continue to live in the City and commute to work in the
suburbs, a growing portion of the City's population is on
income maintenance programs. Earned income by suburban resi-
dents appears to have increased appreciably compared to that
of City residents.
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Table 13

Composition of New York City Employment Changes
1969-73 by Industry and Sector

Employment Percent
change change

Private sector wage and
salary employment -310,589 -9.1
Manufacturing -169,590 -20.5
Trade -60,548 -7.9
Finance, insurance, and

real estate -35,438 -7.3
Transportation, communication,

etc. -30,869 -9.3
Services -13,177 -1.4
Others -967 -.9

Proprietors 19,265 9.1
Government 26,544 4.9

Federal -16,735 -14.7
State anu local 43,279 10.1

Sot'rce: Regional Economics Information System, Bureau of
Economic Analysis, Department of Commerce.
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This data indicates that, for the City, the trend of the
1960s has accelerated in the 1970s. The 1960-70 census data
for the City shows a relatively stable population (increas-
ing at 1.5 percent) accompanied by much larger changes in
work-related age composition. (See Table 14 for details.)
Working individuals, and their jobs, appear to be moving from
the City. This trend is strengthened by data on New York
City net migration from 1960 to 1970. As Table 15 indicates,
the City suffered out-migration of 492,600 during the sixties
although population increased by only 113,000. The differ-
ence was dun to a net increase of births over deaths of
605,600.

Between 1970 and 1975, the City's population decreased
327,200. This decrease resulted from a net out-migration of
490,500 over the 5-year period, not countered by the increase
in births over deaths of 162,700. For the suburbs, the net
out-migration of 8,700 people was countered by a difference
in births over deaths of 23,200, generating a population in-
crease of 14,'=0.

Thus, the rate of out-migration during the sixties has
doubled for the first half of the eventies, accelerating the
trend from the sixties. For the suburbs, the trend has beer
reversed from a net in-migration f 63,70) for the sixtie to
a net out-migration of 8,700 in the first half of the seven-
ties.

Against this backdrop the City is making decisions that
will have both short-and long-run direct and indirect ef-
fects. The rest of thi.~] chapter discusses the direct and in-
direct effects of City tax decisions upon its economic base.
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Table 15

Population and Comparisons of Net Migration (note a)
for New York City and Suburbs: 1960-70, 1970-75 (note b)

Population Net migration
1960 -1970 1975 1960-70 1970-75

(millions) (thousands)

New York SMSa
(note c) 9,974 8,763.3 -328,900 -499,200

New York City 7,782 7,895 7,567.8 -492,600 -490,500
Suburbs (note d) 2,079 1,195.5 63,700 -8,700

a/Net migration is positive if in-migration is greater than
out-migration and negative if in-migration is less than
out-migration,

b/1975 figures are preliminary.

c/Standard Metropolitan Statistical Area.

d/Suburbs are the non-central-city portion of the New York
Standard Metropolitan Area.

Source: U.S. Bureau of the Census

REVENUES

New York is often cited as a city that taxes everything.
Furthermore, the City has recently raised the rates and ex-
tended the bases of many of its taxes. It may be several
years before the long-run effects of these actions are felt
on the City's economic base, but such actions are then likely
to interfere with the long-run goal of balanci 3 the budget.
Although precise estimates of the long-run effects of such
decisions cannot be made, it appears that taxpayers will con-
tinue to move out of the City if tax rates are raised enough
to balance the budget.

The likely effects of further tax rate increases are
noted for each major revenue source:

Sales tax: In New York City there is presently a State
sales tax of 8 percent, part of which is used as a revenue
stream for MAC bonds. After MAC debt service is paid, a por-
tion of -:he tax is passed bac,. to the City. A higher sales
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tax would encourage people to purchase taxable goods in
neighboring political jurisdictions. If New York City resi-
dents buy more goods outside the City, the business and per-
sonal income generated in--and taxed by--the City would de-
cline. (See Table 16 for the tax differences between the
City and surrounding areas.) Thus, the business and personal
income tax bases are also affected by the sales tax rates,
and any short-run increase in sales tax revenues must be
weighed against the potential long-term decrease in income
tax base and revenues.

Income tax: Although a higher income and earnings tax
is not--ike-y to induce people to work less, great differ-
ences in individual and business income tax rates between
New York City and surrounding areas may influence business
and individual locational choices. This could have long-term
effects on the income and earnings tax base and tax revenues
of the City. In addition, such locational decisions have
indirect, long-term effects on the sales and property tax
bases.

The City's income tax is progressive, ranging from
G.9 to 4.3 percent of taxable income fr City residents.
Nonresidents are taxed at a proportional rate (0.45 percent
on wage and salary income and 3.65 percent on self-employed
income).

The corporate income tax is based on varying rates and
formulas for allocating corporate revenues in the City. Cm-
mercial banks currently pay 13.823 percent of net income and
savings banks and savings and loan associations pay 10.134
percent of net income.

Property tax: The property tax rate for fiscal year
1976-77 was .7 percent of assessed value. To the extent
that individuals and businesses living in the City bear the
buJden of greatly different property and business taxes, such
tax increases may cause them to alter their investment and
locational choices. This will not only decrease property
values and tax revenues but will decrease the business and
perscnal income generated in and taxable by the City. Any
increase in property tax and business tax revenues must be
weighed against the potential long-term decrease in the in-
come and sales tax bases.
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The tax burden

Reccnt data indicates that New York taxpayers on the
whole bear a heavier burden of State and local taxes than ao
the residents of other large cities. The combined burden of
residential property, personal income, and sales taxes for a
family of four with $7,500 income was 12.4 percent for New
York City and 9.6 percent for all other cities. For those
with an income of $50.000, State and local taxes were 14.5
percent for the City and only 7.1 percent for all other cit-
ies. 1/

Although tax revenues can be increased by either ex-
panding the tar base or increasing tax rates, it is unlikely
that much more revenue can be raised by expanding the tax
base, since the City already has a comprehensive tax base
consisting of a personal income and nonresident earnings tax,
corporate and unincorporated business taxes, a sales tax, a
property ti-, a utilities tax, a stock transfer tax, and
others. In fact, according to the City's Financial Plan, ex-
pansion of the tax base will account for only about $15 mil-
lion of the $200 million increases in tax revenues ntici-
pated in fiscal 1978. This $15 million increase is attrib-
utaLle to small changes in the tax base, such as including
.;ore personal services in the sales tax base, and eliminating
some personal income and business tax exclusions and deduc-
tions.

According to the Financial Plan for fiscal 1978, the
other $185 million is generated by raising tax rates, includ-
ing: (1) increases in personal income tax rates ($75 mil-
lion) and large increases in real estate tax rates, and (2)
rate increases and surcharges on financial corporations,
State estate tax, cigarettes, and general corporations.

To illustrate the policy problem the City fazes in gen-
erating new revenues to balance its budget, a hypothetical
gap of $929 million (see Cyclical Pattern Scenario in app.
II.) in fiscal 1980 is assumed. If the gap is to be closed
by tax actions, the rates on the sales tax, the personal in-
come tax, and the property tax will have to he increased.
Assuming each revenue source increases in the same proportion
as total revenues, the property tax rate must rise fom

1/Source: Advisory Commission on Intergovernmental Rela-
tions, Federal-State-Local Finances: Signifi-
cant Features Fiscal Feeralism, Washington,
D.C., February, 1974.
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$9.07 to $10.57 per $100 of assessed valuation, the top brac-
ket personal income tax rate from 4.3 percent to 5 percent,
and the sales tax rate from 4 percent to 4.7 percent. De-
tails of these calculations are presented in Table 17. De-
ficits of this size appear to require large rate increases
to balance the budget. Naturally, a larger budget gap would
require even larger tax rate increases to balance the budget.

Even the large tax rate increases presented in Table 17
are underestimates of the increases that would be necessary
to close a $929 million deficit, because it is unlikely that
a -percent tax increase will yield a 1-percent revenue in-
crease. This is particularly true for the sales tax. Citi-
zens can easily substitute purchases outside the City for
purchases inside the City, thus reducing the tax base and re-
quiring a correspondingly higher rate increase to raise the
additional $185 million in sales tax revenues. The -percent
revenue response to a -percent rate increase is likely to be
more accurate in the short run for the personal income and
property taxes, since it takes time for individuals nd
businesses to relocate themselves and taxable property. How-
ever, over the long run, rate increases such as those pre-
sented in Table 17 would probably greatly affect all three
tax bases.

Table 17

Tax Rate Increases Necessary
to Close a $929 Million Gap

Personal Income? Sae, And Property Taxes

Fiscal year 1980 Budget
forecasts balancing changes

Revenues Rae Revenues Rate

(millions) (milions)

Personal income
and earning tax $ 975 a/4.3% $161 5.01%

Sales tax 1,116 4.0% 185 4.66%
Property tax 3,523 b/$9.07 583 $10.57

/$100 /$100

Total $56 $929

a/This is the highest rate to which a resident's taxable
income is subjected. The lowest rate is 0.9 percent, which
would rise to 1.05 percent.

b/City estimate for fiscal 1978.
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Intergovernmental revenues

As New York City attempts to balance its budget by
cutting expenditures, the institutional relationship between
expenditures that the City itself finances and intergovern-
mental revenues (from the State and Federal levels) tends
to further erode the City's revenues. This occurs in two
ways. First, many of the State and Federal dollars flowing
to the City are matching funds. When the City reduces ex-
penditures in certain areas, it loses State or Federal funds
because of the matching requirements. For example, a loss
results in some water pollution control projects, where
every dollar the City saves costs it $7.50 in Federal
funds and $1 of State funds.

The second way in which intergovernmental funds are
lost is through "maintenance of effort" requirements, in
which the Federal Government requires that a locality main-
tain funding at a certain level in order to receive a
certain amount of Federal funds. In such a case, a small
expenditure cut could result in the loss of millions of
dollars of Federal funds. For example, to receive Federal
Urban Mass Transit Assistance operating funds, the City
must maintain its expenditures at a level determined by an
average of the previous 2 rears.

Alteration of regulatory policies--
rent control

Various City regulatory policies affect revenues.
The regulated activity with the greatest revenue potential
is rent control in the housing market. In New York,
642,000 apartments are subject to rent control. It is
estimated 1/ that te actual rent on these units was no
more than 1! billion but that the market rent (without
rent control) would have been at least $2 billion. The
loss of tax revenues due to rent control has been estimated
by the Federal Reserve Board of New York to be more than
$220 million in 1975. These estimates were made with respect
to existing housing.

1/The two principal studies of rent control (I. Lowry, J.
Desalvo, and B. Woodfil, Rental Housn9g in New York City,
New York City Rand Institute, 1971, and E. Olsen, "An
Econometric Analysis of Rent Control,"Journal of Political
Economy (Nov./Dec. 1972)) were both based on 1969 data.
The p-iated figures used above are based on the work of J.
Regan of the Federal Reserve Bnk of New York.
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Some contend that rent control leads to deterioration
and.abandonment of housing, and there is ample evidence
that this has occurred. Rent control reduces rental income,
and by allowing housing to deteriorate, landlords manage
to "disinvest." In some cases, rent controls drive rental
income so low that landlords cannot cover operating costs,
so the units are abandoned. According to this view, with-
out rent control, there would have been less deterioration
and abandonment of New York City housing, market rents would
have been even higher than the $2 billion figure given above,
and the potential tax revenues would be correspondingly
larger.

In recent years, rent controls have been relaxed in
several ways, most notably by allowing rent increases of
7.5 percent per year if the controlled rent is less than
some administratively determined "maximum base rent."
These changes have, however, increased the administrative costs
of rent controls to about $9.5 million a year. If controls are
eliminated, a continued gradual phaseout would be preferable
to sudden total removal of controls. Even so, the process
could be made administratively simpler than existing methods.
One way would be to allow all controlled rents to increase by
the same percentage as the previous year's rents for uncon-
trolled apartments plus some additional percentage; for ex-
ample, 10 percent. Knowing several years in advance about
what their rents would be would greatly reduce the readjust-
ment costs to tenants in rent-controlled apartments. Such
a gradual phaseout would, of course, limit the City's tax
revenue increases in the earlier years to a small percentage
of the $200 million cited above.

From the standpoint of equity, the beneficiaries of
controls are those who happen to live in rent-controlled
apartments. Proponents of controls view the mechnaism as a
subsidy to poor people, holding their rents down at the
expense of landlord revenues. If this view were correct,
rent controls and direct subsidies to the low income family
for rental payments could be alternative ways of aiding the
low-income population. There is, however, considerable
disagreement about the income distribution of those living
in rent-controlled housing. A recent study by George Sternlieb
and James W. Hughes has shed new light on this controversy. 1/

I/George Sternlieb and James W. Hughes, Housing and Economic
Reality: New York City, 1976.
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As indicated in Table 18, the median income of those
living in rent-controlled housing has not kept pace with the
U.S. median income or with inflation. New York City's renter
households are clearly not maintaining the level of comparative
affluence that they enjoyed in 1965. In Table 19, we note
that a large share of the City's poverty households live in
rent-controlled housing. For example, renter households under
the $4,000 level represent 21.6 percent of the total, while
the equivalent within the controlled segment is 27.8 percent.
As Sternlieb and Hughes note. 6 of every 10 controlled units
are occupied by households with incomes of less than $8,000.
Conversely, 16 percent of households within the controlled
stock have income levels of $15,000 or more.

To the extent that low-income people are hurt by de-
control, an alternative policy would be to supplement con-
trols with direct transfer payments to this group. However,
if the City decontrols rents, it may end up paying more in
the form of AFDC payments than it would gain in taxes.

SUMMARY

The Cit' has recognized that its economic base is an
important element of its future financial viability. The
City's newly founded Department of Economic Development has
recently completed a detailed study aimed at securing a
fundamental change in the City's policies as they affect its
economic base. The proposed 5-year economic recovery plan
includes capping the real estate tax, reducing the commerical
occupancy tax, eliminating the ales tax on machinery and
equipment through a tax credit process, and generally reduc-
ing business taxes when possible. Many other stepa designed
to improve the local business climate are also set forth.
The program has been launched by the City administration.
Various implementing steps will require the approval of the
Emergency Financial Control Board and State or local legisla-
tion. We believe that these and future City efforts to firm
up its economic base are stens in the right direction. How-
ever, it is not known whether these actions, by themselves,
are sufficient to counteract-the dramatic declines the City
has experienced in its economic base.
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Table 18

Comparison of Median Income of Families
and Individuals Livin in New York City

Rent-ontrolld Housing with the
U.S. Median Family Income, Selected Years

(in current dollars)

1965 1968 1970 1975

New York City rent-controlled
housing 5,500 6,000 7,200 8,395

United States 5,862 7,094 8,284 11,101

Source: George Sternlieb and James W. Hughes, Housing nd
Economic Reality: New York City, 1976, p. 2.-

Table 19

Renter Households, Control Status by Income
of Families and Individuals in 1975

Total
Revenue of families renter

and households occupied Controlled Uncontrolled

3,999 or less 21.6% 27.8% 16.3%
4,000 - 7,999 26.4 28.7 23.7
8,000 - 12,499 23.5 21.4 24.7

12,500 - 14,999 6.7 6.1 7.3
15,000 - 24,999 16.0 12.6 19.9
25,000 or more 5.9 3.4 8.2

Sternlieb and Hughes, p.108.
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CHAPTER 7

CITY INTERACTIONS WITH OTHER

LEVELS OF GOVERNMENT

In considering the impact of the State and Federal
governments on the City's policies and budget, one must con-
front the complexities of the American Federal system. This
chapter discusses some of the constitutional, statutory, and
administrative implications of the City's present situation
and of potential policies for its amelioration.

CITY-STATE RELATIONS

New York State directly determines many City policies
and programs, thereby having a major impact on the City's
budget and financial situation. In some areas, such as
legal levels of taxation and borrowing, State policies affect
only New ork City. In other areas, State policies ranging
from he kinds of academic courses to be taught in schools
to welfare and Medicaid eligibility and benefit levels affect
every community in the State, including New York City. In
the latter areas, the City's ability to influence policy
decisions is diminished by the interests and the political
persuasiveness of other constitue.acies in the State. These
other groups may lobby successfully for their own best inter-
ests, which may contradict those of New York City.

The State also influences the City's financial situation
insofar as transfer payments from the State constitute an
important component of the City's budget. State funds par-
tially underwrite costs in many program areas, the rost impor-
tant of which are weAfare (particularly AFDC), Medicaid, and
education. Total State transfers to the City in fiscal 1975
were $3.5 billion, or 26 percent of that year's revenues. At
the same time, Sate policies and formulas regarding such
transfer payments have created a substantial burden on the
City budgec since the payment le.vels established do not cover
the total costs of the marndated programs.

In terms of constitutional and statutory authority and
powers, the State clearly could impose conditions on the City
that would ameliorate its present budgetary problems. The
State-mandated interposition of the Emergency Financial Con-
trol Board in the budgetary process of formerly uncontrolla-
ble entities, such as the formerly independent City agencies,
demonstrates that the State has the legal power to change
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the way the City operates. Similarly, the State could either
mandate lower rates of benefit levels and expenditures or
provide greater subsidies for City expenditures. Either
action would provide partial or total relief to the City's
budget problem. The constraining factors are not constitu-
tional, but political or financial.

CITY-FEDERAL RELATIONS

The relationship between the City and the Federal Gov-
ernment is not as direct as the City-State relationship. In
many areas the City is mandated by the State to participate
in Federal programs, such as welfare and Medicaid. In other
areas City participation in Federal programs is voluntary.
In these discretionary activities, the Federal Government pro-
vides strong incentives, in the form of subsidies, for the
City and other communities to participate in programs. This
often makes it difficult for a community to reject a Federal
program, particularly in the case of New York City, which
has historically provided high levels of social services.

The implications of these Federal incentives for the
City's budgetary situation could be serious. The matching
requirements and the administrative rules and regulations
associated with the Federal programs add to the level of the
City expenditures that must be covered by locally generated
revenues. Furthermore, in some cases the Federal incentives
might be the major impetus for undertaking a particular serv-
ice that the City might not have otherwise provided.

Thus, the Federal matching grant system can add to the
budgetary dilemmas of communities in general and N York
City in particular. But the extent of this impact should
not be exaggerated. In fiscal 1975 the Federal Government
contributed $2.4 billion--20 percent of the City's budget.
Of that amount, $1.76 billion subsidized State-mandated wel-
fare and Medicaid programs and $257 million was in the form
of revenue sharing grants for which no matching is required.
Therefore, a maximum of $383 million of Federal funds in-
volved incentive-type programs. In some cases these grants
to the City might be viewed as actual savings to the City
since the City might have provided similar services without
Federal assistance. In such cases the Federal contribution
diminished the amount of locally generated funds expended.

Probably of much greater significance than Federal
matching programs is the impact on the City of Federal poli-
cies not directly related to "urban issues." Federal laws
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and fiscal policies affecting unemploymen, rates of economic
growth, and inflation have a major effect on State and City
expenditures for welfare, health care, and other social serv-
ices as swell as on State and City revenue generaticn. Simi-
larly, Federal tax, transportation, and housing policies play
a major role in determining the demographic and ecnnomic en-
vironment in which the City must operate. These impacts are
difficult to measure, but they should be considered in the
discussions of policy options for easing the budgetary prob-
lems of the City and other urban centers.

It is in the area of federally funded, State-mandated
programs that the Federal Government could do the most to
alleviate the City's budgetary problems. The Federal Govern-
ment could impose certain conditions on the States; for exam-
ple, the requirement that, to be eligible 'r Federal funds
for welfare, a State must provide all matching funds at the
State level.

Constraints on the City

The constitutional and statutory powers of the State
and Federal governments are such that the City is unable, on
its own, tn make the political decisions necessary to amelio-
rate its financial problems. As long as the City must assume
all or part f the costs of State-mandated programs, it lacks
sufficient coitrol over its own budget to make the kinds of
expenditure modifications that will ultimately lead to a bal-
anced budget. Similarly, as long as the City must obtain
legislative authorization from the State to modify or increase
its revenue-generating capabilities, the City is further lim-
ited in its ability to resolve its financial problems.

INTERGOVERNMENTAL POLITICAL RELATIONSHIPS

The relationships between the City and the State and
Federal governments involve more than the constitutional,
statutory, and financial aspects discussed thus far. There
is also an intergovernmental political relationship, particu-
larly between the City and te State. The City itself, gen-
erally through the mayor's office, frequently takes an
active role in attempting to influence State and Federal
legislation. Historically, City officials have worked hard
to increase the kinds and extent of the same social services
that presently constitute a major burden on the City's finan-
cial situation. Furthermore, the City has traditionally
turned to the State during the final stages of the budget
cycle to obtain greater taxing and borrowing authority. This
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has frequently been achieved at the cost of the City having
to in turn support legislative measures that benefit rural
and suburban constituencies but perhaps hurt the interests
of the City and its residents.

In addition to the political activities of City offi-
cials on the State and Federal levels, there are also the
activities of State and Federal legislators from the City.
Such persons, particularly those on the State level, often
hold great power and can play a major role in developing
programs and establishing requirements, including financial
requirements, with which the City must comply. A recent
example of this is the State's attempt to establish a bud-
getary minimum for City expenditures for education, thereby
limiting the ability of the City officials to make budgetary
decisions. Other influential individuals and groups from
the City, most conspicuously municipal employees, frequently
have a significant impact on the formulation of State policy
relating to the City.

The great majority of the representatives of New York
City, whether official or self-appointed, have historically
tended to support higher levels of social services and easier
eligibility requirements, even if this meant greater expendi-
tures from City-genorated revenues and higher levels of sub-
sidization from the 3tate and Federal governments. Any
future attempt to shift some of the City's financial burdens
to the State will involve either higher State expenditures,
greater Federal subsidies, lower service levels (through
stiffer eligibility standards, lower benefits, or both), or
a combination of the three. It is in this context that poli-
tical factors constrain the authority of the Federal and
State governments to take those steps that will most effec-
tively solve the City's present financial problem.

ADMINISTRATIVE CONSIDERATIONS

At the administrative level, Federal and State officials
develop policies and regulations that play a major role in
the day-to-day organization and activities of the City gov-
ernment. Informal ties frequently develop between Federal,
State, and City administrators in certain functional or pro-
grammatic areas. These ties, together with multiple levels
of rule- and decision-making, limit the ability of the City,
particularly the City's elected officials to formulate poli-
cies appropriate to the community as a whole.
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A primary feature of the American Federal system is
that, among the three levels of government, most activities--
legal, political, and administrative--complement and even
overlap each other. The result is a situation in which
responsibility, authority, and accountability are frequently
divided among mwany individuals on all levels of government.
This situation is both beneficial and harmful. Federal laws
and regulations limit the ability of States and cities to
determine their own fates by taxing and providing services
solely as they see fit, but at the same time they assure a
certain base level of overnment services across the country.
Similarly, State laws and regulations setting service stan-
dards on a statewide basis limit local flexibility.

If administrative responsibility for local programs is
shifted to the State, it is not clear that in New York City
the level and quality of services provided would improve or
that their cost would decline. For certain types of services
and particularly for small communities, an argument can be
made that benefits, such as economies of scale, can be
achieved by shifting the administration to a higher level of
government. In the case of New York City, however, there is
ne evidence that there will be greater economy or efficiency
generated by a shift in administration to the State level.
Sich a shift would move government even further from the peo-
p e whom it is designed to serve ard might make programs
less responsive to local needs.

Although we are not attempting to assess the recent
Arthur Andersen and Touche Ross reports recommending changes
in the City's management and accounting practices, the ity
clearly must implement appropriate changes to increase the
efficiency of its operations. These changes are essential
not only to cut costs, but also to create an operating
environment that emphasizes efficiency and that instills
confidence among constitutents and at te other levels of
government that the City is doing all it can to improve its
financial situation.

Such administrative changes, while essential, can play
only a limited role in the solution of the City's financial
problems. A complete solution is possible only if changes
in the policies and levels of social services are made
through the political process. And, as emphasized earlier,
such modifications cannot be made just on the local level;
decisions on the Federal and State levels will be required
to implement changes that will enable the City to achieve
long-ru financial viability.
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CHAPTER 8

STATE AND FEDERAL POLICY OPTIONS

New York State and the Federal Government have long been
inextricably entwined in New York City financial affairs and
have recently acted in direct response to the City's finan-
cial crisis. The State established the Emergency Financial
Control Board and the Federal Government authorized $2.3 bil-
lion as seasonal loans. The question, therefore, is by what
means could the State and Federal governments aid the City
and how costly and effective would some of these options be?

More Federal and State involvement would not, in general,
be inconsistent with current policy. State and Federal funds
are presently spent in the City, paid to City authorities,
and taxed away from City residents. State and Federal author-
ities influence City spending in many ways, such as by near
mandates for the City to spend certain amounts on certain
functions. In welfare, for example, the City is required to
partially support a level of services determined by the State
pursuant to Federal law. Participation in Federal programs
may require strict (and costly) adherence to Federal standards.
In addition, the Federal Government has expressed concern
about the quality of urban life and has spent billions to up-
grade the cities. Depressed regions, such as Appalachia,
have likewise been singled out for special attention, and the
Federal Government has pursued policies to aid them.

One thing is clear: The magnitude of New York City's
financial problems is such thAt a State or Federal "solution"
would require huge expenditures. If other problem cities
are treated the same, the costs would be multiplied.

We are not, in this chapter, trying to answer the basic
question of whether there should be more Federal and State
involvement. Rather, we attempt to analyze the alternative,
identify specific policy options, and show generally hcw the
policies would affect the City budget and the State and Fed-
eral budgets.

The approach to policy options differs depending on
whether one takes the point of view of the City, the State, or
the Federal Government. As stated earlier, the major question
for the City is how to balance the budget, with some combina-
tion of cost cutting, tax revenue increase, help from other
sources, and possible divestiture of some functions. The
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State's problem is how much more aid it can provide and what
control it should exercise. In addition to these considera-
tions, the Federal Government faces the central quection of
whether it should treat New York Cit~ any differently than
other cities. Can it give aid to New York City which it
will not offer later to other cities in financial trouble?
(To some extent, the Federal Government has already made an
exception for the City with the seasonal financing loans.)
The Federal alternatives are to do only what has been done,
to go on treating New York City as a special case, or to try
to develop a new set of policies to help any city in serious
financial difficulty.

Although each city and its problems are in some sense
unique and other cities have not yet received the attention
given New York, New York is not the only city facing serious
financial difficulty. For reasons that are not fully under-
stood, this condition is increasingly typical of older indus-
trial cities. Accordingly, we believe changing circumstances
necessitate a careful reexamination of Federal policies af-
fecting State ard local government fiscal status. For example:

--What is to be the policy toward local governments
which have or will have financial problems as a
result of the relative decline of certain sections
of the country? In this connection, should the
movement of people and economic activity toward
the South and Southwest be accepted as a natural
economic and social phenomenon? Should efforts be
made to alter that flow? Should something be done
to ease the costs of adjustment (both to the receiv-
ing city and the one left behind)?

-- Has the means of directing Federal aid o local
governments (general revenue sharing by nmeans of
formulas that include tax eftort and matching grants)
tended to encourage unnaturally high levels of otal
spending? Do these formulas impede local government
efforts to control their budgets? Should programs
be altered to make it easier for cities to adjust
their budgets to changing circumstances?

Policy on Federal and State aid

Federal policy toward New York should be approached in
the context of its relations with all State and local gov-
ernments. Whatever immediate policies are adopted, singling
out New York for special treatment should be based on evidence
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that the City's problems are unique (as some have claimed
because of its large welfare population and the number of
illegal immigrants who reside in it) or that the City is
demonstrably more important than other cities facing severe
fiscal problems.

Analysis of policy can be segmented into three parts--
goals, policies to reach the goals, and criteria by which
to judge tne policies. The following is a list of these
items.

Presumed oals:

1. Achieve a permanently balanced City budget.

2. Ease the burden of all local governments that must
adjust to long-run declines in economic activity.

3. Improve State and local government efficiency in
providing public services.

4. Improve the equity of the current system of aid to
State and local governments.

To some degree, these goals are mutually exclusive; but
elements of them would be mutually supportive in any act of
policy alternatives for the City.

Policy alternatives:

1. inaincial assistance to particular cities (citv-
specific grants, loans, loan guarantees, etc.).

2. Financial assistance for providing specific services
in all jurisdictions (categorical grants, etc.).

3. General budget support for all jurisdictions (reve-
nue sharing, etc.).

4. Management assistance (development of accounting,
budget control, and personnel systems, etc.).

5. No change in present policies and programs.

Criteria by which eolicies should be evaluated:

1. Probability of accomplishing goals.

2. Short- and long-term cost.
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3. Impact on the economy.

4. Social disruption.

5. Administrative feasibility.

6. Flexibility of policy to changing conditions.

How well are these goals being achieved by current
programs? Present Federal aid policy should be studied to
determine how well its goals are being fulfilled and whether
the goals are still appropriate.

In ana!yzing the role of the State and Federal govern-
ments, it is worthwhile to start from widely accepted princi-
ples of taxation. Our approach is to suggest that, in achiev-
ing a more efficient and equitable tax system, some of the
City's financial problems could be eased, though not neces-
sarily solved. Our findings are meant to suggest approaches
to problems, each of which requires substantial additional
study.

The "benefit" principle of taxation suggests that those

who benefit from a public service should pay for it, either
through taxes or user charges. When benefits cannot be mea-
sured exactly, this principle is difficult to apply. For
example, consider a public transportation system which, among
other things, reduces automobile traffic ard, consequently,
congestion and air pollution. Even if these two benefits
could be measured, it would be administratively impossible
to levy taxes accurately according to each person's benefits.
The benefit principle is obviously inapplicable to the finance
of welfare programs, for which redistribution of income is a
primary objective.

The "ability to pay" principle calls for extracting
larger taxes from the rich than from the poor and for equally
taxing people in equal circumstances. It is most applicable
when benefits are hard to substantiate, as in the transporta-
tion example, and when income redistribution is the goal.

TYPES OF POLICY ALTERNATIVES

Policy alternativeF may be classified in several ways--
by budget functional category, by the level of governmert
that would carry out the policy, and by the type of problem
that the policy addresses. This chapter is organized around
the last classification, pointing out six basic types of

82



alternatives. Table 20 illustrates the relationship between
the type of alternative and the level of government authority
that would be responsible for carrying it out. In some cases,
more than one level of government is involved. In all cases,
several budget functions are involved.

In a broad sense, the City's economic base may be
affected by all six alternatives. Alternative 1 refers to
specific policies to improve the economic base by attracting
new business. Such actions might include improved public
facilities, special incentives to firms to locate in New
York, or the Federal Government's placing more of its instal-
lations in the City.

Alternatives 2 and 3 are the current focus of City
efforts. They were discussed in earlier chapters. This
chapter deais with the other three approaches, whose implemen-
tation would require State or Fede:al action. Each case is
illustrated with examples of possible implementation.

REDEFINITION OF THE REGION RESPONSIBLE
FOR PROVIDING PUBLIZ SERVICES

Both principles of taxation presented above imply that,
when provision of a public service is limited to a certain
geographical region, taxes to support the service should be
paid by people in the region. A fundamental problem of State
and local finance is that this rule is frequently violated.
Too often, people who benefit from a service escape taxation
because they live outside the taxing jurisdiction. The burden
placed on those within the jurisdiction is thus dispropor-
tionate to the services they receive. This tends to drive
people away from the overtaxed region, making the problem
worse.

A reason that this problem is so widespread is that tax-
ing jurisdictions are often a result of historical accident,
but changing their boundaries involves substantial political
trauma, At the same time, it is usually difficult to define
a region of benefit with sufficient precision to overcome
the inertia attached to the historical boundaries. In many
cases, the benefits from a public service diminish gradually
the further one lives from the center of a city. No matter
what region of taxat' - is defined, the people within it
differ greatly in t. nefits they receive.

The problem applies to many City services. At one
extreme, it can be argued that any visitor to the City
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Table 20

Alternatives for Solving the Citv's
Financial Problems Appropriate to

Different Levels of Governmentnnt a)

Actions apropriate to
State Federal

Alternatives City and region Government

i. Improve the City's
economic base X X X

2. Cut spending,
increase revenues X (X) (X)

3. Improve management
and control X (X) (X)

4. Redefine the region
responsible for
the function (X) X

5. Federal or State
takeover of certain
functions X X

6. State and Federal aid X X

a/X denotes an alternative appropriate to a certain govern-
ment; (X) denotes possible influence but no direct action.
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