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FINANCIAL PLAN

The Financial Plan Overview (“Overview”) summarizes the Governor’s Executive Budget
for 2004-05. The State Constitution and State Finance Law prescribe the content and format
of budgetary information to be supplied by the Governor at the time of submission of the
Executive Budget. This section of the Budget fulfills the requirements of section 22 of the
State Finance Law, providing summary financial plans and explanations of projected receipts
and disbursements for the State’s major governmental funds.
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FINANCIAL PLAN OVERVIEW

EXECUTIVE SUMMARY

Consistent with the Division of the Budget (DOB) projections since last year's Enacted
Budget, the 2003-04 Budget is soundly balanced while the baseline budget gap for 2004-05
is projected at $5.1 billion and the outyear gaps at roughly $7 billion to $8 billion. The
Executive Budget recommendations will close the entire 2004-05 gap, and significantly
reduce the outyear gaps.

Like most states, New York continues to face significant fiscal challenges. The national
recession, in conjunction with the economic dislocation caused by the September 11"
attacks, produced consecutive year-to-year declines in total tax receipts. Costs for employee
pensions have increased dramatically, while Medicaid, welfare and other entitlement
programs have also risen, reflecting the impact of the national recession and the jobless
recovery that has followed. New York’s fiscal difficulties were also compounded by last year's
Enacted Budget process that resulted in spending growth in excess of recurring revenues.
Flexible reserves, significantly increased when times were good, have now been depleted.

The 2004-05 Executive Budget projects that a strengthening economic recovery will
produce a return to above-average rates of growth in tax revenues. The Financial Plan
reflects overall tax receipt growth of 7.8 percent. Real Gross Domestic Product (GDP) growth
for the United States is forecast at 4.7 percent, with employment growth expected to
accelerate in 2004. The equity market rebound is expected to produce renewed growth in
financial sector compensation and in taxable income gains for the owners of corporate
equities. A detailed analysis of the economic and receipt forecast is contained later in this
Overview.

Economic growth alone will not solve the State’s fiscal problems. Thus, the Executive
Budget moves toward structural budget balance with a prudent mix of recurring cuts, revenue
actions and transitional financing. No new broad-based tax increases are proposed in the
Budget.

Reforms are proposed to hold spending in line with available resources, particularly in
Medicaid and pensions. State agency operations will continue to be made more efficient, in
part through the expansion of operational “hosting” by one agency of administrative functions
for multiple agencies. The State workforce is expected to remain level at roughly 187,900.
Revenue proposals focus on maximization of Federal resources, closing tax loopholes and
ensuring that fees adequately fund the activities they support. Rainy day reserves are
increased, and modest but important targeted investments are recommended in economic
development, including tax cuts. A detailed discussion of the proposed gap-closing plan
follows this section.

The Executive Budget also includes funding in response to the State Court of Appeals
ruling requiring the State to implement reforms that ensure all children have the opportunity
for a sound basic education (SBE). This Budget takes the first step in a multi year effort to
fund SBE costs by reserving all proceeds from video lottery terminals (VLTs) and providing
additional General Fund support of $100 million to New York City for this purpose. VLT
proceeds from facilities now being developed and new ones proposed with the Executive
Budget are projected at $325 million in the 2004-05 school year growing to $2 billion annually
over the next five years.

The 2004-05 Executive Budget is expected to have a positive $1.4 billion impact on local
governments, and furthers the process of lowering the local property tax burden over a multi
year period. The $3 billion STAR program significantly reduced the school tax burden for
New Yorkers. Recommendations this year would contain the growth in local property taxes
through a proposed multi year takeover of Medicaid long-term care costs, reforms in pensions
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and health care that lower costs for both the State and its localities, and a cap on school
district spending increases. In addition, a comprehensive mandate relief package is
proposed to assist local governments.

Finally, this Budget begins rebuilding State reserves by making a maximum $84 million
deposit to the rainy day fund in 2003-04, the eighth such deposit made in the last nine years.
The last several years have clearly demonstrated that adequate reserve levels are critical if
the State is to withstand economic downturns without draconian local assistance budget cuts
or massive layoffs.

SIZE OF 2004-05 EXECUTIVE BUDGET

(millions of dollars)

Actual Adjusted
2003-04 2004-05 Annual Percent Annual Percent
Revised Proposed Change Change Change Change
General Fund 42,060 41,885 (175) 0.4) 1,725 4.3%
State Funds 62,112 63,498 1,386 2.2 3,286 5.5%
All Governmental Funds 98,293 99,806 1,513 1.5 3,413 3.5%

The 2003-04 projections and associated annual dollar and percentage changes
described throughout this Overview continue to include $1.9 billion of spending in 2003-04
deferred from 2002-03 due to a delay in enacting tobacco securitization legislation (hereafter
“the 2002-03 payment deferrals”). The 2003-04 Enacted Budget Report (dated May 28,
2003) summarized the 2002-03 payment deferrals and a detailed chart is provided later in
this section. That spending will be reported by the Office of the State Comptroller (OSC) in
final results for 2003-04, and thus is counted as spending in the 2003-04 Financial Plan. The
adjusted percentage change excludes this $1.9 billion in spending from 2003-04 projections
in order to provide a comparable basis for calculating the annual change.

The major components of the annual spending change are summarized in the following
table, and are explained in more detail later in this report. The spending totals assume
enactment of all cost containment proposals recommended in the Executive Budget.

SPENDING PROJECTIONS — AFTER RECOMMENDED SAVINGS
MAJOR SOURCES OF ANNUAL CHANGE
(millions of dollars)
All
General Fund State Funds Governmental

Funds
2003-04 Revised Estimate 42,060 62,112 98,293
Medicaid 373 672 738
Mental Hygiene 299 342 233
Debt Service 285 566 566
Employee Health Insurance 255 255 255
Higher Education 206 304 58
Pensions 184 184 184
School Aid 169 278 278
All Other (46) 685 1,101
2002-03 Payment Deferrals (1,900) (1,900) (1,900)
2004-05 Executive Budget 41,885 63,498 99,806
Annual $ Change (175) 1,386 1,513
Annual % Change (0.4%) 2.2% 1.5%

CLOSING THE 2004-05 GENERAL FUND BUDGET GAP
SOURCES OF THE 2004-05 GAP

Prior to the Governor’'s recommended budget actions, the State faced potential General
Fund budget gaps of $5.1 billion in 2004-05, $6.7 billion in 2005-06, and $7.8 billion in
2006-07. The $5.1 billion gap is consistent with estimates provided by DOB at the time of the
2003-04 Enacted Budget. Those projections indicated that the original 2004-05 Executive
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Budget gap of $2.8 billion would increase to between $5 billion and $6 billion primarily as a
result of additional recurring spending adds in the Enacted Budget. The current $5.1 billion
gap is at the lower end of the projected range due to modestly improved economic conditions
and the expectation of continued increases in financial services incomes.

A summary explanation of the sources of the gap is provided below, and a more detailed
analysis is provided later in this Overview.

CAUSES OF 2004-05 BUDGET GAP -- BEFORE RECOMMENDED SAVINGS
ANNUAL RESOURCES/(COSTS) FROM 2003-04
(millions of dollars)

Total Annual Revenue Changes (2,008)
Revenue Growth (7%) 2,800
Current Tax Law Changes (265)
Loss of One-time Tobacco Securitization Receipts (3,400)
Loss of One-time Federal Revenue Sharing (645)
Debt Service Impact on Receipts (268)
Loss of Other One-Time Revenues (230)
Total Annual Spending Changes (3,063)
Loss of One-time Payment Deferrals 1,900
Medicaid - includes Cycle Shift ($170m); Loss of Temporary FMAP Increase ($390m) (1,268

Pension Costs (137% Annual Increase) (
Mental Hygiene - includes Loss of PIA ($220m) and Extra Payroll ($72m) (
Welfare - includes Loss of TANF/Offsets ($322 m) (521
(
(

Higher Education - includes TAP Spending Roll ($104m); Loss of TANF ($246m) 489
School Aid - includes Tail of 03-04 ($183m) 444)
Debt Service (330)
State Employee Health Insurance Costs (255)
All Other Spending/Fund Balance Changes (396)
Total Projected 2004-05 Budget Gap (5,071)

Underlying receipts growth in 2004-05, adjusted to exclude the impact of tax law changes,
is projected to increase by roughly $2.8 billion (7 percent) over 2003-04. The incremental
value of existing tax law changes results in a net decrease of $265 million in receipts,
including the Sales Tax exemption on clothing ($330 million), the college tuition deduction
($50 million), Earned Income Tax Credit ($44 million) and the marriage penalty ($35 million),
partially offset by net annual increases for the 2003 PIT and Sales tax increases. The
underlying receipts growth is also offset by the loss of tobacco securitization proceeds which
were used, as planned, to provide $3.8 billion of resources in 2003-04 and $400 million in
2004-05, resulting in a net decrease of $3.4 billion. A one-time Federal revenue sharing grant
of $645 million provided by the Federal economic stimulus package is not available in
2004-05. In addition, increasing debt service costs reduce the amount of available General
Fund taxes, including costs for the State Personal Income Tax (PIT) Revenue Bond Program
and the Local Government Assistance Corporation (LGAC).

Annual spending (before Executive Budget recommendations) is projected to grow by
$3.1 billion, driven mainly by higher costs for employee pensions (up 137 percent); Medicaid,
primarily to support current service levels and the inability to achieve proposed cost
containment actions in the 2003-04 Enacted Budget; as well as for mental hygiene, higher
education and welfare.

Also, one-time actions that reduced General Fund spending in the 2003-04 budget are
not available in 2004-05, including a temporary increase in the Federal match rate for
Medicaid, the use of Federal Temporary Assistance for Needy Families (TANF) for welfare-
related spending, and Medicaid and Tuition Assistance Program (TAP) payment rolls that
drive higher 2004-05 costs.
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Spending for debt service and employee
health insurance is also projected to increase
as a result of programmatic and inflationary
pressures. These cost increases are
partially offset by the 2002-03 payment
deferrals.

2004-05 GAP-CLOSING PLAN

The Governor's Executive Budget fully
closes the $5.1 billion General Fund budget
gap in 2004-05 with a mix of spending
restraint, revenue actions and transitional
financing. Actions of nearly $3.9 billion in

Recommended Solutions to $5.1B Gap

Spending
Restraint
51%

Transitional
Financing
30%

Revenues
19%

2005-06 and $3.5 billion in 2006-07 reduce the outyear gaps to more manageable levels of
$2.9 billion in 2005-06 and $4.3 billion in 2006-07. In addition, $240 million in 2004-05 ($325
million on a school year basis), growing to $2 billion annually over the next five years is
reserved from new VLT resources to fund the SBE requirements.

The major sources of these gap-closing actions are summarized below, and more detail
on these specific actions is provided later in this Overview.

SOURCES OF PROPOSED GENERAL FUND GAP-CLOSING ACTIONS
SAVINGS/(COSTS)
(millions of dollars)

2004-05 Initial Budget Gaps
Total Spending Actions:

Medicaid/Health Care Cost Containment
Pension Reform

Restructure Welfare Programs/Maximize TANF
Mental Hygiene Cost Containment/PIA

Restrain Growth in BOCES/BIdg. Aid/Transp. Aid
Debt Management

Medicaid Long-Term Care Takeover
All Other Spending

Total Revenue Actions:

Provide Four Weekly Sales Tax Exemptions
Health Care Provider Assessments
Criminal Justice Fees

Quick Draw Enhancements

Abandoned Property

Fixed Dollar Minimum

Pistol Permit Fee

STAR Tax Credit

All Other Revenue

Total Nonrecurring Actions:

Capital Projects Bond Financing

Use of 2003-04 Surplus

Continued Delay of Medicaid Cycle
Additional Tobacco Benefit

LGAC Payment Restructuring

Federal Welfare Funds

Reverse Meyers Tax Decision

Use Available HFA Reserves in 2005-06
All Other

Total Savings Actions
2004-05 Executive Budget Gaps

Restructure TAP to Encourage Timely Degree Completion

NYC School Aid for SBE (Supplement to VLT Reserves)

2004-05 2005-06 2006-07
(5,071) (6,727) (7,805)
2,589 2,495 2,199
425 539 555
440 301 150
362 382 396
298 285 214
227 268 234
186 244 268
150 150 174
(70) (100) (100)
(24) (132) (258)
595 558 566
972 1,163 1,118
400 429 451
323 475 475
58 113 113
43 68 68
42 3
40 40 40
31 1 11
(11) (57) (113)
46 81 73
1,510 219 139
283 192 139
261
190 (190)
181
170
115
50
225
260 ®)
5,071 3,877 3,456
0 (2,850) (4,349)
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Recommendations to restrain spending in the General Fund total $2.59 billion and include
a combination of program restructuring and the use of alternate funding sources. Significant
savings proposals include:

Medicaid/health care cost containment to restrain prescription drug costs, lower the
cost of optional services, enhance case management and reduce the need for
General Fund payments to finance Health Care Reform Act (HCRA) spending ($425
million);

Pension reforms, including a cap in the annual increases in employer contribution
rates, to reduce the annual rate of increase in employer pension costs from 137
percent to 38 percent ($440 million);

Restructure welfare-related programs including enhanced mandated employment
requirements ($88 million) and use of Federal resources to support spending ($274
million);

Cost containment in mental hygiene programs ($133 million) and initiatives to
increase Patient Income Account (PIA) and other revenues ($165 million);

Lower debt service costs through debt management actions including refundings and,
expanded use of variable rate debt ($150 million);

All other spending actions totaling $595 million include recommended efficiencies in
State agency operations and restraint in local assistance spending and transportation
costs; offset by

General Fund spending increases totaling $94 million composed of $70 million
additional General Fund school aid support to New York City ($100 million on a
school year basis) that will supplement VLT reserves for SBE and initial costs for the
proposed multi-year State takeover of local Medicaid costs for long-term care services
($24 million).

Revenue proposals are expected to raise $972 million in 2004-05 and include:

Provision of four sales tax free weeks instead of a permanent exemption on clothing
and footwear ($400 million); and

Reimposition of an assessment on hospital and home care revenues and an increase
to the existing reimbursable nursing home revenue assessment to support health
care programs ($323 million).

The 2004-05 Financial Plan includes a total of $1.51 billion in nonrecurring actions
including:

The shift of various pay-as-you-go capital projects to bond financing ($283 million);
A continuation of the legislative delay of the last Medicaid cycle payable at the end of
the 2004-05 fiscal year ($190 million);

Additional revenues produced by the 2003-04 tobacco bond sale transaction ($181
million);

Implementation of an alternative proposal to provide support for New York City which
eliminates legal uncertainty and protects LGAC bondholders while preserving
expected City resources ($170 million);

Legislation to reverse the effect of the recent “Meyers” decision to eliminate delays in
collecting tax payments ($50 million); and,

All other proposals include using available resources of the Power Authority of the
State of New York (PASNY) to help finance the “Power-for-Jobs” program ($100
million), sweeps of available fund balances ($72 million) and continuation of bond
issuance charges ($50 million).

In addition, surplus reserves from the Housing Finance Agency (HFA) will be available in
2004-05 and used to lower the projected 2005-06 outyear gap.
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THE 2003-04 FINANCIAL PLAN UPDATE
SUMMARY OF MAJOR 2003-04 CHANGES SINCE THE ENACTED BUDGET

In the Enacted Budget, DOB projected a potential imbalance in the General Fund of
roughly $900 million in 2003-04 prior to the anticipated receipt of Federal Funds from the
Federal economic stimulus legislation. The stimulus package provided $1.07 billion of fiscal
relief to the State, including $645 million in one-time Federal revenue sharing payments and
$422 million from a 15-month increase in the Federal matching rate on Medicaid costs
(FMAP). An additional $170 million of fiscal savings occurred from the delay in providing
payments to New York City associated with the LGAC/Municipal Assistance Corporation
(MAC) transaction for a total benefit of $1.24 billion. All other revisions since the Enacted
Budget resulted in no significant change to budget balance, and incorporate a slightly
improved receipts forecast, higher spending in Medicaid, welfare and TAP, and lower
spending in State Operations and debt service. DOB’s current receipts projection assumes
significant growth in tax receipts for the remainder of the year.

Thus, the net positive impact of $1.24 billion, mostly from the Federal stimulus package,
eliminated the potential $912 million General Fund Enacted Budget imbalance, allowed a
maximum deposit of $84 million to the rainy day fund and generated a $261 million surplus to
help lower the 2004-05 budget gap.

RECAP OF 2003-04 GENERAL FUND

SAVINGS/(COSTS)

(millions of dollars)
Enacted Budget Potential Imbalance (912)
Federal Revenue Sharing 645
Federal FMAP 422
Sub-Total After Federal Aid 155
LGAC/MAC Payment Delay 170
All Spending Changes 17)
All Receipts Changes 37
Deposit to Rainy Day Fund (84)
Total to Help Balance 2004-05 261

At the time of the Enacted Budget, DOB projected 2003-04 All Governmental Funds
spending at $96.4 billion after reflecting legislative spending additions and the 2002-03
payment deferrals versus the legislative projection of $92.8 billion. Based on actual results to
date, All Funds spending is currently projected at $98.3 billion, an increase of $1.9 billion
since the initial projections. This increase is primarily attributable to higher projected spending
in Medicaid for direct program needs, upward re-estimates to Federal grant levels, and higher
Federal matching aid related to the one-time FMAP increase ($1.20 billion); an increase of
Federal pass-through aid for the World Trade Center attacks ($556 million); and growth in
Federal aid for education ($515 million) and child care spending ($126 million). These
increases are partially offset by lower projected disbursements from the Community Projects
Fund (CPF) ($300 million). All other spending increases and decreases result in no material
change to total spending.

Revenue proposals added by the Legislature that DOB considered to be speculative and
did not value in 2003-04, including Indian reservation taxes ($164 million), VLTs ($150 million)
and intangible holding companies ($115 million), have not yet generated any material
revenues in 2003-04 consistent with initial DOB projections as detailed below.
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ESTIMATED IMPACT OF ENACTED BUDGET REVENUE PACKAGE
ALL FUNDS TAX RECEIPTS - SFY 2003-04
(millions of dollars)

2003-04 2003-04

Enacted Revised
Temporary PIT Increase 1,400 1,115
Sales Tax 0.25 Percent 451 445
Clothing 449 441
VLTs (Tracks Only) 0 0
Insurance Premiums Tax 158 158
Recapture of Bonus Depreciation 58 58
Intangible Holding Companies 0 0
Indians - Cigarettes and Gas 0 0
LLC’s Filing Fees and Single Member 26 26
Non-Resident Partnership Withholding 15 15
Non-Resident Sales of Real Property 0 7
City Portion of Excise Tax 7 7
Reduced Refund for Late Refunds 5 5
Use Tax Line on PIT Return 0 0
SUV Decoupling 1 1
Regulatory Fees (Racing) 2 2
Six-Day Liquor Sales 0 1
Streamlined Sales Tax 0 0
Grand Total 2,572 2,281

The detail on all spending and revenue changes since the Enacted Budget are reflected
in the Quarterly Financial Plans released in July, October and in this Overview. The following
table provides a summary recap of all General Fund changes since the Enacted Budget, as
reflected in each Quarterly Financial Plan Update published by DOB.

RECAP OF 2003-04 YEAR CHANGES SINCE ENACTED BUDGET
GENERAL FUND
(millions of dollars)

July October January Total
Potential Enacted Budget Imbalance (912) 0 0 (912)
Federal Revenue Sharing 645 0 0 645
Federal FMAP 371 51 0 422
LGAC Payment Delay 170 0 0 170
Member Items 100 0 0 100
Revenue Forecast (193) 30 200 37
Medicaid (100) (54) 0 (154)
Welfare (40) (31) 0 (71)
Health Insurance (26) 0 0 (26)
Lottery (15) 15 0 0
TAP 0 (31) 0 (31)
State Operations 0 0 87 87
Debt Service ** 0 0 26 26
All Other 0 20 32 52
Total 0 0 345 345
Deposit to TSRF (84)
Net Surplus (used in 2004-05) 261

**$47 million of debt service costs appear as lower receipts transfers in the January estimate.

SUMMARY OF CHANGES SINCE OCTOBER UPDATE

DOB has revised the 2003-04 Financial Plan (the “January Update”) based on a review of
actual operating results through mid-January 2004, and an updated analysis of underlying
economic, revenue and spending trends. DOB projects the State will end the 2003-04 fiscal
year with General Fund cash resources of $345 million above the levels projected in the
Mid-Year Financial Plan Update issued October 28, 2003 (the “October Update”). Of this
amount $261 million will reduce the 2004-05 budget gap and the remaining $84 million will be
deposited to the Tax Stabilization Reserve Fund (the State’s “rainy day reserve”).
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Total 2003-04 spending is projected at $42.06 billion in the General Fund and $62.11
billion in State Funds. Since the October Update, projected spending has been adjusted
downward by $392 million in the General Fund and $752 million in State Funds. All
Governmental Funds spending, projected to total $98.29 billion in 2003-04, has been revised
upward by $314 million. These changes, as detailed below, consist primarily of higher
Federal spending in education and Medicaid, offset by lower State-supported spending for
the Community Projects Fund, State Operations, and debt service.

The projected General Fund closing balance of $1.01 billion consists of $794 million in the
Tax Stabilization Reserve Fund (the Rainy Day Fund), $200 million in the CPF, and $20
million in the Contingency Reserve Fund for litigation (CRF). The projected increase of $284
million from the October Update reflects an additional $200 million balance in the CPF
resulting from spending delays and a planned deposit of $84 million to the Rainy Day Fund
(the eighth deposit in the last nine years). In addition, an additional deposit of $661 million to
the Tax Refund Reserve Account will be made at year-end to account for the movement of
$400 million in tobacco securitization proceeds planned for use in 2004-05 and the 2003-04
cash surplus of $261 million to help balance the 2004-05 fiscal year.

DETAIL OF 2003-04 CHANGES SINCE THE OCTOBER UPDATE

Current revenue and spending estimates for the General Fund, State Funds and All
Governmental Funds are detailed below.

2003-04 REVENUE ESTIMATES
(millions of dollars)
October January Change from
Update Update October Update
General Fund 42,367 42,259 (108)
State Funds 62,647 62,394 (253)
All Governmental Funds 98,322 99,053 731

General Fund revenues are projected to total $42.26 billion in 2003-04 and have been
revised downward by $108 million from the October Update. The net decrease reflects an
increase in PIT receipts ($235 million) before a $661 million deposit to the Refund Reserve
Account, Estate Taxes ($60 million) and higher transfers to the General Fund related to the
Real Estate Transfer Tax ($35 million). These increases are offset by reductions in User
Taxes ($90 million) and Business Taxes ($41 million). Adjusting for the impact of the Refund
Reserve transaction and transfers to other funds, tax receipts have increased by roughly
$200 million from the October Update.

Excluding the impact of the Refund Reserve transactions, All Funds tax receipts are
expected to increase by $3.06 billion, or 7.7 percent in 2003-04. Over $2.16 billion or 70
percent of this increase is the result of tax actions adopted in the 2003-04 Enacted Budget.

Total State Funds receipts are now projected to be $62.39 billion, a decrease of $253
million from the October Update. This revision reflects State Funds receipts growth resulting
from higher than anticipated revenues for CUNY ($141 million), additional State University of
New York (SUNY) receipts primarily due to the use of bond funds to support SUNY capital
equipment spending ($66 million), and higher than anticipated deposits from HCRA pools to a
dedicated Special Revenue Fund (SRF) that supports spending for the Family Health Plus
(FHP) health care program for low income families ($80 million). These increases are offset
by a decline in Capital Projects Fund receipts resulting from the exclusion of capital projects
receipts and disbursements in a manner consistent with the practice by OSC for reporting
actual results, a reduction in miscellaneous receipts to HCRA where a nonrecurring transfer
from the General Fund financed legislative restorations for health care ($128 million), and the
General Fund decrease described above.
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All Governmental Funds receipts are projected to total $99.05 billion, an increase of $731
million from the October Update, consisting mainly of upward revisions to the estimates of
Federal aid for education ($518 million), Medicaid ($379 million), and children and families
services ($142 million). Federal receipts are generally assumed to be received in the state
fiscal year in which spending is projected to occur; therefore, the revisions to Federal receipts
correspond to the federally-reimbursed spending adjustments described below.

2003-04 SPENDING ESTIMATES
(millions of dollars)
October January Change from
Update Update October Update
General Fund 42,452 42,060 (392)
State Funds 62,864 62,112 (752)
All Governmental Funds 97,979 98,293 314

Spending in the General Fund is projected to total $42.06 billion in 2003-04, a decrease of
$392 million from the October Update. The revisions include lower estimated spending from
the CPF ($200 million) now projected to occur in 2004-05, which does not affect budget
balance since the resources required to pay this spending have already been set aside in a
separate account. The remaining decrease of $192 million primarily reflects: a net reduction
in State Operations spending ($87 million) including increased mental hygiene offsets, lower
spending for the Judiciary, and a net reduction in costs across several agencies from the
ongoing statewide austerity measures; lower debt service costs provided from debt
management actions ($73 million); and downward reestimates to all other transfers ($41
million), offset by a projected deficiency in nonpublic school aid ($16 million).

State Funds spending is projected to total $62.11 billion in 2003-04, a decrease of $752
million from the October Update. This downward revision includes lower capital projects
spending estimates to conform with OSC’s accounting methods and the decrease in General
Fund spending described earlier.

All Governmental Funds spending in 2003-04 is projected at $98.29 billion. The increase
of $314 million from the October Update for federally-funded programs consists of: higher
than anticipated disbursements for education ($518 million); Medicaid costs relating to the
15-month increase in the Federal matching rate ($379 million), and child care spending ($142
million). These Federal increases are partially offset by the State Funds decline described
above.

2002-03 GENERAL FUND PAYMENT DEFERRALS

While total spending projections include the 2002-03 payment deferrals, the 2003-04
spending estimates within various programmatic areas have been adjusted to exclude the
spending associated with this deferral which resulted from the delay in securing authorization
to issue tobacco bonds. The adjustment, as detailed below, avoids distorting annual growth
trends in a particular program area.

12
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2002-03 GENERAL FUND PAYMENT DEFERRALS
(millions of dollars)
School Aid 1,312
CUNY Senior Colleges 219
Medicaid - Mentally Disabled Payments 82
Welfare - Administration 38
Empire State Development Corporation 35
Education - All Other 30
Education - Preschool Special Education 24
HESC 10
Division of Military and Naval Affairs 10
Welfare 8
All Other Local Assistance 58
Total Local Assistance 1,826
State Police 26
World Trade Center 9
All Other State Operations 2
Total State Operations 37
General State Charges 33
Capital Projects 4
Total 2002-03 Payment Deferrals 1,900
ECONOMIC OUTLOOK

U.S. ECONOMY

Following an unusually sluggish recovery period, the U.S. economy finally appears to be
on a sustainable expansionary path. Since the simultaneous collapse of equities and the
high-tech sectori in 2000 the national economy absorbed three additional but distinct shocks:
the September 11" terrorist attacks, a string of corporate governance scandals, and the war
in Irag and its aftermath. These events created an environment of uncertainty that
lengthened the period of adjustment for the business sector from the unrealistic expectations
of the late 1990s. However, the climate of uncertainty appears to have subsided and
business confidence appears to be improving. Equity prices are rising in response to brisk
profit growth and monetary policy is expected to remain accommodative. Household
spending is expected to rise, supported by rising employment and incomes, and the
continued impact of the 2003 tax cuts. Finally, the combined impact of a moderately falling
dollar and accelerating growth in the world economy is expected to increase the demand for
U.S. exports in 2004, although on balance, the trade deficit is projected to widen.

Strong real GDP growth of 4.7 percent is projected for 2004, following growth of 3.1
percent for 2003. Total nonagricultural employment is projected to rise 1.1 percent in 2004,
following a decline of 0.2 percent in 2003. The U.S. unemployment rate is expected to
decline to 5.7 percentin 2004, from 6.0 percentin 2003. Persistent slack in the economy and
declining oil prices are expected to lower the inflation rate, as measured by growth in the
Consumer Price Index (CPI), to 1.8 percent in 2004 from 2.3 percent in 2003. Personal
income is expected to increase 4.7 percent in 2004 following an increase of 3.3 percent in
2003.

THE NEW YORK STATE ECONOMY

The New York State economy is slowly emerglng from recession. The long recovery from
September 11" and the loss of momentum in the national recovery due to corporate
governance scandals and international tensions resulted in a lengthening of the State’s
recession. However, employment losses have stabilized and growth is evident in several
sectors. State nonagricultural employment is projected to rise 0.8 percent in 2004, the first
increase in four years. Moreover, with the first sustained rise in equity prices in three years
and interest rates remaining low, the outlook for the finance industry has brightened,
improving prospects for bonuses and wages. Bonuses in the finance and insurance sector
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are projected to rise 11.7 percent in 2004-05, following growth of 23.2 percent for 2003-04.
Total New York wages are expected to grow 5.1 percent in 2004, the best performance in
four years. Personal income is also expected to increase by 5.1 percent in 2004, primarily
reflecting the strength in wage growth. Consistent with national trends, inflation in New York
is projected to fall from 2.8 percent in 2003 to 2.1 percent in 2004.

A detailed account of the economic forecast is contained later in this volume (see
Explanation of Receipts Estimates).

THE 2004-05 FINANCIAL PLAN

This section provides a comprehensive explanation of the Financial Plan activity within
key functional areas (e.g. Medicaid) across all governmental fund types. The State accounts
for all budgeted receipts and disbursements that support programs and other administrative
costs of running State government within the All Governmental Funds type. The All
Governmental Funds, comprised of funding supported by State Funds and Federal Funds,
provides the most comprehensive view of the financial operations of the State. State Funds
includes the General Fund, which is the principal operating fund of the State, and other State-
supported funds including State SRFs, Capital Projects Funds and Debt Service Funds. A
more detailed explanation of the State’s fund structure is provided later in this Overview under
the section entitled “Explanation of the Financial Plan tables.”

RECEIPTS OUTLOOK
TOTAL RECEIPTS
(millions of dollars)
2003-04 2004-05 Annual Change % Change
General Fund 42,259 41,835 (424) (1.0
State Fund 62,394 63,137 743 1.2
All Governmental Funds 99,053 99,516 463 0.5

All Governmental Funds receipts are estimated to reach $99.05 billion in 2003-04, an
increase of $10.98 billion (12.5 percent) from 2002-03. The increase reflects both gradually
improving economic conditions and significant policy actions taken with the 2003-04 Enacted
Budget. These actions included $4.20 billion in tobacco securitization proceeds as well as
temporary increases in PIT rates and in the base and rate of the sales tax. The estimate is
$731 million above the October estimate as discussed previously.

General Fund receipts are estimated to reach $42.26 billion in 2003-04, an increase of
$4.86 billion (13.0 percent) from 2002-03. The increase is largely the result of the collection
of $4.2 billion in tobacco securitization proceeds and $645 million in Federal revenue sharing
grants. This estimate is $108 million below the October estimate. Adjusting for the Refund
Reserve transaction and transfers out of the General Fund, tax receipts are expected to
exceed October estimates by $200 million.

All Governmental Funds receipts are projected to reach $99.52 billion in 2004-05, an
increase of $463 million (0.5 percent) from 2003-04. The small net increase is due to the
one-time nature of tobacco securitization and federal revenue sharing received in 2003-04
offset by expected improvements in economic conditions that will increase tax receipts
significantly, and by revenue actions taken with the 2003-04 budget.

General Fund receipts are projected to reach $41.83 billion in 2004-05, a decrease of
$424 million (1.0 percent) from 2003-04. The major source of the annual change in the
General Fund is the impact of the $4.2 billion in tobacco securitization proceeds and $645
million from Federal revenue sharing grants, which were received in 2003-04, but will not
recur in 2004-05. This loss is offset, in part, by increased receipts from both the PIT and
Sales Tax, as a result of temporary tax increases adopted as part of the 2003-04 Enacted
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Budget. Overall, improved economic performance and a resurgence in financial service
sector compensation are also expected to increase 2004-05 receipts. For a more detailed
description of all receipts sources, please see the Explanation of Receipts section later in this
volume.

Major Components of 2004-05 Governmental Funds Receipts

- 40
5 30
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Total Governmental Receipts comprise revenues from the PIT ($27.46 billion), user taxes
and fees ($12.48 billion), business taxes ($5.44 billion), other taxes ($1.22 billion),
miscellaneous receipts ($16.64 billion), and Federal Grants ($36.26 billion). As can be seen
in the chart, a significant share of receipts are deposited into non-General Fund accounts.

ALL GOVERNMENTAL FUNDS 2003-04 TAX RECEIPTS ESTIMATES
(millions of dollars)

All Governmental Funds General Fund

2002-03 2003-04 Annual Percent 2002-03 2003-04 Annual Percent

Actual Revised Change Change Actual Revised Change Change
Personal Income Tax (PIT) 23,698 24,083 385 1.6% 16,791 15,791 (1,000) (6.0)%
PIT (Excluding Refund Reserve) 22,648 24,660 2,012 8.9% 15,741 16,368 627 4.0%
User Taxes and Fees 10,804 11,816 1,012 9.4% 7,063 7,897 834 11.8%
Business Taxes 4,983 4,983 0 0.0% 3,380 3,395 15 0.4%
Other Taxes 1,191 1,234 43 3.7% 743 784 41 5.5%
Total Taxes 40,676 42,116 1,440 3.5% 27,977 27,867 (110) (0.4)%
Total Taxes
(Excluding Refund Reserve) 39,626 42,692 3,066 7.7% 26,927 28,444 1,517 5.6%

ALL GOVERNMENTAL FUNDS 2004-05 TAX RECEIPTS ESTIMATES
(millions of dollars)
All Governmental Funds General Fund

2003-04 Annual Percent 2003-04 Annual Percent

Revised 2004-05 Change Change Revised 2004-05 Change Change
Personal Income Tax (PIT) 24,083 27,462 3,379 14.0% 15,791 18,520 2,729 17.3%
PIT (Excluding Refund Reserve) 24,660 26,769 2,109 8.6% 16,368 17,827 1,459 8.9%
User Taxes and Fees 11,816 12,483 667 5.7% 7,897 8,340 443 5.6%
Business Taxes 4,983 5,440 457 9.2% 3,395 3,739 344 10.1%
Other Taxes 1,234 1,223 (11) (0.9)% 784 762 (22) (2.8)%
Total Taxes 42,116 46,608 4,492 10.7% 27,867 31,361 3,494 12.5%
Total Taxes
(Excluding Refund Reserve) 42,692 45,913 3,221 7.5% 28,444 30,668 2,224 7.8%

Personal Income Tax

PIT net receipts for 2003-04 are estimated to reach $24.08 billion, an increase of $385
million (1.6 percent) from 2002-03 due largely to a modestly improved economic environment
and the first-year impact of the temporary three-year PIT increase enacted in 2003. The
increase is partially offset by a $1.63 billion lower contribution from the Refund Reserve
account. Net of Refund Reserve transactions, All Funds income tax receipts are expected to
grow 8.9 percent over 2002-03 results. The estimate is $235 million above the October
Update forecast (adjusting for Refund Reserve transactions).

15



FINANCIAL PLAN OVERVIEW

PIT General Fund receipts for 2003-04 are estimated to reach $15.79 billion, a decrease
of $1 billion (5.9 percent) from 2002-03, due to the positive factors affecting All Funds
receipts, more than offset by increased RBTF and STAR deposits of $1.2 billion and $171
million, respectively.

PIT net receipts for 2004-05 are projected to reach $27.46 billion, an increase of $3.38
billion (14.0 percent) from 2003-04 due largely to three factors: an increase in underlying
liability growth associated with improved economic conditions; the temporary three-year tax
increase enacted in 2003; and a $1.27 billion higher contribution from the Refund Reserve
account. Net of the Refund Reserve transaction, All Funds income tax receipts are projected
to increase by 8.6 percent over 2003-04.

PIT General Fund receipts for 2004-05 (net of the Refund Reserve transaction) are
projected to reach $17.83 billion, an increase of $1.46 billion (8.9 percent) from 2003-04, due
to the factors affecting All Funds receipts, somewhat offset by increased Revenue Bond Tax
Fund (RBTF) and STAR deposits of $487 million and $163 million, respectively.

User Taxes and Fees

All Governmental Funds user taxes and fees receipts are estimated to reach $11.82
billion, an increase of $1.01 billion (9.4 percent) from 2002-03. The sales and use tax
increased an estimated $1.03 billion (11.7 percent) from 2002-03, due mainly to modest
improvement in the economy, the impact of the 0.25 percent surcharge imposed in 2003
(raising the State sales tax rate to 4.25 percent), and the substitution of tax-free weeks for
clothing and footwear items costing less than $110 for the permanent exemption of clothing
and footwear costing less than $110. The remainder of this category declined by an
estimated $15 million (0.7 percent), due mainly to declines in taxable cigarette consumption.
The estimate is $91 million below the October Update estimate.

General Fund user taxes and fees net receipts are estimated to reach $7.9 billion, an
increase of $834 million (11.8 percent) from 2002-03. The sales and use tax increased an
estimated $850 million (13.4 percent) from 2002-03, due mainly to the 0.25 percent surcharge
and the changes to the clothing and footwear exemption. The other user taxes and fees
declined by an estimated $16 million (2.2 percent), due mainly to declines in taxable cigarette
consumption.

All Funds user taxes and fees net receipts for 2004-05 are projected to reach $12.48
billion, an increase of $667 million (5.7 percent) from 2003-04. The sales and use tax is
projected to increase $662 million (6.8 percent) from 2003-04 due largely to increases in
employment, income and overall consumption, which expanded the estimated taxable base.
The 2004-05 projections include the proposed impact of retaining the clothing exemption for
specified tax-free weeks at a higher threshold of $500 per item. The other user taxes and
fees are projected to increase $5 million (0.2 percent) from 2003-04.

General Fund user taxes and fees net receipts for 2004-05 are projected to reach $8.34
billion, an increase of $443 million (5.6 percent) from 2003-04. The sales and use tax is
projected to increase $488 million (6.8 percent) from 2003-04 due to increased economic
growth and the recommended changes to the clothing and footwear exemption. The other
user taxes and fees are projected to decrease $44 million (6.2 percent) from 2003-04, due
mainly to the increased dedication of motor vehicle fee receipts to transportation funds.

Business Taxes

All Governmental Funds business tax receipts are expected to reach $5.0 billion in
2003-04, which is unchanged from 2002-03. Receipts are estimated to have remained
roughly flat due to the offsetting impacts of weak profit performance in the corporate and
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banking sector in 2002 and 2003 with increased insurance tax collections associated with
policy actions adopted in 2003. The estimate is $38 million below the October Update
forecast as actual results continue to lag expectations.

General Fund business tax receipts in 2003-04 are estimated to be $3.39 billion, or $15
million (0.43 percent) over 2002-03. Receipts are slightly higher, due primarily to an increase
in insurance tax collections as a result of tax restructuring.

All Governmental Funds business tax receipts in 2004-05 are expected to be
$5.39 billion, or $411 million (8.3 percent) above 2003-04. This is primarily because of the
anticipated increase in insurance tax receipts associated with continued premium growth and
the expectation of strengthening corporate and bank profitability.

General Fund business tax receipts in 2004-05 are projected to be $3.74 billion, or $344
million (10.1 percent) over 2003-04. This is due primarily to tax law changes enacted in
2003-04 relating to intangible income and the de-coupling from certain Federal tax provisions,
and the expectation of strengthening corporate and bank profits.

Other Taxes

All Funds other taxes, which include estate, pari-mutuel, gift, real property gains, real
estate transfer, and racing admissions/boxing and wrestling exhibition taxes, are estimated at
$1.23 billion in 2003-04, an increase of $43 million (3.7 percent) over 2002-03. The increase
is primarily caused by an increase in the collections of the estate tax, which reflects an
increase of equity values that improves the value of estates. The estimate is $93 million
above the October Update forecast.

General Fund other taxes, which include estate, pari-mutuel, gift, real property gains, and
racing admissions/boxing and wrestling exhibition taxes, are estimated at $784 million in
2003-04, an increase of $41 million (5.5 percent) over 2002-03. The increase is principally
caused by a boost in the collections of the estate tax, which reflects an increase of market
equity values from the recent improvement of the economy.

The estimate for All Funds other taxes in 2004-05 is $1.22 billion, which is $11 million
(0.9 percent) below 2003-04. The decline is the result of a projected decrease in estate tax
collections of $22 million partially offset by a projected increase in real estate transfer tax
receipts of $11 million. This estimate reflects an anticipated leveling off of market equity
values in the second half of 2004-05.

The estimate for General Fund other taxes in 2004-05 is $762 million, which is $22 million
(2.8 percent) below 2003-04. This estimate also reflects an anticipated leveling off of market
equity values in the second half of 2004-05.

MISCELLANEOUS RECEIPTS
(millions of dollars)

2003-04 2004-05 Annual Change % Change
General Fund 5,970 2,087 (3,883) (65.0)
State Funds 19,621 16,517 (3,104) (15.8)
All Governmental Funds 19,750 16,643 (3,107) (15.7)

All Governmental Funds miscellaneous receipts for 2003-04 are projected to reach
$19.75 billion, an increase of $5.60 billion (39.6 percent) from 2002-03. This increase
primarily reflects the one-time receipt of tobacco securitization proceeds in the General Fund
totaling $4.2 billion and projected growth of $1.40 billion in other State Funds. The revision
reflects an increase of $195 million (1.0 percent) from the October Update, composed of the
General Fund increase of $400 million from the acceleration of tobacco securitization
proceeds offset by the projected decline of $205 million in other State funds.
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Miscellaneous receipts in State Funds are projected at $19.62 billion, an increase of
$5.62 billion (40.1 percent) from 2002-03. This increase is comprised of the net increase in
the General Fund described below augmented by the projected growth of $1.74 billion in
other State funds. Growth in other State funds includes higher receipts in transportation
($870 million), SUNY ($435 million), school aid ($113 million), CUNY ($87 million), and
modest increases in numerous other programs. The estimate represents an increase of
$197 million (1.0 percent) from the October Update. This increase from October is comprised
of the General Fund changes described above, offset by the $225 million decrease in State
Funds. This downward revision includes lower capital receipts estimates to conform with
OSC's accounting methods ($325 million), partially offset by higher than anticipated revenues
for CUNY ($141 million) and use of bond funds to support SUNY capital equipment spending
($66 million).

General Fund miscellaneous receipts for 2003-04 are estimated to reach $5.97 billion,
including $4.2 billion in tobacco securitization proceeds, an increase of $3.88 billion (65.0
percent) from 2002-03. With tobacco securitization proceeds excluded, miscellaneous
receipts are estimated to decrease by $321 million (15.4 percent) from 2002-03, largely due
to lower collections in unclaimed and abandoned property. This estimate is $423 million
above the October estimate, primarily the result of $400 million in tobacco securitization
proceeds which were originally deposited in 2003-04 and will be used as anticipated in
2004-05.

All Governmental Funds miscellaneous receipts for 2004-05 are projected to reach
$16.64 billion, a decrease of $3.10 billion (15.7 percent) from 2003-04. This decrease is
primarily due to the one-time receipt of tobacco bond proceeds in 2003-04 of $4.2 billion,
offset by projected growth of $779 million in other State funds.

Miscellaneous receipts in State Funds are projected at $16.52 billion in 2004-05, a decline
of $3.10 billion (15.8 percent) from the current year. This net decrease is comprised of the
decrease in the General Fund described above, offset by $779 million in State funds growth.
Growth in other State funds includes higher receipts in lottery for anticipated VLT proceeds
($240 million), increased provider assessments reflecting the proposed assessments on
nursing home, hospital and home care revenues ($258 million), and additional HCRA
financing of health care costs ($279 million).

General Fund miscellaneous receipts are projected to total $2.09 billion in 2004-05, a
decrease of $3.88 billion (65.0 percent) from the current fiscal year. This decrease is due
largely to the tobacco securitization proceeds described above. Excluding these proceeds,
General Fund miscellaneous receipts would increase by $317 million. This increase is due
primarily to increased collections of Licenses and Fees, and an additional payment of $100
million from PASNY to offset the remaining cost of the “Power for Jobs” program.

TRANSFERS FROM OTHER FUNDS
(millions of dollars)

Annual Percent

2003-04 2004-05 Change Change
PIT in Excess of Revenue Bond Debt Service 5,242 5,628 386 7.4
Sales Tax in Excess of LGAC Debt Service 1,944 2,047 103 5.3
Real Estate Taxes in Excess of CW/CA Debt Service 247 240 (7) 2.8
All Other Transfers 344 472 128 37.2
Total Transfers from Other Funds 7,777 8,387 610 7.8

Transfers to the General Fund from PIT receipts deposited to the RBTF in excess of debt
service payable on State PIT Bonds is projected at $5.63 billion, an increase of $386 million
from 2003-04. This increase is attributable to overall growth in personal income taxes,
partially offset by a $102 million increase in debt service costs on those bonds.
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The $103 million annual increase in transfers to the General Fund of sales tax receipts
deposited to the Local Government Assistance Tax Fund in excess of debt service due on
LGAC bonds is attributable to overall growth in sales tax receipts partially offset by a $16
million increase in debt service costs on LGAC bonds. These transfers are projected to total
$2.0 billion in 2004-05.

Transfers to the General Fund of receipts from the real estate transfer tax deposited to the
Clean Water/Clean Air (CW/CA) Debt Service Fund in excess of debt service due on those
general obligation bonds is projected to total $240 million, a decrease of $7 million from
2003-04. This decrease reflects overall growth in real estate transfer taxes, partially offset by
a $18 million increase in debt service costs.

All other transfers are projected to total $472 million in 2004-05, an increase of $127
million. This is due primarily to one-time fund sweeps ($91 million), a transfer from SUNY to
reimburse the General Fund for equipment costs ($90 million) and increased transfers from
the Waste Tire Management and Recycling program ($20 million), partially offset by a $59
million decrease in the transfer from the Environmental Protection Fund (EPF).

FEDERAL GRANTS
(millions of dollars)
Annual Percent
2003-04 2004-05 Change Change
General Fund 645 0 (645) (100.0)
State Funds 657 12 (645) (98.2)
All Governmental Funds 37,187 36,265 (922) (2.5)

All Governmental Funds Federal grants for 2003-04 are projected to reach $37.19 billion,
an increase of $3.94 billion (11.8 percent) from 2002-03. This increase primarily reflects
growth in federal spending in the following program areas: Medicaid ($2.44 billion), World
Trade Center pass-through costs ($885 million), and the increase in the General Fund
described below. The estimate represents an increase of $997 million (2.8 percent) from the
October Update consisting mainly of upward revisions to the estimates of Federal aid for
education ($518 million), Medicaid ($379 million), and children and family services ($142
million).

Federal Grants reported in State Funds are projected at $657 million in 2003-04, an
increase of $657 million from 2002-03. This increase reflects primarily the one-time Federal
revenue sharing payments received in 2003-04. This estimate has been revised modestly
from the October Update ($12 million).

Federal Grants in the General Fund are projected at $645 million in 2003-04, an increase
of $645 million from 2002-03. This increase reflects the one-time Federal revenue sharing
payments received in 2003-04. The estimate remains unchanged from the October Update.

All Governmental Funds Federal grants for 2004-05 are projected to reach $36.27 billion,
a decrease of $922 million (2.5 percent) from 2003-04. This decrease reflects primarily the
General Fund decrease of $645 million from the current fiscal year, augmented by the
decrease in World Trade Center pass-through costs ($200 million).

Federal Grants in State Funds are projected at $12 million, a decline of $633 million (96.3
percent) from the current year. This net decrease is comprised primarily of the decrease in
the General Fund described above.

There are no projected Federal Grants in 2004-05 in the General Fund, a decrease of

$645 million from the current fiscal year. This decrease reflects the loss of the one-time
Federal revenue sharing payments received in 2003-04.
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DISBURSEMENTS OUTLOOK
TOTAL DISBURSEMENTS
(millions of dollars)
Actual Actual
2003-04 2004-05 Annual Percent
Revised Proposed Change Change
General Fund 42,060 41,885 (175) (0.4)
State Funds 62,112 63,498 1,386 2.2
All Governmental Funds 98,293 99,806 1,513 15

The Financial Plan projections assume that the 2004-05 Executive Budget and all
accompanying proposals are enacted in their entirety. Absent the Executive Budget
recommendations designed to reduce the growth in annual spending, General Fund
spending would increase by more than $3 billion over 2003-04. (See “Sources of the 2004-
05 Budget Gap” earlier in this Overview.) The following charts show the budget spending
levels for 2004-05 by major function.

General Fund - $41.9 Billion State Funds - $63.5 Billion
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The major sources of annual spending changes between 2003-04 and 2004-05 (after
reflecting all Executive Budget recommendations) are summarized in the table below. The
2003-04 projected spending totals are consistent with the reporting of actuals by OSC.
Results within program areas (e.g. school aid, CUNY, Medicaid) are adjusted to eliminate the
impact of the 2002-03 payment deferrals described earlier and provide a comparable basis of
the annual change in each program area.
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SPENDING PROJECTIONS -- AFTER RECOMMENDED SAVINGS
MAJOR SOURCES OF ANNUAL CHANGE
(millions of dollars)
All
General Fund State Funds Gov::arnmental
unds
2003-04 Revised Estimate 42,060 62,112 98,293
Medicaid 373 672 738
Mental Hygiene 299 342 233
Debt Service 285 566 566
Employee Health Insurance 255 255 255
Higher Education 206 304 58
Pensions 184 184 184
School Aid 169 278 278
All Other (46) 685 1,101
2002-03 Payment Deferrals (1,900) (1,900) (1,900)
2004-05 Executive Budget 41,885 63,498 99,806
Annual $ Change (175) 1,386 1,513
Annual % Change (0.4%) 2.2% 1.5%

Primary sources of the annual change in projected disbursements are concentrated in the
major areas of spending as detailed below.

Medicaid
DEPARTMENT OF HEALTH MEDICAID SPENDING PROJECTIONS
(millions of dollars)
Adjusted Annual Percent
2003-04 2004-05 Change Change
General Fund 5,952 6,325 373 6.3
Other State Support 2,688 2,987 299 11.1
State Funds 8,640 9,312 672 7.8
Federal Funds 19,340 19,406 66 0.3
All Governmental Funds 27,980 28,718 738 2.6

Medicaid, the single most expensive program budgeted in New York State, finances
health care for low-income individuals, long-term care for the elderly, and services for
disabled individuals, primarily through payments to health care providers.

New York’s Medicaid program is financed jointly by the Federal government, the State,
and counties (including New York City). Total Medicaid financing (including administrative
costs) from all sources is projected to reach $42.7 billion in 2004-05, consisting of $21.9
billion in Federal support, $13.8 billion in State funding, and $7.0 billion in local government
financing. The Financial Plan does not include the local government share of Medicaid
funding, but does include the entire Federal share of the program.

Medicaid spending is budgeted principally in the Department of Health (DOH), but also
appears in the Office of Mental Health (OMH), the Office of Mental Retardation and
Developmental Disabilites (OMRDD), Office of Alcohol and Substance Abuse Services
(OASAS) and the State Education Department (SED). Projected Medicaid spending of
$28.72 billion in DOH consists of $19.4 billion in Federal Funds and $9.3 billion in State
Funds. Medicaid spending by other State agencies and administrative costs account for the
remaining $2.5 billion in Federal and $4.5 billion in State support.
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SOURCES OF ANNUAL SPENDING INCREASE/(DECREASE) IN DOH MEDICAID

(millions of dollars

General Fund

Other State
Supported Funds

Federal Funds

Inflationary/Utilization/All Other

619

(175)

1,050

Loss of Federal Matching Rate (FMAP)

(584)

Nursing Home IGT Phase Out

(112)

2003-04 Medicaid Cycle Delay

340

2004-05 Medicaid Cycle Delay

(270)

Assessments

429

Additional Support by HCRA

45

Pharmacy Cost Containment

(191)

All Other Cost Containment

(256)

State Takeover/Increased Support

89

Total Annual Change

299

66

Inflation/Utilization Growth/All Other: Projected growth of approximately 7.4 percent
reflects growth in medical cost inflation and utilization increases for hospitals, nursing homes,
managed care programs and prescription drugs. The total Medicaid caseload is projected at
3.7 million in 2004-05, an increase of 5 percent from the current fiscal year. Other changes
primarily include a “tobacco guarantee” payment to HCRA to replace the loss of revenue from
the securitization of tobacco proceeds ($118 million).

Loss of Federal Matching Rate (FMAP): Expiration in June 2004 of the temporary
15-month increase in FMAP for Medicaid costs results in higher General Fund costs ($390
million) and lower spending from Federal Funds ($584 million). Total projected DOH General
Fund savings from FMAP is $610 million in 2003-04 (another $80 million offsets in Mental
Hygiene Medicaid costs) decreasing to $220 million in 2004-05. The additional FMAP
support lowered Medicaid costs for the State and local governments by $1.01 billion in
2003-04 and provided $268 in resources to HCRA in 2003-04.

Nursing Home Intergovernmental Transfer (IGT) Phase Out: The planned phase-out of
nursing home intergovernmental transfers implemented in 2001-02 increases General Fund
costs by $90 million and reduces Federal Funds spending by $112 million (the remaining $22
million in costs accrue to local governments).

Cycle Payment Delays: The 2003-04 Enacted Budget deferred the last Medicaid cycle from
March 31, 2004 into the 2004-05 fiscal year, producing an annual increase of $170 million.
The 2004-05 Executive Budget continues this legislative action by delaying payment of the
March 30, 2005 Medicaid cycle until April 1, 2005 ($190 million).

Assessments: The Executive Budget proposes a restoration of a 0.7 percent assessment
on hospital and home care revenues and restoring the nursing home reimbursable
assessment from 5.0 percent to 6.0 percent of revenues in order to finance State Medicaid
spending. This recommendation lowers General Fund spending by $323 million and
increases costs in the Provider Assessment Special Revenue Fund by $429 million, which is
supported by the assessment revenues.

Additional Support by HCRA: Cost containment initiatives in FHP and the Child Health
Plus (CHP) program produce HCRA savings that will support additional General Fund
offloads related to pharmacy costs ($45 million). In addition, other proposed actions to
reduce costs of programs supported by HCRA and the receipt of FMAP moneys have
reduced the need for General Fund support for HCRA ($118 million).

Pharmacy Cost Containment: Several proposals to control the rising costs of prescription

drugs would reduce spending growth in the General Fund ($93 million) and Federal Funds
($191 million). These proposals include establishing a preferred drug program that requires
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manufacturers to provide higher rebates to the State to secure placement of drugs on a
preferred drug list; requiring prior authorization for certain high cost drugs; reducing pharmacy
reimbursement; and increasing pharmacy co-payments for Medicaid recipients.

All Other Cost Containment. Recommended actions reduce General Fund costs by $170
million and Federal Funds spending by $256 million. These actions include General Fund
reductions resulting from the elimination of various optional services provided to Medicaid
recipients ($32 million), the payment of Federal Medicare premiums by, and implementation
of a managed care program for, individuals who are dually eligible under both the Medicaid
and Medicare programs ($46 million), elimination of long-term care eligibility loopholes ($25
million), nursing home cost containment initiatives including the elimination of payment
“add-ons” for facilities with more than 300 beds and hospital-based facilities ($22 million),
continuing the reduced payment levels to counties for services provided to mentally disabled
individuals ($20 million), implementation of a case management program in partnership with
counties for certain high cost individuals ($8 million), and other cost containment initiatives.

State Takeover/increased Support: The 2004-05 Executive Budget includes higher
General Fund costs for the proposed multi year State takeover of local Medicaid costs of
long-term care services ($24 million) and a revision to the 1993 wage equalization factor used
in the calculation of nursing home reimbursement rates ($19 million).

School Aid
SCHOOL AID SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 12,361 12,530 169 1.4
Other State Support 1,911 2,020 109 5.7
State Funds 14,272 14,550 278 1.9
All Governmental Funds 14,272 14,550 278 1.9

School aid, the single largest program financed by the General Fund and State Funds,
helps support elementary and secondary education provided to New York pupils enrolled in
680 school districts throughout the State. State funding is provided to districts based on aid
formulas governed by statute and through reimbursement for various categorical programs.

On a school year basis (July 1 through June 30), support for general school aid is
recommended at $14.6 billion, an increase of $147 million (1.0 percent) over the current
school year. In addition to $14.6 billion for general school aid, the budget sets aside all
revenues from VLTs to support SBE requirements. Based upon VLT facilities now being
developed and new ones proposed with the Executive Budget, receipts are projected at $325
million in the 2004-05 school year, growing to $2 billion annually over the next five years. To
supplement the VLT revenues, New York City will also receive a separate $100 million SBE
matching grant ($70 million on a State fiscal year basis) as part of its general school aid.
General Fund spending in 2004-05 is projected at $12.53 billion on a State fiscal year basis.

The school aid recommendations to restrain spending growth include targeted reformsin
building aid, transportation aid and BOCES to generate savings of $186 million. Proposed
reforms would restrain cost increases for building aid ($62 million) and transportation aid ($52
million). Other building aid reforms include establishment of priority-based project selection; a
simplified State aid calculation; and a State clearinghouse for more efficient construction
practices. Transportation aid reforms build on recent reforms for State reimbursement of
school construction to reimburse costs consistent with the useful life of the assets. Other
actions in school aid that reduce General Fund costs include recovery of overpayments and
one-time State-supported bond financing of transportation capital costs as part of the
transition to the new reimbursement program.
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In addition, these recommendations include a Flex Aid program to provide school districts
with needed flexibility by consolidating seven separate categories of aid totaling nearly $10
billion into a single aid program.

The State Lottery Fund contribution is projected at $1.95 billion, an increase of $110
million in additional lottery revenues, including $43 million associated with proposed
enhancements to the Quick Draw program. In addition, $240 million is reserved from VLT
revenues ($325 million on a school year basis) to support SBE reforms.

In addition to the school year totals referenced above, Federal Funds also provide $2.89
billion in education funding to school districts in 2004-05. This spending includes support for
various programs such as: free and reduced price meals to low income children;
supplemental funding for educational services to low achieving students; special education
services to students with disabilities; professional development activities for teachers; and
programs that prevent school violence.

Welfare
WELFARE SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 1,379 1,423 44 3.2
State Funds 1,379 1,423 44 3.2
Federal Funds 2,049 1,979 (70) (3.4)
All Governmental Funds 3,428 3,402 (26) (0.8)

Welfare programs provide a wide range of benefits to poor families including cash
assistance grants, child welfare services, tax credits for eligible low-income workers, and
services that assist welfare recipients in securing and retaining employment. Funding is also
provided for local administration of welfare programs. Total welfare caseload is estimated at
653,041 in 2004-05, an increase of 36,201 from the current fiscal year. Federal assistance
consists of funds provided through the TANF block grant.

SOURCES OF ANNUAL SPENDING CHANGES IN WELFARE
(millions of dollars)
General Fund

Federal Funds

Caseload/Expenditure Growth 125
Loss of Offsets/TANF 322 (70)
Local Administration 74

TANF Reprogramming
Welfare Eligibility/Benefit Changes (77)
All Other (28)
Total Annual Change 44

(372)

(70)

Caseload/Expenditure Growth: Additional General Fund costs from caseload and
expenditure growth reflect a projected 4.7 percent increase in the family caseload, a 10
percent increase in the single adult/childless couples caseload, and 3 percent growth in
expenditures per person. Federal funding for welfare is a fixed amount provided through a
TANF block grant and does not increase or decrease based on changes in caseload or State
expenditures.

Loss of Offsets/TANF: 2004-05 General Fund increases resulting from the loss of TANF in
2003-04 ($322 million), include the one-time delay in the transfer of TANF funds to the Child
Care Block Grant and the availability of one-time unprogrammed TANF initiative funding. The
$70 milion decrease in Federal Funds primarily reflects this reduced Federal funding
available to support TANF-funded initiatives.
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Local Administration Funding: Additional General Fund costs reflect increased funding for
welfare employment and other initiatives ($63 million) and the use of one-time administration
credits in 2003-04 ($56 million), which are partially offset by the annualization of the reduction
in local administrative reimbursement enacted in 2003-04 ($45 million).

TANF Reprogramming: Actions proposed in the Budget will reprogram the remaining TANF
funds to reduce General Fund costs by reducing the TANF to Title XX transfer from 10
percent to 5 percent ($122 million); reprogramming unspent prior-year TANF initiative funding
($104 million); utilizing prior-year child care funding ($83 million); budgeting the minimum
TANF maintenance-of-effort level ($45 million); and reducing TANF for systems and other
program initiatives ($18 million).

Proposed Welfare Eligibility/Benefit Changes: The 2004-05 Executive Budget reduces
General Fund costs by $77 million through recommendations that would restructure welfare
eligibility requirements, require full family sanctions that eliminate benefits if adults do not
comply with mandated employment requirements, and impose a 10 percent reduction in
welfare benefits to longer term participants.

All Other: The remaining annual decrease in General Fund costs relates primarily to a
one-time prior year Federal settlement ($16 million), requiring a two-year limit on claiming
local administrative reimbursement and rescinding unspent prior year contract funding ($12
million).

Office of Children and Family Services

CHILDREN AND FAMILY SERVICES SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 1,261 1,309 48 3.8
Other State Support 36 50 14 38.9
State Funds 1,297 1,359 62 4.8
Federal Funds 1,865 1,716 (149) (8.0)
All Governmental Funds 3,162 3,075 (87) (2.8)

The Office of Children and Family Services (OCFS) provides child welfare services
including foster care, adoption, child protective services and childcare. The net decrease in
All Funds spending is attributable primarily to a reduction of the Federal TANF for Child Care
and Title XX program support ($150 million), partially offset by growth in State child welfare
costs for preventive services, child protective services, and adoption subsidies supported by
the General Fund ($48 million) and other State support ($14 million). In the General Fund,
the impact of the reduced TANF to Title XX transfer produces increased child welfare
spending by $58 million.

Mental Hygiene
MENTAL HYGIENE SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 2,127 2,426 299 141
Other State Support 458 501 43 9.4
State Funds 2,585 2,927 342 13.2
Federal Funds 2,661 2,552 (109) 4.1
All Governmental Funds 5,246 5,479 233 4.4

OMH, OMRDD and OASAS collectively provide a wide array of services to special needs
populations. Services are administered to individuals with mental ilinesses, developmental
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disabilities and/or chemical dependencies through institutional and community-based
settings. Many of these services are partially financed with State and Federal Medicaid
dollars.

Annual General Fund growth of $299 million is attributable primarily to increased State
Operations costs including payment of an “extra” institutional facilities payroll ($95 million),
local services and program enhancements including the OMRDD New York State - Creating
Alternatives in Residential Environments and Services (NYS-CARES) program and OMH
community-based housing initiatives ($85 million), and a reduction in available patient care
revenues, primarily as a result of nonrecurring debt management actions ($69 million) and
the expiration of the temporary 15-month increase in the Federal Medicaid matching rate ($40
million) used to support State Operations costs in the General Fund.

Absent proposed budget actions, mental hygiene agencies would have otherwise
experienced roughly double the projected General Fund growth of $299 million in 2004-05,
due mainly to the loss of nonrecurring offsets provided in 2003-04 by the temporary Medicaid
matching rate increase and debt service savings that permitted more patient income
revenues to be used for operations, and the extra institutional payroll due in 2004-05.
Recommended cost containment actions to restrict this growth include Federal, local and
third-party revenue maximization efforts primarily in the patientincome account ($165 million),
5 percent reductions in various local assistance programs ($32 million) and a variety of State
operations efficiencies ($56 million).

Higher spending of $43 million in other State-supported funds is attributable to growth in
OMRDD’s Provider of Services SRF that supports development under the NYS-OPTS (New
York State - Options for People Through Services) program.

The Federal Funds decline of $109 million primarily reflects an annual decrease in
available patient care revenues due to nonrecurring actions implemented in the current year,
including the Federal Medicaid matching rate ($40 million). This Federal Funds decline
results in higher General Fund costs as these resources are no longer available to reduce the
State’s cost of providing mental hygiene services in 2004-05.

Higher Education
HIGHER EDUCATION SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 2,467 2,673 206 8.4
Other State Support 3,637 3,735 98 2.7
State Funds 6,104 6,408 304 5.0
Federal Funds 428 182 (246) (57.5)
All Governmental Funds 6,532 6,590 58 0.9

Higher education includes operational and administrative costs for SUNY, CUNY and the
Higher Education Services Corporation (HESC) which is responsible for administering TAP
grant awards to income eligible students.
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SOURCES OF ANNUAL SPENDING CHANGE IN HIGHER EDUCATION
(millions of dollars)
Other State
General Fund Supported Funds Federal Funds

HESC Impact of TAP Roll 104

HESC Nonrecurring TANF Funds 246 (246)
SUNY/CUNY/HESC Support 139 25 0
SUNY/CUNY CC Base Aid (19)

SUNY/CUNY Equipment Bonding (37) 43

HESC/TAP Restructuring (227)

Capital Matching Grants 0 30 0
Total Annual Change 206 98 (246)

HESC Impact of TAP Roll: General Fund costs increase by $104 million in 2004-05 as a
result of legislative actions in the 2003-04 Enacted Budget that deferred TAP costs into
2004-05.

HESC Nonrecurring TANF Funds: TANF funding used in 2003-04 to finance the TAP
program is no longer available in 2004-05 and thus General Fund spending increases ($246
million) and Federal spending decreases ($246 million).

SUNY/CUNY/HESC Support: The 2004-05 Executive Budget provides funding for higher
costs at SUNY and CUNY for salaries and fringe benefits, community college enroliment
growth, inflationary increases and growth in the number of TAP recipients.

SUNY/CUNY Community College Base Aid: Base aid decreases by 5 percent or $115 per
student ($19 million).

SUNY/CUNY Equipment Bonding: The use of bond proceeds to support SUNY/CUNY
capital equipment purchases will reduce General Fund spending ($37 million) and increase
capital expenditures in the SRFs.

HESC/TAP Restructuring: Changes at HESC include the proposed restructuring of the
TAP program, which would defer one-third of each student’'s award until graduation as an
incentive for timely degree completion ($227 million).

Capital Matching Grants: The other funds increase reflects the first year of capital spending
under the new $350 million Capital Matching Grants Program for public and private colleges
and universities ($30 million).

Debt Service
DEBT SERVICE SPENDING PROJECTIONS
(millions of dollars)

Adjusted Projected Annual Percent

2003-04 2004-05 Change Change
General Fund 1,468 1,753 285 19.4
Other State Support 1,885 2,166 281 14.9
State Funds 3,353 3,919 566 16.9
All Governmental Funds 3,353 3,919 566 16.9

Debt Service Funds are the conduits through which the State pays debt service on all
State-supported bonds, including General Obligation bonds for which the State is
constitutionally obligated to pay debt service and bonds issued by State public authorities
(e.g., Empire State Development Corporation, Dormitory Authority, Thruway Authority, Local
Government Assistance Corporation) for which the State is contractually obligated to pay
debt service subject to an appropriation. Debt service is paid by transfers from the General
Fund, dedicated taxes and fees, and other resources such as patient income revenues.
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The growth in the General Fund is the result of increases in net debt service payments to
support capital projects for Corrections ($86 million), SUNY Educational Facilities ($71
million), CUNY ($68 million), the Metropolitan Transportation Authority (MTA) ($41 million)
and the Housing Finance Agency ($26 million), offset by modest reductions in other
programs. The increase in net debt service costs related to other State-supported funds is
also attributable to SUNY dormitory facilities ($32 million), Mental Hygiene facilities ($93
million), transportation ($70 million), economic development ($58 million) and educational
capital programs ($38 million).

Recommendations to generate savings include expanded use of variable rate debt,
increased use of swaps and other new refundings opportunities, streamlined approvals for
refundings, and generating lower costs through the flexible use of issuers in the PIT program.
Savings from these initiatives impact both spending and revenue in the General Fund by
lowering debt service costs and/or increasing transfers of dedicated taxes from debt service
funds.

General State Charges

GENERAL STATE CHARGES SPENDING PROJECTIONS
(millions of dollars)
Adjusted Projected Annual Percent
2003-04 2004-05 Change Change
General Fund 3,257 3,652 395 121
State Funds 3,670 4,114 444 121
All Governmental Funds 3,842 4,312 470 12.2

General State Charges (GSCs) account for the costs of fringe benefits to State
employees and retirees of the Executive, Legislative and Judicial branches, as well as for
taxes on public lands and litigation. The General Fund supports approximately 85 percent of
GSCs spending. Fringe benefit payments, many of which are mandated by statute or
collective bargaining agreements, include employer contributions for pensions, social
security, health insurance, workers’ compensation and unemployment insurance. Fixed
costs include State payments-in-lieu-of-taxes to local governments for certain State-owned
lands, and the costs of defending lawsuits against the State and its public officers.

Higher projected contributions to the New York State and Local Retirement Systems for
fiscal year 2004-05 are associated with prior year pension investment losses and the
expansion of retiree benefits. Baseline projections from OSC show an employer pension
contribution rate of 12.3 percent of payroll in 2004-05 that would produce an annual State
pension cost increase of $664 million (136.8 percent) in 2004-05. The Executive Budget
proposes a series of pension reforms that will moderate these costs and produce a total
employer pension contribution of $669 million, an annual increase of $184 million (37.9
percent).

Providing health insurance to State employees and retirees is projected to total $2.05
billion in 2004-05, an increase of $255 million. This is attributable primarily to underlying
growth of 13 percent in premium costs to cover the rising expense and utilization of employee
health care, including escalating prescription drug costs.

All Other
In addition to the programs described above, the Executive Budget includes funding for

Economic Development, Parks, the Environment, Public Health, Education, Public Protection,
General Government, the Judiciary, and various other programs.
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Other significant savings actions contained in this Budget, include:

e $150 million in recurring State operations efficiencies (across the remaining agencies
not discussed earlier) through continued application of a strict hiring freeze, savings
from contract reviews, elimination of inflationary increases, and maximization of non-
General Fund resources;

e Over $56 million in savings due to reductions in local public health programs and
maximization of HCRA. In addition, significant reforms are proposed in the Early
Intervention program that contribute savings in the outyears of the Financial Plan;

e $117 million in transportation savings by eliminating one-time legislative adds and
maximizing non-General Fund resources; and

e Savings from modest five percent reductions to a variety of local assistance
programs.

All other State Funds spending is projected to increase $685 million over the current fiscal
year. Growth in other State-supported spending includes economic development capital
projects ($320 million), capital projects related to the E-911 program ($100 million), increased
taxpayer participation and tax levy growth in STAR ($163 million), spending from the Indigent
Legal Services Fund ($31 million), and inflationary increases and higher enroliment in the
Elderly Pharmaceutical Insurance Coverage (EPIC) program ($73 million).

All Governmental Funds spending for these programs is projected to increase by $1.10
billion from the current fiscal year. This increase includes State Funds spending growth of
$685 million and higher Federal spending of $416 million for, among other things,
transportation-related capital projects ($172 million), implementation of the Help America Vote
Act of 2002 ($142 million), and reimbursement for World Trade Center costs ($200 million).

THE 2004-05 GOVERNMENTAL FUNDS FINANCIAL PLAN

The following sections summarize activity within the four major fund types that comprise
the All Governmental Fund type: General Fund, SRFs, Capital Projects Funds and Debt
Service Funds.

GENERAL FUND

The Financial Plan presentation of receipts and disbursement activity within each fund
type is detailed below.

Receipts Outlook

GENERAL FUND RECEIPTS
(millions of dollars)
2003-04 2004-05 Annual Change | Percent Change |
Personal Income Tax 15,791 18,520 2,729 17.3
User Taxes and Fees 7,897 8,340 443 5.6
Business Taxes 3,395 3,739 344 10.1
Other Taxes 784 762 (22) (2.8)
Miscellaneous Receipts 5,970 2,087 (3,883) (65.0)
Federal Grants 645 0 (645) (100.0)
Transfers From Other Funds 7,777 8,387 610 7.8
Total Receipts 42,259 41,835 (424) (1.0)

The State projects General Fund receipts of $41.83 billion in 2004-05, a decrease of $424
million (1.0 percent) from the current year. The decline in General Fund receipts is the result
of one-time revenues from tobacco securitization ($4.20 billion) and Federal revenue sharing
grants ($645 million) received in 2003-04 which will not recur in 2004-05. This is partially
offset by increased collections from PIT and sales and use taxes resulting from temporary tax
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actions taken in the 2003-04 Enacted Budget as well as underlying growth resulting from the
improving economic climate and the Refund Reserve transaction that moves $661 million in
PIT resources from 2003-04 to 2004-05.

More detail on the receipts outlook is provided earlier in this Overview, as well as in the
Explanation of Receipts Estimates later in this volume.

Disbursements Outlook

The State projects General Fund disbursements of $41.89 billion in 2004-05, a decrease
of $175 million (0.4 percent) from the current year. The change in General Fund
disbursements reflects higher spending in Grants to Local Governments, State Operations,
GSCs and Debt Service, partially offset by lower spending in Capital Projects and Transfers
to Other Funds (for a detailed discussion on annual changes in major spending areas please
see the 2004-05 Financial Plan section earlier in this Overview).

GENERAL FUND DISBURSEMENTS
(millions of dollars)

Projected Annual Percent

2003-04 2004-05 Change Change
Grants to Local Governments 29,311 28,455 (856) (2.9)
State Operations 7,055 7,251 196 2.8
General State Charges 3,257 3,652 395 12.1
Debt Service 1,468 1,753 285 194
Capital Projects 227 187 (40) (17.6)
Transfers to Other Funds 742 587 (155) (20.9)
Total Disbursements 42,060 41,885 (175) (0.4)

Grants to Local Governments

Grants to Local Governments include
financial aid to local governments and
non-profit organizations, as well as
entittement payments to individuals. The
most significant areas of spending in local ~ School Aid
assistance are for aid to public schools “
(44 percent) and for Medicaid (22 percent).
Other large areas of spending include mental
hygiene (6 percent), higher education
(6 percent), children and family services

Shares of $28.5B Local
Assistance Spending

Medicaid
22%

Welfare
4%
Mental

. Hygiene
Children and 6%

i Family
(4 percent), welfare assistance (4 percent), A Other_” igherEd  Services
general purpose aid to counties and 6% 4%

municipalities (3 percent), preschool special
education (3 percent), and public health
(2 percent).

Local assistance spending is projected to be $28.46 billion in 2004-05, a decrease of
$856 million (2.9 percent) from 2003-04. Spending growth of roughly $3.4 billion is offset by
the local assistance share of the 2002-03 payment deferrals ($1.8 billion) plus a combination
of recommended cost containment initiatives and the use of alternative financing sources
totaling nearly $2.5 billion, as described earlier. Reforms are proposed to continue to provide
planned fiscal relief to New York City while eliminating legal concerns associated with the
current linkage to LGAC. The recommendations would eliminate all impacts on LGAC, and
reduce total taxpayer costs (financed by both State and City taxpayers) by $1.9 billion,
through legislation authorizing a refunding of MAC debt for a period of 10 years rather than 30
years. The State would provide additional resources of $170 million annually to New York
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City to help them finance this refunding by directing certain State sales tax receipts previously
received by the State to New York City. In addition, the recommendations would generate
recurring savings to New York City of another $80 million through a variety of proposals.

Excluding payment deferrals, the annual increase in local assistance spending would be
$970 million and is primarily attributable to higher spending in Medicaid ($373 million), HESC
($176 million), school aid ($169 million), preschool special education programs ($89 million),
OCFS ($57 million) and mental hygiene ($55 million). These annual changes are discussed
in more detail earlier in this Overview under “The 2004-05 Financial Plan.”

State Operatlons Shares of $7.3B State Operations Spending

State Operations accounts for the cost

Legislature

of running the Executive, Legislative, and Elected/ Public
Judicial branches of government and is Judiciary e
projected to total $7.25 billion in 2004-05, 2% ’
an increase of $196 million (2.8 percent)

from the current year. Personal service A"f;;“*

costs (e.g., State employee payroll) ’

comprise 73 percent of State Operations B Vi Higher
spending and the remaining 27 percent " Mental Hygiene Education
represents non-personal service costs for 1% 12%

contracts, rent, supplies, and other
operating expenses.

The projected $196 million annual increase in State Operations costs includes higher
spending of $130 million for an extra institutional payroll occurring in 2004-05. Spending for
the Legislature and Judiciary is projected to remain unchanged.

Proposed savings initiatives designed to reduce annual spending growth associated with
performance advances and inflation include various revenue maximization initiatives ($171
million), and the continuation of the strict statewide hiring freeze and other actions to restrain
spending in agency operations ($142 million).

The revenue maximization efforts to finance State Operations spending include Federal
revenue initiatives in mental hygiene programs ($70 million) and extending current provisions
of the Motor Vehicle Insurance Fee to support State Police activities ($51 million). No general
salary increases are budgeted in either 2003-04 or 2004-05.

The State’s Executive agency All Funds workforce is projected to total 187,900 by the end
2004-05, level with the current year. Since 1994-95, the State workforce has declined by
approximately 23,300.

General State Charges

GSCs account for the costs of providing fringe benefits to State employees and retirees of
the Executive, Legislative and Judicial branches, as well as fixed costs for taxes on public
lands and litigation costs.

Spending for GSCs is projected to be $3.65 billion in 2004-05, an increase of $395 million
(12.1 percent) over the current year. This annual increase is due mostly to rising costs of
employee health benefits to $2.05 billion (an increase of $255 million) and higher costs
related to employer pension contributions to a level of $669 million (an increase of $184
million) after reflecting savings for proposed pension reforms. A more detailed discussion is
provided earlier in this Overview under "The 2004-05 Financial Plan."
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Transfers to Other Funds

Transfers to Other Funds is projected to total $2.53 billion in 2004-05, an increase of $90
million (3.7 percent) from the current year and include General Fund transfers to support debt
service ($1.75 billion), capital projects ($187 million), and other funds ($587 million), including
SUNY, banking services, and the Judiciary.

General Fund support for debt service is estimated to increase by $285 million (19.4
percent) to pay primarily for prior-year financings for CUNY, SUNY and correctional facilities
partially offset by savings from the use of variable rate and interest rate exchange
agreements to refund outstanding bonds and reduce borrowing costs.

The $40 million (17.6 percent) reduction in capital projects spending financed by the
General Fund primarily reflects the use of bond proceeds to finance SUNY capital costs
previously supported by the General Fund, as well as minor reestimates to other areas of
capital projects spending.

All other transfers are projected to decline by $155 million in 2004-05 due to a
nonrecurring transfer to the HCRA SRF that financed 2003-04 legislative restorations ($128
million) and the “doubling up” of 2002-03 and 2003-04 State subsidy payments to SUNY
hospitals in 2003-04.

SPECIAL REVENUE FUNDS

SRFs receive State and Federal revenues dedicated to finance specific activities. SRFs
are intended to be self-supporting with receipts equaling or exceeding disbursements. When
statutorily authorized, certain funds and accounts may borrow from the State's Short-Term
Investment Pool (STIP) to cover temporary cash shortfalls resulting from the timing of receipts
and disbursements (i.e., disbursements occurring prior to receipts being received).

SRF spending accounts for 51 percent of projected All Governmental Funds
disbursements in 2004-05. The SRFs have grown steadily as a percentage of All
Governmental Funds in recent years as the State continues to identify alternate funding
sources to support costs otherwise financed by the General Fund, and to maximize Federal
revenues where available.

Receipts
SPECIAL REVENUE FUNDS RECEIPTS
(millions of dollars)
Annual
2003-04 2004-05 Change
Taxes 4,458 4,784 326
Miscellaneous Receipts:
SUNY 2,240 2,303 63
Lottery 2,030 2,318 288
Indigent Care 901 876 (25)
HCRA 2,477 2,756 279
Provider Assessments 371 629 258
All Other 2,377 2,596 219
Total Miscellaneous Receipts 10,396 11,478 1,082
Federal Grants 34,921 34,425 (496)
Total Receipts 49,775 50,687 912

Total SRF receipts are projected to be $50.69 billion, an increase of $912 million (1.8
percent) from 2003-04. This growth is due primarily to increases in taxes ($326 million) and
miscellaneous receipts ($1.08 billion), partially offset by a decrease in Federal grants ($496
million), as detailed below.
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Taxes

Taxes dedicated to support programs funded in the SRFs total $4.78 billion in 2004-05,
an increase of $326 million (7.3 percent) over 2003-04, and primarily include STAR and mass
transportation programs. Taxes comprise 9 percent of total SRF receipts. The increase in
taxes is due to increased deposits into the STAR fund ($163 million), increased collections
from surcharges earmarked for the mass transportation funds ($118 million), and the
imposition of a new surcharge on sales tax, which will be deposited into the New York State
Wireless Telephone Emergency Service Account ($39 million).

Miscellaneous Receipts

Miscellaneous receipts comprise 23 percent of total SRF receipts and are projected to
total $11.48 billion in 2004-05, an increase of $1.08 billion (10.4 percent) from the current
fiscal year. These receipts include SUNY tuition, lottery receipts, transfers from the
"off-budget" HCRA pools, assessments on regulated industries, and a variety of fees and
licenses. Changes in miscellaneous receipts are generally consistent with the spending
changes in the major program areas described below with the exception of Medicaid, where a
nonrecurring General Fund transfer of $128 million in 2003-04 (rather than miscellaneous
receipts) supports legislative restorations.

Federal Grants

Federal grants are projected to total $34.43 billion, a decrease of $496 million (1.4
percent) from 2003-04. Federal grants comprise 68 percent of total receipts in the SRFs
primarily for health and welfare programs. The State is required to adhere to specific Federal
guidelines governing use of grant moneys. In most cases, the State finances programs in the
first instance, then receives reimbursement from the Federal government. In addition, the
State is subject to the Federal Cash Management Improvement Act, which imposes interest
penalties on the State if Federal Funds are not spent expeditiously. Federal reimbursement
is assumed to be received in the State fiscal year in which the spending occurs; however,
timing-related variances can produce temporary negative balances in these funds.

Changes to Federal grants correspond to changes in federally-reimbursed spending as
described below with the exception of the nonrecurring deposit of $289 million in Federal
Funds to support HCRA health care costs.

Disbursements
SPECIAL REVENUE FUNDS DISBURSEMENTS
(millions of dollars)
Annual State | Annual Federal

2003-04 2004-05 Change Change
STAR 2,835 2,998 163 0
Medicaid 22,028 22,393 299 66
SUNY 2,894 2,940 46 0
Education 2,823 2,889 (7) 73
Lottery 1,990 2,105 115 0
Welfare/OCFS 3,932 3,717 5 (220)
Transportation 1,650 1,750 100 0
World Trade Center 1,484 1,640 0 156
Labor 714 711 2 (5)
HESC 319 76 3 (246)
Child Health Plus (CHP) 745 809 25 39
EPIC 646 719 73 0
All Other 8,200 8,373 122 51
Total Disbursements 50,260 51,120 946 (86)
Annual % change 1.7%
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Disbursements from SRFs are projected to be $51.12 billion, an increase of $860 million
(1.7 percent) from 2003-04. Of this amount, $16.64 billion is supported by State revenues
and $34.48 billion is supported by Federal grants. Additional Federal grants support capital
spending for a grand total in Federal grants of $36.27 billion. The growth in SRF is
attributable primarily to projected spending increases in Medicaid, STAR, SUNY, education
and transportation programs, partially offset by the loss of TANF block grant funds that
support OCFS programs and TAP in 2003-04.

The following describes projected activity in the major SRFs in 2004-05, including sources
of funding, programs supported, and an explanation of annual growth or decline.

Medicaid: The SRF structure of Medicaid is detailed below. For a detailed discussion of the
annual changes in Medicaid, please refer to "the 2004-05 Financial Plan" section earlier in
this Overview.

e Federal Medicaid: The Federal Medicaid Fund accounts for the receipt and
disbursement of the Federal government’s share of direct payments made to health
care providers and reimbursement to local governments for the administrative costs
of the program. Federal support for the Medicaid program is projected to total $19.41
billion in 2004-05, which represents roughly 40 percent of total Federal SRF
spending.

¢ Indigent Care: The Indigent Care Fund receives revenue through transfers from the
Health Care Initiatives Pool, Bad Debt and Charity Care Pools, and the Tobacco
Control and Insurance Initiatives Pool. These HCRA pools are financed with taxes,
assessments and surcharges on hospital revenues and third-party payers. The
Indigent Care Fund makes Medicaid payments to providers and municipalities for the
cost of providing care to the uninsured. Total disbursements from the Indigent Care
Fund are estimated at $906 million in 2004-05, a decrease of $30 million from the
current year.

e Provider Assessments: This account, created in 2002-03, is currently financed by a
reimbursable assessment on nursing home revenues. The 2004-05 Executive
Budget proposes an increase in the Medicaid reimbursable assessment on nursing
home revenues from 5 percent to 6 percent and the restoration of a nonreimbursable
0.7 percent assessment on hospital and home care revenues. These assessments
are expected to generate $629 million to finance Medicaid.

e Health Care Reform Act Transfer: This fund is supported by transfers from the
Tobacco Control and Insurance Initiatives Pool and is used to finance a portion of the
State’s Medicaid program, including expansion of programs such as the FHP
program and the workforce recruitment and retention program. Spending from this
fund is projected to total $1.45 billion in 2004-05, an increase of $71 million over the
current year.

STAR: This fund receives PIT receipts dedicated to the STAR property tax relief program.
Spending for STAR is estimated at $3.0 billion in 2004-05, an increase of $163 million from
2003-04. STAR will provide $2.4 billion in local property tax relief for eligible homeowners
statewide. In addition, residents of New York City, who pay property, income, and other taxes
to fund City education services, will receive $560 million in City PIT reductions. Increased
participation by taxpayers and local tax levy growth are largely responsible for the higher
projected spending in 2004-05. The estimates include $20 million in savings from proposed
legislation that would cap school district spending.

Lottery: The Lottery Fund supports public elementary and secondary school education
through proceeds received from the sale of lottery tickets and the expected implementation of
VLTs at racetracks. The 2004-05 Executive Budget projects roughly $2.32 billion in total
lottery proceeds will be available to fund $2.19 billion of school aid costs and a reserve of
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$240 million ($325 million on a school year basis) from VLT proceeds to finance SBE. The
remaining $160 million supports administrative costs of operating lottery games. Lottery prize
money is held in a separate fiduciary account.

SUNY: SUNY receives revenues from tuition, third-party payers, room rents, user fees and
the Federal government which support the costs of operating hospitals, dormitories and
regular campus services. The University’s spending from SRFs is projected to total $2.94
billion in 2004-05, comprising of $2.77 billion in State funds and $172 million in Federal
Funds. Federal spending remains unchanged from 2003-04, but State spending is projected
to increase by $163 million.

Transportation: State funding for transit systems comprises the majority of transportation
SRF spending. Over $1.67 billion of 2004-05 transit aid is supported by taxes dedicated to
the Mass Transportation Operating Assistance (MTOA) Fund and the Dedicated Mass
Transportation Trust Fund. Total disbursements from transportation SRFs are projected to
be $1.75 billion in 2004-05, $100 million above the current year. This increase reflects the
shift of $50 million in transit local aid from the General Fund to the SRFs, and a scheduled
$46 million increase in capital support for the MTA from the Dedicated Mass Transportation
Trust Fund.

CHP: The CHP program finances health insurance coverage for children of low-income
families up to the age of 18. The 2004-05 Executive Budget projects total spending of $809
million, an increase of $64 million over 2003-04. Funding for this program comes from the
State ($375 million financed by transfers from the Tobacco Control and Insurance Initiatives
Pool) and Federal government ($434 million). The annual increase reflects shifting eligible
children currently covered under Medicaid into CHP.

EPIC: EPIC provides prescription drug insurance to low-income senior citizens. This
program is projected to cost $719 million in 2004-05, an increase of $73 million from 2003-04.
Projected EPIC spending in 2004-05 is supported by $494 million in State transfers from the
Tobacco Control and Insurance Initiatives Pool, $23 million in premiums/fees, and $202
million from manufacturer rebates.

Welfare: The State receives Federal welfare funding through the TANF block grant. In
2004-05, Federal welfare spending will total $1.98 billion, a decrease of $70 million from
2003-04, resulting primarily from the use of one-time available Federal funding to support
TANF-funded initiatives.

Education: Education spending in SRFs, including educational programs for disabled
children and disadvantaged pupils, is projected to total $2.89 billion in 2004-05. Increased
Federal funding of $73 million will provide additional resources to school districts for programs
that serve these students.

HESC: Federally-supported spending for HESC is projected to decrease by $246 million as a
result of the elimination of TAP financing with TANF block grant funds. The remaining
spending on student financial aid programs is supported by State and Federal sources ($66
million and $10 million, respectively).

OCFS: The State receives $1.72 billion in Federal funding for children and family services
from several sources including the TANF block grant, Title IV-E Foster Care and Adoption
Assistance Federal Payments, and the Title XX Social Services Block Grant. In 2004-05,
State and Federal spending for children and family services is projected to total $1.74 billion,
a decrease of $145 million from the current fiscal year. This decrease is attributable primarily
to a reduction in TANF block grant moneys available to support child care and locally
provided services to children and families.
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Labor: Labor programs are supported primarily by Federal grants and include job training
and re-employment services. Labor spending is estimated at $711 million in 2004-05 and
remains virtually unchanged from 2003-04 levels.

All Other: Spending for all other SRFs is projected to total $8.37 billion in 2004-05, an
increase of $173 million (2.1 percent) and primarily includes support for health care, public
protection and general government programs.

CAPITAL PROJECTS FUNDS

The Capital Projects Fund group accounts for spending from the Capital Projects Fund,
which is supported by a transfer from the General Fund, and spending from other funds for
specific capital purposes, including transportation, mental health, housing, public protection,
education and the environment. Those other funds include the Dedicated Highway and
Bridge Trust Fund, Mental Hygiene Capital Facilities Improvement Fund, Housing Assistance
and Housing Program Funds, the Correctional Facilities Capital Improvement Fund, the
SUNY Residence Hall Rehabilitation Fund, the Hazardous Waste Remedial Fund, and EPF.
Receipts from dedicated State taxes, miscellaneous receipts (which include proceeds from
State-supported bonds issued by certain State public authorities), and Federal grants finance
disbursements in the Capital Projects Fund group.

The following tables for Capital Projects Funds reflect an accounting adjustment for
capital projects activity because certain capital spending is not reported by OSC in actual
cash spending results, although it is reflected in the Generally Accepted Accounting
Principles (GAAP) Financial Statements. This spending is related to programs which are
financed in the first instance by bond proceeds, rather than with a short-term loan from the
General Fund. This includes capital spending for local transportation projects for the CHIPS
Program ($340 million), education projects for CUNY higher education facilities ($215 million),
SUNY Community Colleges and Dormitory Facilities ($125 million), the Department of Mental
Hygiene projects ($90 million) and a variety of economic development projects including the
Community Enhancement Facilities Assistance Program ($540 million). These receipts and
disbursements are included in this section in order to present a comprehensive picture of
State capital projects spending.

CAPITAL PROJECTS FUNDS RECEIPTS
(millions of dollars)
Annual Percent
2003-04 2004-05 Change Change
Taxes 1,752 1,806 54 3.1
Miscellaneous Receipts 3,685 3,741 56 1.5
Federal Grants 1,621 1,840 219 13.5
Total Receipts 7,058 7,387 329 4.7
Accounting Adjustment (995) (1,310) (315) (31.7)
Financial Plan Total 6,063 6,077 14 0.2

Taxes deposited to the Capital Projects Funds are projected to be $1.81 billion, an
increase of $54 million (3.1 percent) from 2003-04. This includes highway-related taxes
earmarked for the Dedicated Highway and Bridge Trust Fund and real estate transfer taxes
that are designated for the EPF. The $54 million increase is due solely to projected growth in
highway related taxes, as the EPF receives a statutory dedication of $112 million annually
from the Real Estate Transfer Tax.

Miscellaneous receipts include bond proceeds that finance capital projects across all

major functional areas, as well as other miscellaneous fees such as State park fees, industry-
specific environmental fees and receipts from the sale of surplus State land. Miscellaneous
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receipts are projected to total $3.7 billion, an increase of $56 million (1.5 percent) from
2003-04. The estimated growth reflects a $34 million increase in authority bond proceeds
and a projected increase of $22 million in other miscellaneous receipts.

Federal grants primarily support capital projects for transportation and the environment
and are estimated at $1.84 billion, an increase of $219 million (13.5 percent) over 2003-04.
Environmental grants are projected to remain unchanged, while grants for transportation and
the World Trade Center highway reconstruction increase by $219 million.

CAPITAL PROJECTS FUNDS DISBURSEMENTS
(millions of dollars)
Annual Percent
2003-04 2004-05 Change Change
Transportation 3,461 3,538 77 2.2
Parks and Environment 688 649 (39) (5.7)
Economic Development & Government Oversight 361 802 441 122.2
Health and Social Welfare 143 128 (15) (10.5)
Education 748 807 59 7.9
Public Protection 206 215 9 4.4
Mental Health 299 298 (1) (0.3)
General Government 80 185 105 131.3
Other 57 75 18 31.6
Total Disbursements 6,043 6,697 654 10.8
Accounting Adjustment (995) (1,310) (315) (31.7)
Financial Plan Total 5,048 5,387 339 6.7

The increase is attributable primarily to prior-year commitments in the areas of economic
development ($441 million) and general government for financing of local public safety
answering point equipment upgrades for wireless E-911 service ($100 million). See the
Capital Program and Financing Plan for more details on capital spending.

DEBT SERVICE FUNDS
DEBT SERVICE FUNDS RECEIPTS
(millions of dollars)

Annual Percent
2003-04 2004-05 Change Change

Taxes 8,039 8,657 618 7.7

Miscellaneous Receipts 694 647 (47) (6.8)

Total Receipts 8,733 9,304 571 6.5

This increase is attributable primarily to growth in dedicated State PIT receipts deposited
to the RBTF ($487 million). Similar increases are projected for sales and use taxes deposited
to the Local Government Assistance Tax Fund to support debt service on LGAC bonds ($120
million) and real estate transfer taxes deposited in the CW/CA Bond Debt Service Fund ($11
million). Receipts in excess of those required to satisfy the State’s debt service obligations
are transferred back to the General Fund. The projected decrease in miscellaneous receipts
of $47 million is attributable to reduced funding of the Debt Reduction Reserve Fund, offset
by a modest increase in receipts for health-related programs.

DEBT SERVICE FUNDS DISBURSEMENTS
(millions of dollars)

Annual Percent

2003-04 2004-05 Change Change
General Debt Service Fund 2,742 3,229 487 17.8
LGAC 296 312 16 5.4
Mental Health 166 259 93 56.0
All Other 149 119 (30) (20.1)
Total Disbursements 3,353 3,919 566 16.9
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This increase, which is explained in more detail earlier in this Overview, reflects the
growth in debt service costs after implementation of policy and statutory initiatives that have
resulted in debt service savings over the last several years. Projected debt service costs and
corresponding levels of State-supported debt outstanding are projected to remain within the
caps and limitations imposed by the Debt Reform Act of 2000. See the Capital Program and
Financing Plan for more details on debt projections.

FINANCIAL PLAN RESERVES AND RISKS

The State projects that balances in its principal reserves to guard against unbudgeted
risks will total $815 million at the close of 2003-04 will remain unchanged through 2004-05.
The reserves include $794 million in the TSRF (the State’s rainy day fund) and $21 million in
the CREF for litigation. To permanently improve the State’s reserve levels, the Executive
Budget includes legislation to gradually increase both the maximum size of the State’s rainy
day fund from 2 percent to 5 percent of General Fund spending, and the maximum annual
deposits from two-tenths of one percent to five-tenths of one percent of spending. Absent this
legislation, the State will reach its statutory maximum balance in the fund of 2 percent or $840
million with the next annual deposit.

The 2004-05 Financial Plan does not set aside specific reserves to cover potential costs
that could materialize as a result of adverse rulings in pending litigation, future collective
bargaining agreements with State employee unions, Federal disallowances, or other Federal
actions that could adversely affect the State's projections of receipts and disbursements.

The State is a defendant in several court cases that could ultimately result in costs to the
State Financial Plan. The most significant litigation is the State Court of Appeals ruling that
the State’s financing system for New York City public schools is unconstitutional. This ruling
directs the State to submit a remedy to the Court by July 30, 2004. The 2004-05 Executive
Budget provides $100 million in General Fund support and reserves all VLT revenues to
provide SBE funding while the Governor's Commission on Educational Reform outlines a
series of options for the State to consider. The VLT revenues are projected to increase from
$240 million in 2004-05 to $950 million in 2005-06 and $1.3 billion in 2006-07.

Other litigation includes ongoing claims by several Indian Nations alleging wrongful
possession of lands by the State and several counties, as well as claims involving the
adequacy of shelter allowances for families on public assistance. The State has implemented
a court-ordered increase in the shelter allowance schedule for public assistance families that
became effective on November 1, 2003. The Court has also directed the parties to return on
March 30, 2004 for further proceedings. For a complete summary of significant litigation
affecting the State, please refer to the State’s Annual Information Statement, as updated.

The State is negotiating new labor contracts with several State employee unions. The
recently expired four-year agreements included a $500 nonrecurring lump sum payment and
salary increases of 3.0 percent in 1999-2000 (effective mid-year), 3.0 percentin 2000-01 and
3.5 percent in 2001-02 and 2002-03, at a cost to the General Fund of approximately $2.5
billion over the life of the agreement. Each future one percent salary increase would cost the
General Fund roughly $75 million annually.

The Federal government is currently auditing Medicaid claims submitted since 1993
under the school supportive health services program. At this point, these audits have not
been finalized, and, as a result, the liability of the State and school districts for any
disallowances cannot be determined. Federal regulations include an appeals process that
could postpone repayment of any disallowances. The Financial Plan assumes the Federal
government will fully reimburse these costs.
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In addition, through December 2003, a portion of Federal Medicaid payments related to
school supportive health services have been deferred by the Federal Centers for Medicare
and Medicaid Services pending finalization of audits. Since the State has continued to
reimburse school districts for these costs, these Federal deferrals, if not resolved, could
negatively impact future health care spending.

In December 2003, the State received partial Federal approval of the Medicaid State Plan
Amendment necessary to make disproportionate share hospital (DSH) payments over two
years to public hospitals throughout the State, including the New York City Health and
Hospital Corporation (HHC), SUNY and other State and county operated hospitals. Although
full payment for SUNY and State-operated hospitals was secured with the initial approval, the
State continues to seek Federal approval of the balance of anticipated payments totaling
roughly $1.3 billion for HHC and other county hospitals. Failure of the Federal government to
approve these remaining payments could have an adverse impact on the State’s health care
financing system.

CASH FLOW

In 2004-05, the General Fund is projected to have quarterly balances of $2.0 billion in
June, $2.20 billion in September, $1.22 billion by the end of December, and $964 million at
the end of March. The lowest projected month-end cash flow balance other than March is
$1.2 billion in December. The 2004-05 General Fund cash flow estimates assume the
Executive Budget is enacted on time and in its entirety.

OSC invests General Fund moneys, bond proceeds, and other funds not immediately
required to make payments through STIP, which is comprised of joint custody funds
(Governmental Funds, Internal Service Funds, Enterprise Funds and Private Purpose Trust
Funds), as well as several sole custody funds including the Tobacco Settlement Fund.

OSC is authorized to make temporary loans from STIP to cover temporary cash shortfalls
in certain funds and accounts resulting from the timing of receipts and disbursements. The
Legislature authorizes the funds and accounts that may receive loans each year, based on
legislation submitted with the Executive Budget. Loans may be granted only for amounts that
the Director of the Budget certifies are “receivable on account” or can be repaid from the
current operating receipts of the fund (i.e., loans cannot be granted in expectation of future
revenue enhancements). In addition, the 2003-04 Enacted Budget included legislation that
expires on March 31, 2004 permitting OSC to temporarily loan balances in other funds to the
General Fund within any month. This authorization was utilized on September 12 and 15,
2003 to support intra-month cash flow needs; however, as required under the legislation, the
General Fund ended September 2003 with a positive cash balance of $2.6 billion. The
2004-05 Executive Budget includes legislation to permanently extend this authorization.

OSC makes repayment of such loans from the first cash receipts into the fund. Fund
balances outside the General Fund are presented on a net basis, i.e., they are reduced by
the amount of outstanding temporary loans from the State's STIP. The total outstanding loan
balance at March 31, 2003 was $1.68 billion. The sources of this outstanding loan balance
include timing-related delays in the receipt from Federal Funds and the sale of bonds used to
finance capital projects, a delinquent SUNY hospital loan, and unreimbursed costs related to
the Office for Technology Internal Service funds.

GAAP-BASIS FINANCIAL PLANS

In addition to the cash-basis Financial Plans, the General Fund and All Governmental
Funds Financial Plans are prepared on a Generally Accepted Accounting Principles basis
(GAAP) in accordance with Governmental Accounting Standards Board (GASB) regulations.
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Tables comparing the cash basis and GAAP basis General Fund Financial Plans are
provided at the end of this Overview. The GAAP projections for both years are based on the
accounting principles applied by the State Comptroller in the financial statements issued for
2002-03. They reflect the impact of GASB Statement 34 which has significantly changed the
presentation of GAAP financial information for State and local governments. The changes are
intended to portray the State’s net overall financial condition, including activities that affect
State assets and liabilities during the fiscal year. The GASB 34 results for 2002-03 show the
State in a net positive overall financing condition of $42.40 billion.

In 2003-04, the General Fund GAAP Financial Plan shows total revenues of $37.31
billion, total expenditures of $43.41 billion, and net other financing sources of $7.43 billion,
resulting in an operating surplus of $1.33 billion. This operating result reflects the receipt of
the tobacco bond proceeds originally anticipated in 2002-03 but received in 2003-04, and the
cash surplus in 2003-04. As a result, the accumulated deficit is expected to improve from
$3.32 billion at the end of 2002-03 to an accumulated deficit of $1.99 billion at the end of
2003-04.

In 2004-05, the General Fund GAAP Financial Plan shows total revenues of $35.65
billion, total expenditures of $43.97 billion, and net other financing sources of $7.63 billion,
resulting in an operating deficit of $691 million due to the use of 2003-04 cash reserves in
2004-05. The accumulated deficit is projected at $2.68 billion at the end of 2004-05, an
improvement of $641 million from the 2002-03 actual results.

GENERAL FUND FINANCIAL PLAN OUTYEAR PROJECTIONS

At the beginning of the 2004-05 budget cycle, the State faced potential budget gaps of
$6.7 billion in 2005-06 and $7.8 billion in 2006-07. The 2004-05 Executive Budget
recommendations reduce the gaps by proposing roughly $3.5 billion in recurring savings.
The gaps assume the Legislature will enact the 2004-05 Executive Budget and
accompanying legislation in its entirety, and do not include any funding for possible collective
bargaining salary increases or productivity savings.

OUTYEAR SAVINGS FROM 2004-05 EXECUTIVE
BUDGET RECOMMENDATIONS
(millions of dollars)

2005-06 2006-07
Projected Base Level Gaps (6,727) (7,805)
Spending Actions 2,495 2,199
Revenue Proposals 1,163 1,118
Nonrecurring Actions 219 139
Remaining Gaps (2,850) (4,349)

The statewide austerity measures limiting discretionary spending, travel, and low-priority
capital spending will remain in force, and all State agencies will continue to operate under a
hiring freeze, consistent with existing guidelines. State agencies will continue to identify
opportunities where agencies, through increased administrative flexibility, statutory changes
or other means, can achieve greater productivity, improve services, and reduce costs to help
lower the outyear budget gaps.
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OUTYEAR RECEIPTS

GENERAL FUND RECEIPTS
(millions of dollars)

2005-06 Percent Change 2006-07 Percent Change
Personal Income Tax (PIT) 18,864 1.9 19,685 4.4
PIT Adjusted for Refund Reserve 18,899 6.0 19,727 4.4
User Taxes and Fees 7,963 (4.5) 8,176 2.7
Business Taxes 3,890 4.0 3,967 2.0
Other Taxes 820 7.6 878 71
Total Taxes 31,537 0.6 32,706 3.7
Total Taxes Adjusted for Refund Reserve 31,572 29 32,748 3.7
Miscellaneous Receipts 1,989 (4.7) 1,821 (8.4)
Total Transfers from Other Funds 8,461 0.9 8,699 2.8
Total Receipts 41,987 0.4 43,226 3.0
Total Receipts Adjusted for Refund Reserve 42,022 2.1 43,268 3.0

General Fund receipts are estimated at $41.98 billion in 2005-06 and $43.27 billion in
2006-07. Receipts growth is expected to exceed historical averages as is typical of an
economy in its expansionary stages. Tax receipts adjusted for Refund Reserve transactions,
are expected to increase by 2.9 percent in 2005-06 and 3.7 percent in 2006-07. The reduced
increases in both years reflect the phase-out of temporary tax increases in PIT and sales tax.
Adjusting for the impact of law changes, tax receipt growth is expected to average 5 percent.
The growth in tax receipts is consistent with a forecast of US and New York economic
recovery extending into 2005 and 2006 and continued profitability in the financial services
sector of the economy. A more detailed comparison of historical and projected growth rates
for tax receipts is contained in the Explanation of Receipts Estimates section later in this
volume.

Personal Income Tax

In general, income tax growth for 2005-06 and 2006-07 is governed by projections of
growth in taxable personal income and its major components, including wages, interest and
dividend earnings, realized taxable capital gains, and business net income and income
derived from partnerships and S Corporations.

PIT receipts are projected to increase to $18.86 billion in 2005-06. The modestincrease
from 2004-05 largely reflects growth in underlying liability, offset by the phase out of the 2003
surcharge in tax year 2006. In addition, receipts are reduced by the incremental value of the
STAR tax reduction program.

PIT receipts for 2006-07 are projected to increase by more than $800 million to $19.69
billion.

Wages are estimated to continue to improve steadily in 2005-06 and 2006-07, reflecting
stronger employment growth, increases in bonuses paid, and the continuing return to
normalcy after the 2001 World Trade Center attack.

Realized capital gains are expected to return to a robust level of growth in 2005 and 2006.
This growth represents the continuation of the recovery of the stock market from the anemic
period of 2001 through 2003.

The 2005-06 and 2006-07 projections also assume increases in the other major
components of income, consistent with continued growth in the overall economy. The
Explanation of Estimated Receipts Economic Backdrop section contains a more detailed
discussion of these estimates.
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There is significant uncertainty associated with the forecast of the outyear income
components. In many cases, a reasonable range of uncertainty around the predicted income
components would include a significant range around outyear income tax estimates.

User Taxes and Fees

Receipts from user taxes and fees are estimated to total $7.96 billion in 2005-06, a
decrease of $377 million from 2004-05. The decrease is due to the scheduled decline in the
State sales tax rate from 4.25 percent to 4 percent on June 1, 2005, and the loss of $170
million in receipts due to changes in the State sales tax base in New York City associated
with the proposed MAC refinancing, offset in part by expected growth in the sales tax base.

User taxes and fees receipts are expected to grow to $8.18 billion in 2006-07. The
economy is expected to be growing at trend rates over this period, resulting in sales tax
growth more in line with historical averages. This is expected to resultin underlying growth in
the sales tax base of 4 percent to 5 percent.

Business Taxes

Business tax receipts are expected to increase to $3.89 billion in 2005-06. This is
primarily due to the anticipated growth in corporate and bank profits, as well as the continued
growth in insurance premiums. Receipts are projected to increase to $3.97 billion in 2006-07
reflecting continued modest increases in underlying liability.

Other Taxes

The receipts from other taxes are expected to increase to $820 million in 2005-06, which
reflects the expected growth in stock market prices on the value of taxable estates. In
2006-07, receipts rise to $878 million, reflecting the expectation of continued growth in estate
tax liability.
Miscellaneous Receipts

Miscellaneous Receipts for 2005-06 are estimated to be $1.99 billion. Receipts in this
category are projected to be $1.82 billion in 2006-07.

TRANSFERS FROM OTHER FUNDS
(millions of dollars)
2005-06 2006-07
PIT in Excess of Revenue Bond Debt Service 5,820 5,985
Sales Tax in Excess of LGAC Debt Service 2,085 2,152
Real Estate Taxes in Excess of CW/CA Debt Service 245 255
All Other Transfers 311 307
Total Transfers from Other Funds 8,461 8,699

Transfers from other funds are estimated to grow to $8.46 billion in 2005-06 and $8.70
billion in 2006-07. Both the 2005-06 and 2006-07 projections reflect growth in the dedicated
portions of PIT, sales tax and the real estate transfer tax, which comprise a significant portion
of transfers from other funds each year. The growth of $74 million in 2005-06 is due to
projected growth in income, sales and real estate taxes, offset by net increases in debt
service related to PIT Revenue Bonds, LGAC Bonds and CW/CA General Obligation debt
service of $180 million. The growth of $238 million in 2006-07 is due to growth in income,
sales and real estate taxes, offset by net increases in debt service related PIT Revenue
Bonds, LGAC Bonds and CW/CA General Obligation debt service of $164 million.
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OUTYEAR DISBURSEMENTS

GENERAL FUND DISBURSEMENTS
(millions of dollars)
2005-06 2006-07
Total Disbursements 44,987 47,575

Absent additional spending controls greater than those proposed in the 2004-05
Executive Budget, DOB currently projects that General Fund spending would grow by $3.10
billion (7.4 percent) in 2005-06 and $2.59 billion (5.8 percent) in 2006-07. The primary
sources of this growth are itemized in the table below, and are described in further detail
following the table.

PROJECTED ANNUAL SPENDING GROWTH
(millions of dollars)

2005-06 2006-07
Medicaid (including tobacco guarantee) 1,411 1,249
Welfare 366 225
School Aid (excluding SBE reserve) 214 285
Mental Hygiene 100 53
All Other Local Assistance 252 50
Employee Health Insurance 335 309
Pensions 237 174
State Operations 191 234
Debt Service 97 (24)
All Other (101) 33
Total Annual $ Growth 3,102 2,588
Total Annual % Growth 7.4 5.8

GRANTS TO LOCAL GOVERNMENTS
(millions of dollars)
2005-06 2006-07
Grants to Local Governments 30,798 32,660

Local assistance spending is projected to increase by $2.34 billion (8.2 percent) in
2005-06 and another $1.86 billion (6.0 percent) in 2006-07, primarily attributable to growth in
the areas of Medicaid, welfare, and school aid.

General Fund spending for Medicaid is expected to grow by $1.41 billion in 2005-06 and
another $1.25 billion in 2006-07. This increase is attributable largely to inflationary and
utilization growth of $721 million in 2005-06 and $837 million in 2006-07 on the State’s gross
share of Medicaid costs totaling roughly $10 billion, which represent projected underlying
growth of approximately 7.5 percent. These estimates are based on programmatic trends
experienced in New York State’s Medicaid program and the Congressional Budget Office
national average projections. The remaining growth is attributable primarily to the loss of
nonrecurring financing sources in 2004-05 including Federal FMAP ($220 million), payment
of the March 30, 2005 cycle payment in 2005-06 ($190 million), and increased General Fund
support over the two years for HCRA including the repayment of a 2002-03 loan ($200
million) and planned “tobacco guarantee” payments in 2006-07 ($435 million).

Welfare spending is projected to increase by $366 million (34 percent) in 2005-06 and by
another $255 million (16 percent) in 2006-07 due to projected increases in family caseload
(4.7 percent), the single adult/childless couples caseload (10 percent), and growth in
expenditures per person (3 percent).

General school aid on a school year basis is projected to grow approximately $350 million
(2.4 percent) in 2005-06 and $235 million (1.6 percent) in 2006-07. The general school aid
projections assume growth in expense-based programs, and reflect the impact of
recommended reforms to building aid, ongoing limits in transportation aid and maintenance of
current levels for most other aid categories. On a state fiscal year basis, school aid spending
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is projected to grow by approximately $214 million (1.7 percent) in 2005-06 and $285 million
(2.2 percent) in 2006-07. However, the SBE reserves (financed with VLT revenues), are not
yet included in these spending totals, and would add an estimated $950 million in fiscal year
2005-06 and $1.30 billion in 2006-07.

Mental hygiene programs are projected to increase by $100 million (6.2 percent) in
2005-06 and an additional $53 million (3.1 percent) in 2006-07. This growth is primarily
attributable to bed development for community mental health services and OMRDD
NYSCARES programs that provide services to the mentally ill and mentally retarded and
developmentally disabled populations.

All other local assistance programs increase by $252 million (3.6 percent) in 2005-06 and
by $50 milion (0.7 percent) in 2006-07. This two-year increase is largely due to
programmatic growth in higher education costs primarily for payments to CUNY ($150
million), funding for ESDC economic development programs ($75 million), children and family
services ($74 million), and preschool special education ($96 million) and various other
programmatic growth across all other agencies. These increases are partially offset by
reduced funding for community projects ($150 million) and the phase of the final payments to
the City of Yonkers relating to a court ordered settlement ($35 million).

STATE OPERATIONS
(millions of dollars)
2005-06 2006-07
State Operations 7,442 7,676

State Operations spending is expected to increase by $191 million, or 2.6 percent, in
2005-06 and $236 million (3.2 percent) in 2006-07. The growth in State Operations spending
is due to normal salary step increases and increases for non-personal service costs (valued
at roughly $125 million) and the decline in resources used to offset spending in the General
Fund valued at roughly $175 million in 2005-06 and $100 million in 2006-07. The annual
growth in 2005-06 is reduced by the loss of the extra institutional payroll in 2004-05. No
general salary increases or productivity savings are budgeted in either 2005-06 or 2006-07.

GENERAL STATE CHARGES
(millions of dollars)
2005-06 2006-07
General State Charges 4,109 4,612

GSCs are expected to increase by $457 million (12.5 percent) in 2005-06 and another
$503 million (12.2 percent) in 2006-07 to finance anticipated cost increases in pension and
health insurance benefits for State employees and retirees. Prior year pension fund
investment losses are expected to increase the employer contribution rate to the New York
State and Local Retirement Systems from 6.5 percent in 2004-05 to 8.6 percent of employee
salaries in 2005-06 and 10.6 percent in 2006-07. These rates, which assume the 2004-05
Executive Budget pension reform recommendation are enacted, will still require additional
State spending of $237 million in 2005-06 and another $174 million in 2006-07, for a total of
$1.08 billion by 2006-07. Spending for employee health care costs is expected to increase by
$335 million in 2005-06 and another $309 million in 2006-07 for a total of $2.70 billion in
2006-07. This funding level assumes 15 percent annual premium trend increases, and does
not incorporate any potential productivity savings or other changes to existing labor contracts.

TRANSFERS TO OTHER FUNDS
(millions of dollars)
2005-06 2006-07
Debt Service 1,850 1,826
Capital Projects 201 204
All Other 587 597
Total Transfers to Other Funds 2,638 2,627
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Transfers to the Debt Service Funds increase by $97 million in 2005-06 and decrease by
$24 million 2006-07. The change in debt service in the outyears is due primarily to the loss of
refunding savings that occurred in the prior years and the use of PIT revenue bonds to
finance the debt service costs for capital projects previously financed by the General Fund
transfer.

Capital projects transfers are projected to increase by $14 million in 2005-06 and $3
million in 2006-07. These increases reflect routine reestimates based upon projected
program activity.

All other transfers are projected to remain virtually unchanged through 2006-07.

HEALTH CARE REFORM ACT

In accordance with Chapters 62 and 686 of the Laws of 2003, the following provides the
Financial Plan information regarding HCRA receipts and disbursements for 2004-05. As
required, the estimates of receipts and disbursements are detailed on a quarterly basis.

OVERVIEW

In 1996, New York enacted landmark health care reform legislation — HCRA — that
replaced the hospital reimbursement system established in 1983 with a deregulated system
for most non-Medicare payers. This Act was designed to improve the fiscal health of
hospitals and ensure that affordable and quality health care coverage was available to all
New Yorkers. The Act was subsequently extended and modified in both 2000 and 2002 to
expand CHP, initiate both FHP and Healthy New York, and provide needed funding to attract,
train and recruit a high quality health care workforce. Last year (2003), this legislation was
extended through June 30, 2005.

Historically, HCRA cash balances have been significant because the revenues have
generally accumulated as anticipated, but the programs often took longer to implement and
reach projected expenditure levels. The HCRA cash balance on December 31, 2001 was
$1.93 billion, as certified in an audit completed by Fust Charles Chambers, LLP. Since then,
spending levels in many major programs, such as FHP and EPIC, have significantly
increased, outpacing the growth in recurring revenues. As a result, the HCRA cash balance
as of April 1, 2004 is projected to be $406 million.

Chapters 62 and 686 of the Laws of 2003 also created the Tobacco Revenue Guarantee
Fund which provides for replenishment by the General Fund of revenues up to the level of
tobacco settlement dollars otherwise available to HCRA had these revenues not been
securitized.

To mitigate HCRA's reliance on the General Fund and to improve the fiscal viability of
HCRA in the outyears, a series of cost savings actions are proposed that produce a State
Financial Plan benefit of more than $240 million in 2004-05. These proposals include actions
that: reduce the cost of the EPIC program; bring FHP coverage more in line with that offered
by private insurance policies; maximize the use of Medicaid dollars in the financing of
Graduate Medical Education costs; and eliminate two unnecessary insurance pilot programs.

HCRA RECEIPTS
Public Goods Pool Receipts are estimated to total $2.20 billion in 2004-05. The sources

of receipts include surcharges and assessments on hospital revenues, and a covered lives
assessment that is paid by insurance carriers.
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Tobacco Control and Insurance Initiatives Pool Receipts are projected to accumulate to
$2.23 billion in 2004-05. These receipts are comprised of a portion of cigarette tax revenues,
proceeds from insurance conversions, Federal revenues received with the renewal of the
State’s Medicaid managed care waiver and Federal relief associated with the World Trade
Center disaster.

HCRA DISBURSEMENTS

Nearly three-quarters of HCRA disbursements (including indigent care) are appropriated
in the State Budget. Total disbursements of $4.37 billion are projected in 2004-05. Major
disbursement categories include: hospital indigent care; EPIC; Graduate Medical Education;
CHP; FHP; provider workforce recruitment and retention funds paid through Medicaid rates;
and transfers to accommodate various Medicaid and public health costs.

Additional detail on quarterly receipts and disbursements is contained in the Financial
Plan tables later in this Overview. Based on the Executive Budget's recommendations, the
cash balance at the end of 2004-05 will be $475 million, declining to approximately $150
million on June 30, 2005, when the HCRA statute expires.

HISTORICAL FINANCIAL PLAN DATA

The following tables illustrate historical trends in the areas of spending, reserves,
government workforce, debt levels, tax collections, pensions, credit ratings, and
demographics. The information is meant to aid readers in understanding changes in State
finances over time and in comparison to other states.
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New York's General Fund Growth
Below National Average Since 1995-96

43 ONew York

E Other 49

Percent

1995-96 to 2003-04 2000-01 to 2003-04 2002-03 to 2003-04

Notes: Growth measured for other states using the median of the average annual change rate for the other 49 states. Fiscal years 2002-03 and
2003-04 revised are the latest years for which comparative data are available. Spending in 2002-03 and 2003-04 is adjusted for $1.9 billion in
payment delays as a result of deferred tobacco securitization proceeds. Sources: NYS Division of the Budget & National Association of State
Budget Officers.

Since 1995, average annual spending growth in the General Fund has been lowerin New
York than in the other 49 states. However, in the most recent year for which comparable data

is available, other states have pared back General Fund spending significantly and grew at
approximately the same rate as New York.

New York's All Funds Growth Below LINew York
National Average Since 1995-96

B Other 49

6.8 7.0

Percent

1995-96 to 2002-03 2000-01 to 2002-03

Notes: Growth measured for other states using the median of the 49 state annual percent changes. Fiscal years 2001-02 and 2002-03 are the
latest years for which comparative data are available from other states. Spending in 2002-03 and 2003-04 is adjusted for $1.9 billion in payment
delays as a result of deferred tobacco securitization proceeds. Sources: NYS Division of the Budget and National Association of State Budget
Officers.

2001-02 to 2002-03

Since 1995, average annual spending growth for All Funds has been lower in New York
than in the other 49 states. However, in recent years New York’s All Funds spending has

grown above the national median, primarily reflecting increased Federal Funds spending for
World Trade Center relief efforts, Medicaid, and welfare.
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Sources of General Fund Spending Growth
Ten-Year and Five-Year Growth Trends

1994-95 Spending
School Aid

Gen State Charges
Corrections

Medicaid

Judiciary

Pre-K Special Education
Mental Health

Public Health
Children and Families
Debt Service

Housing

Motor Vehicles
Transportation
Welfare

All Other (Net)
2004-05 Spending

Dollar Change
Percent Change

Ten-Year Growth

1999-00 Spending
School Aid

General State Charges
Medicaid

Corrections

Children and Families
Judiciary

Mental Health

Pre-K Special Education
State University
Mental Retardation
Motor Vehicles
Welfare
Transportation

Debt Service

All Other (Net)
2004-05 Spending

Dollar Change
Percent Change

Share of
General Fund Growth
33,399
4,415 52.0%
1,435 16.9%
478 5.6%
447 5.3%
425 5.0%
370 4.4%
313 3.7%
298 3.5%
266 3.1%
145 1.7%
(47) -0.6%
(107) -1.3%
(470) -5.5%
(1,114) -13.1%
1,632 19.2%
41,885
8,486
25.4%
Five-Year Growth
Share of
General Fund Growth
37,170
1,913 40.6%
1,566 33.2%
542 11.5%
285 6.0%
251 5.3%
230 4.9%
227 4.8%
177 3.8%
145 3.1%
101 2.1%
(118) -2.5%
(198) -4.2%
(220) -4.7%
(489) -10.4%
303 6.4%
41,885
4,715
12.7%

Source: NYS Division of the Budget
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Sources of State Funds Spending Growth
Ten-Year and Five-Year Growth Trends

Ten-Year Growth

Share of
State Funds Growth

1994-95 Spending 42,560

School Aid 5,274 25.2%
STAR 2,998 14.3%
Medicaid 2,848 13.6%
General State Charges 1,774 8.5%
Public Health 1,556 7.4%
Debt Service 1,537 7.3%
State University 1,511 7.2%
Judiciary 538 2.6%
Economic Development 501 2.4%
Transportation 472 2.3%
Corrections 471 2.2%
City University 425 2.0%
Energy Research (ORDA) (8) 0.0%
Crime Victims (16) -0.1%
Housing (41) -0.2%
Welfare (1,114) -5.3%
All Other (Net) 2,212 10.6%
2004-05 Spending 63,498

Dollar Change 20,938

Percent Change 49.2%

Five-Year Growth

Share of
State Funds Growth

1999-00 Spending 49,794

Medicaid 2,665 19.4%
School Aid 2,589 18.9%
STAR 1,803 13.2%
General State Charges 1,606 11.7%
State University 993 7.2%
Public Health 959 7.0%
Economic Development 501 3.7%
Transportation 458 3.3%
Mental Health 411 3.0%
City University 370 2.7%
Debt Service 342 2.5%
Crime Victims (27) -0.2%
Technology (43) -0.3%
Welfare Administration (98) -0.7%
Welfare (198) -1.4%
All Other (Net) 1,373 10.0%
2004-05 Spending 63,498

Dollar Change 13,704

Percent Change 27.5%

Source: NYS Division of the Budget
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Sources of All Governmental Funds Spending Growth
Ten-Year and Five-Year Growth Trends

Ten-Year Growth

Share of
All Funds Growth

1994-95 Spending 61,898

Medicaid 12,798 33.8%
School Aid 5,274 13.9%
STAR 2,998 7.9%
Public Health 2,416 6.4%
General State Charges 1,916 5.1%
World Trade Center 1,700 4.5%
State University 1,592 4.2%
Debt Service 1,537 4.1%
Transportation 1,165 3.1%
Mental Retardation 979 2.6%
Energy Research (ORDA) (31) -0.1%
Housing (39) -0.1%
Welfare Administration (147) -0.4%
Welfare (1,350) -3.6%
All Other (Net) 7,100 18.7%
2004-05 Spending 99,806

Dollar Change 37,908

Percent Change 61.2%

Five-Year Growth
Share of
All Funds Growth

1999-00 Spending 73,266

Medicaid 9,432 35.5%
School Aid 2,589 9.8%
STAR 1,803 6.8%
World Trade Center 1,700 6.4%
General State Charges 1,671 6.3%
Public Health 1,313 4.9%
State University 1,048 3.9%
Transportation 863 3.3%
Mental Retardation 801 3.0%
Welfare 763 2.9%
Children and Families 638 2.4%
Technology (43) -0.2%
Crime Victims (44) -0.2%
Welfare Administration (98) -0.4%
All Other (Net) 4,104 15.5%
2004-05 Spending 99,806

Dollar Change 26,540

Percent Change 36.2%

Source: NYS Division of the Budget
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General Fund Spending Per Capita
New York versus Peers
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Note: Spending in 2002-03 and 2003-04 is adjusted for $1.9 billion in payment delays as a result of deferred
tobacco securitization proceeds. Peers include CA, CT, IL, MA, MI, MN, NJ, OH, PA, WA, and WI. Peer states
calculation represents average of GF spending per capita as a percent of U.S. average (excluding New York).

Since 1995, General Fund per capita spending in New York and in its peer states has
ranged from approximately 120 percent to 130 percent of the U.S. average. New York’s
General Fund per capita spending decreased from 133 to 118 percent of the U.S. average
between 1995 and 2004. During the same period, the average General Fund per capita
spending for its peer states increased from 122 to 126 percent of the U.S. average. At 118
percent of the U.S. average, New York’s General Fund per capita spending is now less than
the average of its peers. New York’s per capita spending level of $2,113 ranked it tenth
among the states in 2003-04.

All Governmental Funds Spending Per Capita
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Note: NY Spending in 2002-03 is adjusted for $1.9 billion in payment delays as a result of deferred tobacco
securitization proceeds. Peers include CA, CT, IL, MA, MI, MN, NJ, OH, PA, WA, and WI. Peer states calculation
represents average of AF spending per capita as a percent of U.S. average (excluding New York).

During the mid-to-late 1990s, All Funds spending per capita in New York was reduced
from 115 percent to 107 percent of the U.S. average, approximately the same level as the
average of its peer states in 1999-2000. However, in 2002 and 2003, All Funds spending per
capita in New York began to increase and in 2003 was 114 percent of the U.S. average, a
modest decrease from its 1995 level. During the same period, average All Funds spending
per capita for its peer states increased from 101 to 106 percent of the U.S. average. New
York’s 2002-03 All Funds spending per capita of $4,654 ranks it eleventh among the states.

51



FINANCIAL PLAN OVERVIEW

New York General Fund Cash Surpluses
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Sources: New York State Division of Budget

During the strong economic period of the mid-to-late 1990s as revenues exceeded
spending, New York achieved six consecutive cash basis surpluses (1995-96 through
2000-01) that reached a hlgh of $2.7 billion in 2000-01. Since 2001, amid a slowing national
economy, the September 1 1" terrorist attacks, and continued spendlng pressures, New York
and nearly every other state has struggled to maintain budget balance.

Year-End Reserves
New York versus Other 49 States
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Relief Reserve, Contingency Reserve Fund, and Tobacco Reserve Fund. New York General Fund spending in
2002-03 and 2003-04 is adjusted for $1.9 billion in payment delays.

Sources: New York State Division of Budget and National Association of State Budget Officers.

New York's reserve levels grew in the late 1990s and remained relatively strong through
2001-02. However, the State has drawn down over $3 billion in reserves to maintain budget
balance in the aftermath of September 1 1™ and the national recession. Accordingly, the State
now has reserve levels that are again below the average of other states. The economic
growth of the late 1990s allowed states to bolster their financial reserves, reaching a high in
2000 equal to 11 percent of General Fund spending. However, in the national economic
downturn that began in 2000, those reserves fell to the current level of approximately three
percent of General Fund spending.
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10-Year Change in Workforce
Per 1,000 of Population
New York versus U.S. Average
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Sources: New York State Division of Budget and National Association of State Budget Officers.

While the 10-year national trend shows that state workforces per capita have been on the
decline, the trend is more pronounced in New York. Faced with continued fiscal pressures
since 2001-02, New York and many other states have curtailed spending growth, producing
the first workforce reductions per capita since 1997. Since 1995, a State hiring freeze and
targeted refilling of critical positions has reduced the New York State workforce by more than
20,000 filled positions. Today, there are 9.7 State employees for every 1,000 New Yorkers,
compared to a workforce of 10.2 per 1,000 of population for other states.

Average Annual Change in Workforce Since 1995
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Sources: New York State Division of Budget and National Association of State Budget Officers.

Since 1994-95, New York's workforce has been reduced by an average of 1.3 percent
annually while the total of other state workforces has increased by an average 0.5 percent
annually (despite the average annual increase of 0.5 percent, the U.S. workforce per 1,000 of
population still shows a decline because total population was increasing by an average 1.2
percent annually during this time period). Nationally, only three states had workforce
reductions during this time period that were greater than New York’s.
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Combined State and Local Workforce
Per 1,000 of Population
New York versus U.S. Average
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Source: U.S. Census Bureau.

New York had 65 State and local government employees per 1,000 residents as of March
2000, the latest period for which comparative data are available. New York is approximately
16 percent higher than the national average.

Average Annual Change in Combined

State and Local Workforce: 1996-2000
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Source: U.S. Census Bureau.

Since 1995, New York’'s combined State and local workforce has increased by an
average of 1.1 percent annually, compared to a U.S. average of 0.8 percent annually. The
peer states of California, Massachusetts, and Connecticut have shown greater increases
during this time period.
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Debt as % of Personal Income
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Note: Data points represent debt at the calendar year-end as a percent of the previous year’s personal income.

Source: Moody’s Investors Service, Inc.

Since 1995, New York’s debt as a percent of personal income has decreased from 6.9
percent to 5.8 percent and moved closer to the average of four percent for its peer states.
New York’s personal income was growing faster than its outstanding debt. In other states,
debt burdens relative to personal income generally remained stable during this time period.

2002 Total Per Capita State Debt
New York and Peer State Rankings

Connecticut 3,440 1
Massachusetts 298 2
New Jersey 4
New York 5
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Source: Moody’s Investors Service, Inc.

Although growth in debt outstanding has slowed in recent years, New York’s debt per
capita of $2,095 still ranks fifth highest in the nation. Only Connecticut, Massachusetts
Hawaii and New Jersey have a higher debt per capita than New York.
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State Tax Collections
per $1,000 Personal Income
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Note: Fiscal year 2001 is the most recent year for which comparative data are available.
Source: State of New York, Department of Tax and Finance, New York State Tax Source Book.

Since 1995, the New York State tax burden, as measured by State tax collections per
$1,000 of personal income, decreased from 7.2 percent to 6.8 percent, approximately equal
to the U.S. average and consistently lower than the average of its peer states. When
comparing New York to other states in this way, it is important to note that the State collects a
significant amount of taxes from non-residents, which has the effect of overstating tax
collections as a share of personal income since non-resident income is not counted in the
calculation. New York generates a relatively larger portion of its tax collections from non-
resident visitors and from workers who commute to New York City from Connecticut and New
Jersey. Furthermore, New York incomes are higher than the national average and, as a
result, even if the New York tax structure were applied in all states, New York State taxes
would appear higher because more affluent New York residents are subject to higher tax
rates given the State’s progressive rate structure. Finally, capital gains are notincluded in the
definition of personal income, even though New York State residents pay tax on capital gains
realizations. These factors, when coupled with a strong national economy, further overstate
the tax-to-income ratio for New York and help explain why, despite State tax cuts, State tax
collections per $1,000 of personal income increased from $66 to $68 between 1997 and
2001.
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Source: State of New York, Department of Tax and Finance, New York State Tax Source Book.

Since 1995, the New York State and local tax burden decreased from 15.3 percent to
14.1 percent of personal income. The combined State and local tax burden has been
reduced, but is still higher than the national average. Some of this disparity is due to factors
described above. Since data is available only through 2000, many of the New York State tax
cuts of recent years are not yet fully reflected in this data.
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State Retirement System Funding in 2002
New York versus Peer State Ratios
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Falling asset values combined with continued growth in liabilities left the majority of state
pension plans underfunded in 2002, the last year for which comparable data is available.
New York and three of its peer states, Wisconsin, California, and Pennsylvania, were among
only nine states in the nation with asset values exceeding liabilities as of 2002, down from 23
in 2001. Five states, including lllinois, have funding ratios of less than 70 percent, up from
only three states in 2001. In nine states, including lllinois and Ohio, the amount of unfunded
pension liability exceeds the level of General Fund spending. Compared to the other 49
states, New York's funding ratio in 2002 of 1.02 ranked it sixth best among the states.

New York State Retirement System
Funding Ratios As of 2002
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As of 2002, the combined assets of New York's three statewide retirement systems (New
York Teachers, New York Police and Fire, and New York PERS) exceed its combined
liabilities by two percent. The combined overfunding of $4.4 billion was fifth highest in the
nation.
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Per Capita Personal Income
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Source: U.S. Bureau of Economic Analysis.

Since 1995, per capita personal income for New York has been higher than the average
of its peer states which has in turn been higher than the United States overall. During this
time period, per capita personal income has grown an average of 4.0 percent annually in
New York, 4.4 percent annually in its peer states, and 4.1 percent annually for the United
States overall. In 2002, only Connecticut, Massachusetts and New Jersey had a higher per

capita personal income than New York's $35,708.

Average Wages
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Source: U.S. Department of Labor, Bureau of Labor Statistics.

New York's wages are higher than the national average and have grown faster than the
national average. Since 1990, New York's average wages have grown by an average 3.8
percent annually while average wages for the rest of the nation have grown by 3.6 percent
annually. Compared to other states, New York's wages rank in the top ten for most sectors

and first in the legal, education, and sales sectors.
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State Funds Spending

o3 as a Percent of Personal Income
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Sources: U.S. Bureau of Economic Analysis and National Association of State Budget Officers.

Except for 1994-95, New York's State Funds spending as a percent of personal income
has been lower than the average of its peer states and lower than the United States overall in
every fiscal year. Since 1994-95, State Funds spending as a percent of personal income has
declined by 0.5 percentin New York, increased by 0.3 percentin New York's peer states, and
remained relatively stable in the United States overall. Unlike its peer states, New York's
average State Funds spending growth (3.9 percent annually) was lower than its average
personal income growth (4.6 percent annually) during this time period.

General Fund Spending Per Capita
as a Percent of Average Wages
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Source: U.S Census Bureau, U.S. Department of Labor, Bureau of Labor Statistics and National Association of
State Budget Officers.

Since 1995, New York’s General Fund per capita spending, as a percent of average
annual wages, declined from 5.2 percent to 4.4 percent and since 1997 has been lower than
the rest of the nation. While New York is higher than the U.S. average on both General Fund
per capita spending and average annual wages, its spending to wages ratio is lower than the
U.S. average.
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Annual Population Change Since 1960
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Since the 1950s, New York's population has grown more slowly than the national
population. The national population, for most of this time period, has grown by approximately
1.0 percent annually. New York, apart from experiencing some population decline during the
1970s, has grown at approximately 0.5 percent annually, fueled primarily by immigration.
Although New York is growing more slowly than the nation, it is still the third most populous
state with approximately 19.2 million residents.

New York State Population by Age
1940, 1970 and 2000
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Between 1940 and 2000, the population of New York increased by 41 percent from 13.5
million to 19 million. New York's population in each of the six age groups increased in size
since 1940, although not at a similar pace.
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Standard & Poor's General Obligation Bond Ratings
Distribution of State Ratings
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New York is currently one of among 15 states that are rated AA by Standard & Poor’s.
Since 2001, Standard & Poor’s has downgraded eight states (California, Colorado, Kentucky,
Michigan, New Hampshire, New Jersey, Oregon and Wisconsin). Ten states now have
negative outlooks, including New York.

New York State General Obligation Rating History

Year S&P Fitch Moody’s
1990 Downgrade AA-to A A+ Downgrade A1 to A2
1991 A A+ A2
1992 Downgrade A to A- A+ A2
1993 A- A+ A2
1994 A- A+ A2
1995 A- A+ A2
1996 A- A+ A2
1997 Upgrade A-to A A+ A2
1998 A A+ A2
1999 Upgrade A to A+ A+ A2
2000 Upgrade A+ to AA A+ A2
2001 AA Upgrade A+ to AA A2
2002 AA AA A2
2003 AA Downgrade AA to AA- A2

Standard & Poor’s has upgraded New York three times since 1995, the most recent
upgrade in 2001 by two notches from A+ to AA. Fitch currently assigns New York the AA-
rating after three upgrades since 2000 and one downgrade in May 2003. Moody’s has not
adjusted New York’s credit rating since 1990 when it downgraded the State from A1 to A2.
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EXPLANATION OF THE FINANCIAL PLAN TABLES

The State’s Executive Budget Financial Plan forecasts receipts and disbursements for
each fiscal year. The economic forecast of DOB and the State’s tax and fee structure serve
as the basis for projecting receipts. After consulting with public and private sector experts,
DOB prepares a detailed economic forecast for both the nation and New York, showing
Gross Domestic Product (GDP), employment levels, inflation, wages, consumer spending,
and other relevant economic indicators. It then projects the yield of the State’s revenue
structure against the backdrop of these forecasts.

Projected disbursements are based on agency staffing levels, program caseloads, levels
of service needs, formulas contained in State and Federal law, inflation and other factors.
The factors that affect spending estimates vary by program. For example, welfare spending
is based primarily on anticipated caseloads that are estimated by analyzing historical trends,
projected economic conditions and changes in Federal law. In criminal justice, spending
estimates are based on recent trends and data from the criminal justice system, as well as on
estimates of the State’s prison population. All projections account for the timing of payments,
since not all the amounts appropriated in the budget are disbursed in the same fiscal year.

THE STATE’S FUND STRUCTURE

The State accounts for all of its spending and receipts by the fund in which the activity
takes place (such as the General Fund or the Capital Projects Fund), and the broad category
or purpose of that activity (such as State Operations or Capital projects). The Financial Plan
tables sort all State projections and results by fund and category.

The State Constitution requires the Governor to submit an Executive Budget that is
balanced in the General Fund — the Fund that receives the majority of State taxes. State
Funds include the General Fund and funds specified for dedicated purposes, with the
exception of Federal Funds. All Governmental Funds, which includes State Funds and
Federal Funds, comprises four major fund types, and provides the most comprehensive view
of the financial operations of the State. It includes:

e The General Fund, which receives most of the State’s tax revenue and accounts for
spending on programs that are not supported directly by dedicated fees and
revenues;

e SRFs, which receive Federal grants, certain dedicated taxes, fees and other
revenues that are used for a specified purpose;

e Capital Projects Funds, which account for costs incurred in the construction and
reconstruction of roads, bridges, prisons, and other infrastructure projects; and

e Debt Service Funds, which pay principal, interest and related expenses on long-term
bonds issued by the State and its public authorities.

Within each of these fund types, revenues and spending are classified by major
categories of the Financial Plan (e.g., Taxes, Miscellaneous Receipts, Grants to Local
Governments, State Operations). Activity in these Financial Plan categories is described in
greater detail later in this Overview. Summary charts display the annual change for each
category of the Financial Plan, and a narrative explanation of major changes follows each
chart. The following tables summarize projected General Fund, State Funds and All
Governmental Funds receipts and disbursements for the 2003-04 through 2006-07 fiscal
years.
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CASH FINANCIAL PLAN
GENERAL FUND
2003-2004
(millions of dollars)

October Change January
Opening fund balance 815 0 815
Receipts:
Taxes:
Personal income tax 16,276 (485) 15,791
User taxes and fees 7,964 (67) 7,897
Business taxes 3,436 (41) 3,395
Other taxes 726 58 784
Miscellaneous receipts 5,547 423 5,970
Federal grants 645 0 645
Transfers from other funds:
PIT in excess of Revenue Bond debt service 5,173 69 5,242
Sales tax in excess of LGAC debt service 1,960 (16) 1,944
Real estate taxes in excess of CW/CA debt service 210 37 247
All other transfers 430 (86) 344
Total receipts _ 42367 (108) 42,259
Disbursements:
Grants to local governments 29,629 (318) 29,311
State operations 7,142 (87) 7,055
General State charges 3,258 1) 3,257
Transfers to other funds:
Debt service 1,541 (73) 1,468
Capital projects 255 (28) 227
Other purposes 627 115 742
Total disbursements 42,452 (392) 42,060
Change in fund balance (85) 284 199
Closing fund balance 730 284 1,014
Tax Stabilization Reserve Fund 710 84 794
Contingency Reserve Fund 20 0 20
Community Project Fund 0 200 200

Note: Changes reflect the reclassification of $128 million in certain Medicaid disbursements from grants to local
governments to transfers to other funds, pursuant to legislation enacted in 2003.
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CASH FINANCIAL PLAN
GENERAL FUND
2003-2004
(millions of dollars)

Enacted Change January
Opening fund balance 815 0 815
Receipts:
Taxes:
Personal income tax 16,285 (494) 15,791
User taxes and fees 8,007 (110) 7,897
Business taxes 3,498 (103) 3,395
Other taxes 771 13 784
Miscellaneous receipts 5,569 401 5,970
Federal grants 0 645 645
Transfers from other funds:
PIT in excess of Revenue Bond debt service 5,125 117 5,242
Sales tax in excess of LGAC debt service 1,853 91 1,944
Real estate taxes in excess of CW/CA debt service 202 45 247
All other 430 (86) 344
Total receipts 41,740 519 42,259
Disbursements:
Grants to local governments 29,835 (524) 29,311
State operations 7,205 (150) 7,055
General State charges 3,232 25 3,257
Transfers to other funds:
Debt service 1,583 (115) 1,468
Capital projects 255 (28) 227
Other purposes 627 115 742
Total disbursements 42,737 (677) 42,060
Fiscal Management Plan/Federal Aid 912 912 0
Change in fund balance (85) 284 199
Closing fund balance 730 284 1,014
Tax Stabilization Reserve Fund 710 84 794
Contingency Reserve Fund 20 0 20
Community Project Fund 0 200 200

Note: Changes reflect the reclassification of $128 million in certain Medicaid disbursements from grants to local
governments to transfers to other funds, pursuant to legislation enacted in 2003.
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Opening fund balance

Receipts:
Taxes:
Personal income tax
User taxes and fees
Business taxes
Other taxes
Miscellaneous receipts
Federal grants
Transfers from other funds:

CASH FINANCIAL PLAN
GENERAL FUND
2003-2004 AND 2004-2005
(millions of dollars)

PIT in excess of Revenue Bond debt service
Sales tax in excess of LGAC debt service
Real estate taxes in excess of CW/CA debt service

All other
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Transfers to other funds:
Debt service
Capital projects
Other purposes
Total disbursements

Change in fund balance
Closing fund balance
Tax Stabilization Reserve Fund

Contingency Reserve Fund
Community Project Fund

67

2003-2004 2004-2005
January Recommended Change
815 1,014 199
15,791 18,520 2,729
7,897 8,340 443
3,395 3,739 344
784 762 (22)
5,970 2,087 (3,883)
645 0 (645)
5,242 5,628 386
1,944 2,047 103
247 240 (")
344 472 128
42,259 41,835 (424)
29,311 28,455 (856)
7,055 7,251 196
3,257 3,652 395
1,468 1,753 285
227 187 (40)
742 587 (155)
42,060 41,885 (175)
199 (50) (249)
1,014 964 (50)
794 794 0
20 20 0
200 150 (50)
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CASH FINANCIAL PLAN
GENERAL FUND
2004-2005 THROUGH 2006-2007
(millions of dollars)

2004-2005 2005-2006 2006-2007
Recommended Projected Projected
Receipts:
Taxes:
Personal income tax 18,520 18,864 19,685
User taxes and fees 8,340 7,963 8,176
Business taxes 3,739 3,890 3,967
Other taxes 762 820 878
Miscellaneous receipts 2,087 1,989 1,821
Transfers from other funds:
PIT in excess of Revenue Bond debt service 5,628 5,820 5,985
Sales tax in excess of LGAC debt service 2,047 2,085 2,152
Real estate taxes in excess of CW/CA debt service 240 245 255
All other 472 311 307
Total receipts 41,835 41,987 43,226
Disbursements:
Grants to local governments 28,455 30,798 32,660
State operations 7,251 7,442 7,676
General State charges 3,652 4,109 4,612
Transfers to other funds:
Debt service 1,753 1,850 1,826
Capital projects 187 201 204
Other purposes 587 587 597
Total disbursements 41,885 44987 47,575
Deposit to/(use of) Community Projects Fund (50) (150) 0
Margin 0 (2,850) (4,349)
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Withholdings
Estimated Payments
Final Payments
Delinquencies

Gross Collections
State/City Offset
Refund Reserve
Refunds

Reported Tax Collections

STAR
RBTF

General Fund

GENERAL FUND

PERSONAL INCOME TAX COMPONENTS
2002-2003 THROUGH 2004-2005

(millions of dollars)

2002-2003
Actual

19,959
4,855
1,334

796

26,944
(288)
1,050

(4,008) (1)
23,698

(2,664)
(4,243)

16,791

2003-2004 2004-2005
Estimated Recommended
22,085 23,104
5,130 5,785
1,275 1,645
595 660
29,085 31,194
(270) (250)
(577) 693
(4,155) (2) (4,175) (3)
24,083 27,462
(2,835) (2,998)
(5,457) (5,944)
15,791 18,520

Net personal income tax collections are affected by transactions in the tax refund reserve account. The tax refund
reserve account is used to hold moneys designated to pay tax refunds. The Comptroller deposits receipts into this
account at the discretion of the Commissioner of Taxation and Finance. The deposit of moneys into the account
during a fiscal year has the effect of reducing receipts for the fiscal year, and the withdrawal of moneys from the
account has the effect of increasing receipts in the fiscal year of withdrawal. The tax refund reserve account also
includes amounts made available as a result of the LGAC financing program. Beginning in 1998-99, a portion of
personal income tax collections is deposited directly in the School Tax Reduction (STAR) fund and used to make
payments to reimburse local governments for their revenue decreases due to the STAR program.

Note 1: Reflects the payment of the balance of refunds on 2001 liability and payment of $960 million of calendar
year 2002 refunds in the last quarter of the State's 2002-03 fiscal year and a balance in the Tax Refund Reserve

Account of $627 million.

Note 2: Reflects the payment of the balance of refunds on 2002 liability and the projected payment of $960 million
of calendar year 2003 refunds in the last quarter of the State's 2003-04 fiscal year and a projected balance in the
Tax Refund Reserve Account of $1.20 billion.

Note 3: Reflects the payment of the balance of refunds on 2003 liability and the projected payment of $960 million
of calendar year 2004 refunds in the last quarter of the State's 2004-05 fiscal year and a projected balance in the
Tax Refund Reserve Account of $511 million.
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CASH FINANCIAL PLAN
STATE FUNDS
2002-2003
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
Opening fund balance 1,032 1,090 (153) 169 2,138
Receipts:
Taxes 27,977 4,205 1,690 6,804 40,676
Miscellaneous receipts 2,091 9,427 1,677 807 14,002
Federal grants 0 0 0 0 0
Total receipts 30,068 13,632 3,367 7,611 54,678
Disbursements:
Grants to local governments 24,887 10,036 399 0 35,322
State operations 7,678 4,069 0 7 11,754
General State charges 2,699 356 0 0 3,055
Debt service 0 0 0 3,038 3,038
Capital projects 0 4 2,578 0 2,582
Total disbursements 35,264 14,465 2,977 3,045 55,751
Other financing sources (uses):
Transfers from other funds 7,328 1,131 183 4,383 13,025
Transfers to other funds (2,349) (212) (1,223) (8,960) (12,744)
Bond and note proceeds 0 0 245 0 245
Net other financing sources (uses) 4,979 919 (795) (4,577) 526
Change in fund balance (217) 86 (405) (11) (547)
Closing fund balance 815 1,176 (558) 158 1,591
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Opening fund balance

Receipts:
Taxes
Miscellaneous receipts
Federal grants
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total disbursements

Other financing sources (uses):

Transfers from other funds
Transfers to other funds
Bond and note proceeds

Net other financing sources (uses)

Change in fund balance

Closing fund balance

CASH FINANCIAL PLAN

STATE FUNDS
2003-2004
(millions of dollars)

Special Capital Debt

General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
815 1,230 (558) 158 1,645
27,867 4,458 1,752 8,039 42,116
5,970 10,267 2,690 694 19,621
645 12 0 0 657
34,482 14,737 4,442 8,733 62,394
29,311 10,596 1,221 0 41,128
7,055 4,680 0 9 11,744
3,257 413 0 0 3,670
0 0 0 3,353 3,353

0 5 2,212 0 2,217
39,623 15,694 3,433 3,362 62,112
7,777 935 266 4,881 13,859
(2,437) (215) (1,081) (10,240) (13,973)
0 0 248 0 248
5,340 720 (567) (5,359) 134
199 (237) 442 12 416
1,014 993 (116) 170 2,061

The Special Revenue Funds opening fund balance has been increased by $54 million to reflect the reclassification of the
Expendable and Non-expendable Trust Funds from the Fiduciary fund type to the Special Revenue fund type pursuant to

GASB34.
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CASH FINANCIAL PLAN
STATE FUNDS
2004-2005
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
Opening fund balance 1,014 993 (116) 170 2,061
Receipts:
Taxes 31,361 4,784 1,806 8,657 46,608
Miscellaneous receipts 2,087 11,352 2,431 647 16,517
Federal grants 0 12 0 0 12
Total receipts 33,448 16,148 4,237 9,304 63,137
Disbursements:
Grants to local governments 28,455 11,336 1,609 0 41,400
State operations 7,251 4,843 0 22 12,116
General State charges 3,652 462 0 0 4,114
Debt service 0 0 0 3,919 3,919
Capital projects 0 2 1,947 0 1,949
Total disbursements 39,358 16,643 3,556 3,941 63,498
Other financing sources (uses):
Transfers from other funds 8,387 815 225 5,241 14,668
Transfers to other funds (2,527) (333) (1,099) (10,616) (14,575)
Bond and note proceeds 0 0 131 0 131
Net other financing sources (uses) 5,860 482 (743) (5,375) 224
Change in fund balance (50) (13) (62) (12) (137)
Closing fund balance 964 980 (178) 158 1,924
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CASH FINANCIAL PLAN
STATE FUNDS
2005-2006
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
Opening fund balance 0 980 (178) 158 960
Receipts:
Taxes 31,537 4,987 1,757 9,072 47,353
Miscellaneous receipts 1,989 12,278 2,214 656 17,137
Federal grants 0 12 0 0 12
Total receipts 33,526 17,277 3,971 9,728 64,502
Disbursements:
Grants to local governments 30,798 11,624 1,004 0 43,426
State operations 7,442 4,921 0 22 12,385
General State charges 4,109 520 0 0 4,629
Debt service 0 0 0 4,372 4,372
Capital projects 0 1 2,239 0 2,240
Total disbursements 42,349 17,066 3,243 4,394 67,052
Other financing sources (uses):
Transfers from other funds 8,461 811 238 5,457 14,967
Transfers to other funds (2,638) (240) (1,208) (10,804) (14,890)
Bond and note proceeds 0 0 170 0 170
Net other financing sources (uses) 5,823 571 (800) (5,347) 247
Deposit to/(use of) Community Projects Fund (150) 0 0 0 (150)
Change in fund balance (2,850) 782 (72) (13) (2,153)
Closing fund balance (2,850) 1,762 (250) 145 (1,193)
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CASH FINANCIAL PLAN
STATE FUNDS
2006-2007
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
Opening fund balance 0 1,762 (250) 145 1,657
Receipts:
Taxes 32,706 5,063 1,762 9,478 49,009
Miscellaneous receipts 1,821 12,777 2,284 665 17,547
Federal grants 0 12 0 0 12
Total receipts 34,527 17,852 4,046 10,143 66,568
Disbursements:
Grants to local governments 32,660 11,752 880 0 45,292
State operations 7,676 4,982 0 22 12,680
General State charges 4,612 546 0 0 5,158
Debt service 0 0 0 4,718 4,718
Capital projects 0 1 2,264 0 2,265
Total disbursements 44,948 17,281 3,144 4,740 70,113
Other financing sources (uses):
Transfers from other funds 8,699 824 242 5,515 15,280
Transfers to other funds (2,627) (241) (1,332) (10,933) (15,133)
Bond and note proceeds 0 0 161 0 161
Net other financing sources (uses) 6,072 583 (929) (5,418) 308
Change in fund balance (4,349) 1,154 (27) (15) (3,237)
Closing fund balance (4,349) 2,916 (277) 130 (1,580)
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Opening fund balance

Receipts:
Taxes
Miscellaneous receipts
Federal grants
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total disbursements

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Bond and note proceeds
Net other financing sources (uses)

Change in fund balance

Closing fund balance

CASH FINANCIAL PLAN

ALL GOVERNMENTAL FUNDS

2002-2003
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
1,032 1,047 (268) 169 1,980
27,977 4,205 1,690 6,804 40,676
2,091 9,570 1,678 807 14,146
0 31,684 1,567 0 33,251
30,068 45,459 4,935 7,611 88,073
24,887 38,249 855 0 63,991
7,678 7,303 0 7 14,988
2,699 540 0 0 3,239
0 0 0 3,038 3,038
0 4 3,795 0 3,799
35,264 46,096 4,650 3,045 89,055
7,328 3,035 183 4,383 14,929
(2,349) (2,460) (1,235) (8,960) (15,004)
0 0 245 0 245
4,979 575 (807) (4,577) 170
(217) (62) (522) (11) (812)
815 985 (790) 158 1,168
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CASH FINANCIAL PLAN
ALL GOVERNMENTAL FUNDS

2003-2004
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
Opening fund balance 815 1,039 (790) 158 1,222
Receipts:
Taxes 27,867 4,458 1,752 8,039 42,116
Miscellaneous receipts 5,970 10,396 2,690 694 19,750
Federal grants 645 34,921 1,621 0 37,187
Total receipts 34,482 49,775 6,063 8,733 99,053
Disbursements:
Grants to local governments 29,311 41,684 1,438 0 72,433
State operations 7,055 7,986 0 9 15,050
General State charges 3,257 585 0 0 3,842
Debt service 0 0 0 3,353 3,353
Capital projects 0 5 3,610 0 3,615
Total disbursements 39,623 50,260 5,048 3,362 98,293
Other financing sources (uses):
Transfers from other funds 7,777 3,412 266 4,881 16,336
Transfers to other funds (2,437) (2,654) (1,087) (10,240) (16,418)
Bond and note proceeds 0 0 248 0 248
Net other financing sources (uses) 5,340 758 (573) (5,359) 166
Change in fund balance 199 273 442 12 926
Closing fund balance 1,014 1,312 (348) 170 2,148

The Special Revenue Funds opening fund balance has been increased by $54 million to reflect the reclassification of the
Expendable and Non-expendable Trust Funds from the Fiduciary fund type to the Special Revenue fund type pursuant to

GASB 34.
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Opening fund balance

Receipts:
Taxes
Miscellaneous receipts
Federal grants
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total disbursements

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Bond and note proceeds
Net other financing sources (uses)

Change in fund balance

Closing fund balance

CASH FINANCIAL PLAN

ALL GOVERNMENTAL FUNDS

2004-2005
(millions of dollars)

Special Capital Debt

General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
1,014 1,312 (348) 170 2,148
31,361 4,784 1,806 8,657 46,608
2,087 11,478 2,431 647 16,643
0 34,425 1,840 0 36,265
33,448 50,687 6,077 9,304 99,516
28,455 42,431 1,827 0 72,713
7,251 8,027 0 22 15,300
3,652 660 0 0 4,312
0 0 0 3,919 3,919

0 2 3,560 0 3,562
39,358 51,120 5,387 3,941 99,806
8,387 3,170 225 5,241 17,023
(2,527) (2,815) (1,108) (10,616) (17,066)
0 0 131 0 131
5,860 355 (752) (5,375) 88
(50) (78) (62) (12) (202)
964 1,234 (410) 158 1,946
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Opening fund balance

Receipts:
Taxes
Miscellaneous receipts
Federal grants
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total disbursements

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Bond and note proceeds
Net other financing sources (uses)
Deposit to/(use of) Community Projects Fund

Change in fund balance

Closing fund balance

CASH FINANCIAL PLAN
ALL GOVERNMENTAL FUNDS

2005-2006

(millions of dollars)

Special Capital Debt

General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total

0 1,234 (410) 158 982
31,537 4,987 1,757 9,072 47,353
1,989 12,372 2,214 656 17,231
0 33,557 1,902 0 35,459
33,526 50,916 5,873 9,728 100,043
30,798 41,632 1,222 0 73,652
7,442 8,059 0 22 15,523
4,109 738 0 0 4,847
0 0 0 4,372 4,372

0 1 3,914 0 3,915
42,349 50,430 5,136 4,394 102,309
8,461 3,122 238 5,457 17,278
(2,638) (2,647) (1,217) (10,804) (17,306)
0 0 170 0 170
5,823 475 (809) (5,347) 142
(150) 0 0 0 (150)
(2,850) 961 (72) (13) (1,974)
(2,850) 2,195 (482) 145 (992)
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Opening fund balance

Receipts:
Taxes
Miscellaneous receipts
Federal grants
Total receipts

Disbursements:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total disbursements

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Bond and note proceeds
Net other financing sources (uses)

Change in fund balance

Closing fund balance

CASH FINANCIAL PLAN
ALL GOVERNMENTAL FUNDS
2006-2007

(millions of dollars)

Special Capital Debt

General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
0 2,195 (482) 145 1,858
32,706 5,063 1,762 9,478 49,009
1,821 12,871 2,284 665 17,641
0 34,712 1,891 0 36,603
34,527 52,646 5,937 10,143 103,253
32,660 42,984 1,097 0 76,741
7,676 8,027 0 22 15,725
4,612 769 0 0 5,381
0 0 0 4,718 4,718

0 1 3,929 0 3,930
44,948 51,781 5,026 4,740 106,495
8,699 3,020 242 5,515 17,476
(2,627) (2,569) (1,341) (10,933) (17,470)
0 0 161 0 161
6,072 451 (938) (5,418) 167
(4,349) 1,316 (27) (15) (3,075)
(4,349) 3,511 (509) 130 (1,217)
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CASH FINANCIAL PLAN
SPECIAL REVENUE FUNDS
2002-2003
(millions of dollars)

State Federal Total

Opening fund balance 1,090 (43) 1,047
Receipts:
Taxes 4,205 0 4,205
Miscellaneous receipts 9,427 143 9,570
Federal grants 0 31,684 31,684

Total receipts 13,632 31,827 45,459
Disbursements:
Grants to local governments 10,036 28,213 38,249
State operations 4,069 3,234 7,303
General State charges 356 184 540
Debt service 0 0 0
Capital projects 4 0 4

Total disbursements 14,465 31,631 46,096
Other financing sources (uses):
Transfers from other funds 1,131 1,904 3,035
Transfers to other funds (212) (2,248) (2,460)
Bond and note proceeds 0 0 0

Net other financing sources (uses) 919 (344) 575
Change in fund balance 86 (148) (62)
Closing fund balance 1,176 (191) 985
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CASH FINANCIAL PLAN

SPECIAL REVENUE FUNDS

2003-2004
(millions of dollars)

State Federal Total

Opening fund balance 1,230 (191) 1,039
Receipts:
Taxes 4,458 0 4,458
Miscellaneous receipts 10,267 129 10,396
Federal grants 12 34,909 34,921

Total receipts 14,737 35,038 49,775
Disbursements:
Grants to local governments 10,596 31,088 41,684
State operations 4,680 3,306 7,986
General State charges 413 172 585
Debt service 0 0 0
Capital projects 5 0 5

Total disbursements 15,694 34,566 50,260
Other financing sources (uses):
Transfers from other funds 935 2,477 3,412
Transfers to other funds (215) (2,439) (2,654)
Bond and note proceeds 0 0 0

Net other financing sources (uses) 720 38 758
Change in fund balance (237) 510 273
Closing fund balance 993 319 1,312

The Special Revenue Funds opening fund balance has been increased by $54 million to reflect the reclassification
of the Expendable and Non-expendable Trust Funds from the Fiduciary fund type to the Special Revenue fund type

pursuant to GASB 34.
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CASH FINANCIAL PLAN
SPECIAL REVENUE FUNDS
2004-2005
(millions of dollars)

State Federal Total

Opening fund balance 993 319 1,312
Receipts:
Taxes 4,784 0 4,784
Miscellaneous receipts 11,352 126 11,478
Federal grants 12 34,413 34,425

Total receipts 16,148 34,539 50,687
Disbursements:
Grants to local governments 11,336 31,095 42,431
State operations 4,843 3,184 8,027
General State charges 462 198 660
Debt service 0 0 0
Capital projects 2 0 2

Total disbursements 16,643 34,477 51,120
Other financing sources (uses):
Transfers from other funds 815 2,355 3,170
Transfers to other funds (333) (2,482) (2,815)
Bond and note proceeds 0 0 0

Net other financing sources (uses) 482 (127) 355
Change in fund balance (13) (65) (78)
Closing fund balance 980 254 1,234
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CASH FINANCIAL PLAN
SPECIAL REVENUE FUNDS
2005-2006
(millions of dollars)

State Federal Total

Opening fund balance 980 254 1,234
Receipts:
Taxes 4,987 0 4,987
Miscellaneous receipts 12,278 94 12,372
Federal grants 12 33,545 33,557

Total receipts 17,277 33,639 50,916
Disbursements:
Grants to local governments 11,624 30,008 41,632
State operations 4,921 3,138 8,059
General State charges 520 218 738
Debt service 0 0 0
Capital projects 1 0 1

Total disbursements 17,066 33,364 50,430
Other financing sources (uses):
Transfers from other funds 811 2,311 3,122
Transfers to other funds (240) (2,407) (2,647)
Bond and note proceeds 0 0 0

Net other financing sources (uses) 571 (96) 475
Change in fund balance 782 179 961
Closing fund balance 1,762 433 2,195
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CASH FINANCIAL PLAN
SPECIAL REVENUE FUNDS

2006-2007
(millions of dollars)

State Federal Total

Opening fund balance 1,762 433 2,195
Receipts:
Taxes 5,063 0 5,063
Miscellaneous receipts 12,777 94 12,871
Federal grants 12 34,700 34,712

Total receipts 17,852 34,794 52,646
Disbursements:
Grants to local governments 11,752 31,232 42,984
State operations 4,982 3,045 8,027
General State charges 546 223 769
Debt service 0 0 0
Capital projects 1 0 1

Total disbursements 17,281 34,500 51,781
Other financing sources (uses):
Transfers from other funds 824 2,196 3,020
Transfers to other funds (241) (2,328) (2,569)
Bond and note proceeds 0 0 0

Net other financing sources (uses) 583 (132) 451
Change in fund balance 1,154 162 1,316
Closing fund balance 2,916 595 3,511
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CASH FINANCIAL PLAN
CAPITAL PROJECTS FUNDS
2002-2003
(millions of dollars)

State Federal Total

Opening fund balance (153) (115) (268)
Receipts:
Taxes 1,690 0 1,690
Miscellaneous receipts 1,677 1 1,678
Federal grants 0 1,567 1,567

Total receipts 3,367 1,568 4,935
Disbursements:
Grants to local governments 399 456 855
State operations 0 0 0
General State charges 0 0 0
Debt service 0 0 0
Capital projects 2,578 1,217 3,795

Total disbursements 2,977 1,673 4,650
Other financing sources (uses):
Transfers from other funds 183 0 183
Transfers to other funds (1,223) (12) (1,235)
Bond and note proceeds 245 0 245

Net other financing sources (uses) (795) (12) (807)
Change in fund balance (405) (117) (522)
Closing fund balance (558) (232) (790)
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CASH FINANCIAL PLAN
CAPITAL PROJECTS FUNDS
2003-2004
(millions of dollars)

State Federal Total

Opening fund balance (558) (232) (790)
Receipts:
Taxes 1,752 0 1,752
Miscellaneous receipts 2,690 0 2,690
Federal grants 0 1,621 1,621

Total receipts 4,442 1,621 6,063
Disbursements:
Grants to local governments 1,221 217 1,438
State operations 0 0 0
General State charges 0 0 0
Debt service 0 0 0
Capital projects 2,212 1,398 3,610

Total disbursements 3,433 1,615 5,048
Other financing sources (uses):
Transfers from other funds 266 0 266
Transfers to other funds (1,081) (6) (1,087)
Bond and note proceeds 248 0 248

Net other financing sources (uses) (567) (6) (573)
Change in fund balance 442 0 442
Closing fund balance (116) (232) (348)
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CASH FINANCIAL PLAN
CAPITAL PROJECTS FUNDS
2004-2005
(millions of dollars)

State Federal Total

Opening fund balance (116) (232) (348)
Receipts:
Taxes 1,806 0 1,806
Miscellaneous receipts 2,431 0 2,431
Federal grants 0 1,840 1,840

Total receipts 4,237 1,840 6,077
Disbursements:
Grants to local governments 1,609 218 1,827
State operations 0 0 0
General State charges 0 0 0
Debt service 0 0 0
Capital projects 1,947 1,613 3,560

Total disbursements 3,556 1,831 5,387
Other financing sources (uses):
Transfers from other funds 225 0 225
Transfers to other funds (1,099) (9) (1,108)
Bond and note proceeds 131 0 131

Net other financing sources (uses) (743) (9) (752)
Change in fund balance (62) 0 (62)
Closing fund balance (178) (232) (410)

87



FINANCIAL PLAN OVERVIEW

CASH FINANCIAL PLAN
CAPITAL PROJECTS FUNDS
2005-2006
(millions of dollars)

State Federal Total

Opening fund balance (178) (232) (410)
Receipts:
Taxes 1,757 0 1,757
Miscellaneous receipts 2,214 0 2,214
Federal grants 0 1,902 1,902

Total receipts 3,971 1,902 5,873
Disbursements:
Grants to local governments 1,004 218 1,222
State operations 0 0 0
General State charges 0 0 0
Debt service 0 0 0
Capital projects 2,239 1,675 3,914

Total disbursements 3,243 1,893 5,136
Other financing sources (uses):
Transfers from other funds 238 0 238
Transfers to other funds (1,208) (9) (1,217)
Bond and note proceeds 170 0 170

Net other financing sources (uses) (800) (9) (809)
Change in fund balance (72) 0 (72)
Closing fund balance (250) (232) (482)
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CASH FINANCIAL PLAN
CAPITAL PROJECTS FUNDS
2006-2007
(millions of dollars)

State Federal Total

Opening fund balance (250) (232) (482)
Receipts:
Taxes 1,762 0 1,762
Miscellaneous receipts 2,284 0 2,284
Federal grants 0 1,891 1,891

Total receipts 4,046 1,891 5,937
Disbursements:
Grants to local governments 880 217 1,097
State operations 0 0 0
General State charges 0 0 0
Debt service 0 0 0
Capital projects 2,264 1,665 3,929

Total disbursements 3,144 1,882 5,026
Other financing sources (uses):
Transfers from other funds 242 0 242
Transfers to other funds (1,332) 9) (1,341)
Bond and note proceeds 161 0 161

Net other financing sources (uses) (929) 9) (938)
Change in fund balance (27) 0 (27)
Closing fund balance (277) (232) (509)
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CASH FINANCIAL PLAN
PROPRIETARY AND FIDUCIARY FUNDS
2003-2004
(millions of dollars)

Internal
Service Enterprise Fiduciary

Opening fund balance (104) 16 10
Receipts:
Unemployment taxes 0 2,600 0
Miscellaneous receipts 572 78 1
Federal grants 0 25 0

Total receipts 572 2,703 1
Disbursements:
Grants to local governments 0 0 0
State operations 520 81 1
Unemployment benefits 0 3,800 0
General State charges 39 2 0
Debt service 76 0 0
Capital projects 0 0 0

Total disbursements 635 3,883 1
Other financing sources (uses):
Transfers from other funds 101 0 0
Transfers to other funds (20) 0 0
Bond & Note Proceeds 0 0 0

Net other financing sources (uses) 81 0 0
Change in fund balance 18 (1,180) 0
Closing fund balance (86) (1,164) 10

The Enterprise Funds opening fund balance has been increased by $4 million to reflect the reclassification of
the Unemployment Insurance Benefit Fund from the Fiduciary fund type to the Enterprise fund type pursuant
to GASB 34.

The Fiduciary Funds opening fund balance has been decreased by $58 million to reflect the reclassification of
the Expendable and Non-Expendable Trust Funds from the Fiduciary fund type to the Special Revenue and
Enterprise fund types pursuant to GASB 34.
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CASH FINANCIAL PLAN
PROPRIETARY AND FIDUCIARY FUNDS
2004-2005
(millions of dollars)

Internal
Service Enterprise Fiduciary

Opening fund balance (86) (1,164) 10
Receipts:
Unemployment taxes 0 2,700 0
Miscellaneous receipts 536 82 1
Federal grants 0 25 0

Total receipts 536 2,807 1
Disbursements:
Grants to local governments 0 0 0
State operations 525 82 1
Unemployment benefits 0 3,800 0
General State charges 43 2 0
Debt service 29 0 0
Capital Projects 0 0 0

Total disbursements 597 3,884 1
Other financing sources (uses):
Transfers from other funds 81 0 0
Transfers to other funds (37) 0 0
Bond & Note Proceeds 0 0 0

Net other financing sources (uses) 44 0 0
Change in fund balance (17) (1,077) 0
Closing fund balance (103) (2,241) 10
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GAAP FINANCIAL PLAN
GENERAL FUND
2003-2004
(millions of dollars)

July Change January
Revenues:
Taxes:
Personal income tax 16,197 350 16,547
User taxes and fees 8,016 (82) 7,934
Business taxes 3,338 (144) 3,194
Other taxes 694 72 766
Miscellaneous revenues 7,711 513 8,224
Federal grants 645 0 645
Total revenues 36,601 709 37,310
Expenditures:
Grants to local governments 30,231 576 30,807
State operations 9,953 (157) 9,796
General State charges 2,742 43 2,785
Debt service 24 0 24
Capital projects 0 0 0
Total expenditures 42,950 462 43,412
Other financing sources (uses):
Transfers from other funds 11,507 102 11,609
Transfers to other funds (4,547) 12 (4,535)
Proceeds from financing arrangements/
advance refundings 357 3 360
Net other financing sources (uses) 7,317 117 7,434
Excess (deficiency) of revenues
and other financing sources
over expenditures and other
financing uses 968 364 1,332
Accumulated Deficit (2,352) 364 (1,988)
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GAAP FINANCIAL PLAN
GENERAL FUND
2003-2004 and 2004-2005
(millions of dollars)

2003-2004 2004-2005
Estimate Recommended Change
Revenues:
Taxes:
Personal income tax 16,547 17,781 1,234
User taxes and fees 7,934 8,436 502
Business taxes 3,194 3,719 525
Other taxes 766 776 10
Miscellaneous revenues 8,224 4,940 (3,284)
Federal grants 645 0 (645)
Total revenues 37,310 35,652 (1,658)
Expenditures:
Grants to local governments 30,807 31,099 292
State operations 9,796 9,851 55
General State charges 2,785 2,998 213
Debt service 24 25 1
Capital projects 0 0 0
Total expenditures 43,412 43,973 561
Other financing sources (uses):
Transfers from other funds 11,609 11,883 274
Transfers to other funds (4,535) (4,593) (58)
Proceeds from financing arrangements/
advance refundings 360 340 (20)
Net other financing sources (uses) 7,434 7,630 196
(Excess) deficiency of revenues
and other financing sources
over expenditures and other
financing uses 1,332 (691) (2,023)
Accumulated Deficit (1,988) (2,679)
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GAAP FINANCIAL PLAN
GENERAL FUND
2004-2005 THROUGH 2006-2007
(millions of dollars)

2004-2005 2005-2006 2006-2007
Recommended Projected Projected
Revenues:
Taxes:
Personal income tax 17,781 18,952 19,671
User taxes and fees 8,436 8,031 8,247
Business taxes 3,719 3,871 3,967
Other taxes 776 861 878
Miscellaneous revenues 4,940 4,928 5,073
Total revenues 35,652 36,643 37,836
Expenditures:
Grants to local governments 31,099 33,457 35,346
State operations 9,851 10,129 10,300
General State charges 2,998 3,513 3,910
Debt service 25 25 26
Capital projects 0 0 0
Total expenditures 43,973 47,124 49,582
Other financing sources (uses):
Transfers from other funds 11,883 11,558 11,641
Transfers to other funds (4,593) (4,695) (4,708)
Proceeds from financing arrangements/
advance refundings 340 326 320
Net other financing sources (uses) 7,630 7,189 7,253
(Excess) deficiency of revenues
and other financing sources
over expenditures and other
financing uses (691) (3,292) (4,493)
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Revenues:

Taxes

Patient fees
Miscellaneous revenues
Federal grants

Total revenues

Expenditures:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total expenditures

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Proceeds of general obligation bonds
Proceeds from financing arrangements/
advance refundings
Net other financing sources (uses)

Excess (deficiency) of revenues
and other financing sources
over expenditures and other
financing uses

GAAP FINANCIAL PLAN
ALL GOVERNMENTAL FUNDS
2003-2004
(millions of dollars)

Special Capital Debt

General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
28,441 4,437 1,770 8,038 42,686
0 0 0 325 325
8,224 2,063 149 87 10,523
645 36,980 1,621 0 39,246
37,310 43,480 3,540 8,450 92,780
30,807 38,396 1,429 0 70,632
9,796 1,628 0 9 11,333
2,785 199 0 0 2,984
24 0 0 2,898 2,922

0 5 3,283 0 3,288
43,412 40,128 4,712 2,907 91,159
11,609 1,181 245 4,957 17,992
(4,535) (4,242) (1,096) (10,504) (20,377)
0 0 248 0 248

360 0 2,222 0 2,582
7,434 (3,061) 1,619 (5,547) 445
1,332 291 447 (4) 2,066
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Revenues:

Taxes

Patient fees
Miscellaneous revenues
Federal grants

Total revenues

Expenditures:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total expenditures

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Proceeds of general obligation bonds
Proceeds from financing arrangements/
advance refundings
Net other financing sources (uses)

(Excess) deficiency of revenues
and other financing sources
over expenditures and other
financing uses

GAAP FINANCIAL PLAN

ALL GOVERNMENTAL FUNDS

2004-2005
(millions of dollars)

Special Capital Debt
General Revenue Projects Service (MEMO)
Fund Funds Funds Funds Total
30,712 4,711 1,790 8,692 45,905
0 0 326 326
4,940 2,317 257 23 7,537
0 36,552 1,840 0 38,392
35,652 43,580 3,887 9,041 92,160
31,099 38,951 1,817 0 71,867
9,851 1,610 0 22 11,483
2,998 236 0 0 3,234
25 0 0 3,236 3,261
0 2 3,248 0 3,250
43,973 40,799 5,065 3,258 93,095
11,883 1,084 201 5,270 18,438
(4,593) (4,138) (1,126) (11,022) (20,879)
0 0 131 0 131
340 0 1,939 0 2,279
7,630 (3,054) 1,145 (5,752) (31)
(691) (273) (33) 31 (966)
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Revenues:
Taxes:
Personal income tax
User taxes and fees
Business taxes
Other taxes
Patient fees
Miscellaneous receipts
Federal grants
Total revenues

Expenditures:
Grants to local governments
State operations
General State charges
Debt service
Capital projects
Total expenditures

Other financing sources (uses):
Transfers from other funds
Transfers to other funds
Proceeds of General obligation bonds
Proceeds from financing arrangements/
advance refundings

Net other financing sources (uses)

Excess (deficiency) of revenues and
other financing sources over
expenditures and other financing uses

GAAP FINANCIAL PLAN

GENERAL FUND

2003-2004

(millions of dollars)

Major Funds

Federal Other
General Special Governmental
Fund Revenue Funds Eliminations Total
16,547 0 8,263 0 24,810
7,934 0 3,948 0 11,882
3,194 0 1,590 0 4,784
766 0 444 0 1,210
0 0 325 0 325
8,224 117 2,182 0 10,523
645 36,979 1,622 0 39,246
37,310 37,096 18,374 0 92,780
30,807 32,265 7,560 0 70,632
9,796 1,084 453 0 11,333
2,785 155 44 0 2,984
24 0 2,898 0 2,922
0 0 3,288 0 3,288
43,412 33,504 14,243 0 91,159
11,609 0 22,705 (16,322) 17,992
(4,535) (3,263) (28,901) 16,322 (20,377)
0 0 248 0 248
360 0 2,222 0 2,582
7.434 (3.263) (3.726) 0 445
1,332 329 405 0 2,066
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GAAP FINANCIAL PLAN
GENERAL FUND
2004-2005
(millions of dollars)

Major Funds

Federal Other
General Special Governmental
Fund Revenue Funds Eliminations Total
Revenues:
Taxes:
Personal income tax 17,781 0 8,882 0 26,663
User taxes and fees 8,436 0 4,178 0 12,614
Business taxes 3,719 0 1,681 0 5,400
Other taxes 776 0 452 0 1,228
Patient fees 0 0 326 0 326
Miscellaneous receipts 4,940 115 2,482 0 7,537
Federal grants 0 36,551 1,841 0 38,392
Total revenues 35,652 36,666 19,842 0 92,160
Expenditures:
Grants to local governments 31,099 32,473 8,295 0 71,867
State operations 9,851 1,088 544 0 11,483
General State charges 2,998 179 57 0 3,234
Debt service 25 0 3,236 0 3,261
Capital projects 0 0 3,250 0 3,250
Total expenditures 43,973 33,740 15,382 0 93,095
Other financing sources (uses):
Transfers from other funds 11,883 0 23,327 (16,772) 18,438
Transfers to other funds (4,593) (3,174) (29,884) 16,772 (20,879)
Proceeds of General obligation bonds 0 0 131 0 131
Proceeds from financing arrangements/
advance refundings 340 0 1,939 0 2,279
Net other financing sources (uses) 7,630 (3,174) (4,487) 0 (31)
Excess (deficiency) of revenues and
other financing sources over
expenditures and other financing uses (691) (248) (27) 0 (966)
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Opening fund balance

Receipts:
Taxes:
Personal income tax
User taxes and fees
Business taxes
Other taxes
Miscellaneous receipts
Transfers from other funds
Total receipts

Disbursements:

Grants to local governments

State operations

General State charges

Transfers to other funds
Total disbursements

Excess (deficiency) of receipts
over disbursements

Closing fund balance

CASHFLOW
GENERAL FUND
2002-2003
(millions of dollars)

First Second
Quarter Quarter
(Actual) (Actual)

1,032 1,737
6,754 3,763
1,781 1,816
702 833
211 214
516 338
1,469 1,813
11,433 8,777
6,950 4,662
2,233 2,432
691 901
854 784
10,728 8,779

705 (2)

1,737 1,735
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Third Fourth
Quarter Quarter Total
(Actual) (Actual) (Actual)
1,735 1,463 1,032
2,148 4,126 16,791
1,745 1,721 7,063
758 1,087 3,380
157 161 743
735 502 2,091
1,562 2,484 7,328
7,105 10,081 37,396
4,577 8,698 24,887
1,881 1,132 7,678
513 594 2,699
406 305 2,349
7,377 10,729 37,613
(272) (648) (217)
1,463 815 815
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Opening fund balance

Receipts:
Taxes:
Personal income tax
User taxes and fees
Business taxes
Other taxes
Tobacco bond proceeds
Miscellaneous receipts
Federal Grants
Transfers from other funds
Total receipts

Disbursements:

Grants to local governments

State operations

General State charges

Transfers to other funds
Total disbursements

Excess (deficiency) of receipts
over disbursements

Closing fund balance

GENERAL FUND

(millions of dollars)

CASHFLOW

2003-2004

First Second Third Fourth
Quarter Quarter Quarter Quarter Total
(Actual) (Actual) (Actual) (Projected) (Projected)

815 1,989 2,559 2,947 815
4,600 4,131 2,550 4,510 15,791
1,820 2,107 2,057 1,913 7,897
651 887 758 1,099 3,395
175 223 224 162 784
2,202 0 1,998 0 4,200
241 362 596 571 1,770
323 0 322 0 645
1,965 1,962 1,455 2,395 7,777
11,977 9,672 9,960 10,650 42,259
7,492 5,260 6,430 10,129 29,311
2,190 2,085 1,802 978 7,055
546 1,241 728 742 3,257
575 516 612 734 2,437
10,803 9,102 9,572 12,583 42,060
1,174 570 388 (1,933) 199
1,989 2,559 2,947 1,014 1,014
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CASHFLOW
GENERAL FUND
2003-2004
(millions of dollars)

April through

December 2003 January 2004 February 2004 March 2004
(Actual) (Projected) (Projected) (Projected) Total
Opening fund balance 815 2,947 6,226 6,499 815
Receipts:
Taxes:
Personal income tax 11,281 3,188 1,450 (128) 15,791
User taxes and fees 5,984 614 533 766 7,897
Business taxes 2,296 44 29 1,026 3,395
Other taxes 622 55 55 52 784
Tobacco bond proceeds 4,200 0 0 0 4,200
Miscellaneous receipts 1,199 169 104 298 1,770
Federal Grants 645 0 0 0 645
Transfers from other funds 5,382 1,277 363 755 7,777
Total receipts 31,609 5,347 2,534 2,769 42,259
Disbursements:
Grants to local governments 19,182 1,138 1,747 7,245 29,311
State operations 6,077 500 267 211 7,055
General State charges 2,515 237 184 320 3,257
Transfers to other funds 1,703 193 63 478 2,437
Total disbursements 29,477 2,068 2,261 8,254 42,060
Excess (deficiency) of receipts
over disbursements 2,132 3,279 273 (5,485) 199
Closing fund balance 2,947 6,226 6,499 1,014 1,014
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CASHFLOW
GENERAL FUND
2004-2005
(millions of dollars)

First Second Third Fourth
Quarter Quarter Quarter Quarter Total
(Projected) (Projected) (Projected) (Projected) (Projected)
Opening fund balance 1,014 2,001 2,200 1,222 1,014
Receipts:
Taxes:
Personal income tax 6,243 4,264 2,454 5,559 18,520
User taxes and fees 2,054 2,162 2,122 2,002 8,340
Business taxes 889 894 851 1,105 3,739
Other taxes 199 179 191 193 762
Miscellaneous receipts 547 406 669 465 2,087
Transfers from other funds 2,521 1,996 1,423 2,447 8,387
Total receipts 12,453 9,901 7,710 11,771 41,835
Disbursements:
Grants to local governments 7,354 5,214 5,504 10,383 28,455
State operations 2,535 2,284 1,790 642 7,251
General State charges 781 1,495 671 705 3,652
Transfers to other funds 796 709 723 299 2,527
Total disbursements 11,466 9,702 8,688 12,029 41,885
Excess (deficiency) of receipts
over disbursements 987 199 (978) (258) (50)
Closing fund balance 2,001 2,200 1,222 964 964
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Opening fund balance

Receipts:

Public Goods Pool

Tobacco Control and Insurance Initiatives Pool
Total receipts

Disbursements:
Hospital Indigent Care Fund
Professional Education/Graduate Medical Education
Elderly Pharmaceutical Insurance Coverage (EPIC)
Child Health Plus (CHP)
Family Health Plus (FHP)
Workforce Recruitment and Retention
Public Health
Mental Health
Roswell Park Cancer Institute
Physician Excess Medical Malpractice
Transfer To Medicaid:
Pharmacy Costs
Physician Costs
Health Insurance Demonstration Project
Supplemental Medical Insurance
All Other Medicaid
All Other
Total disbursements

Excess (deficiency) of receipts
over disbursements

Closing fund balance

CASHFLOW
HEALTH CARE REFORM ACT

2004-05

(millions of dollars)

First Second Third Fourth
Quarter Quarter Quarter Quarter Total
(Projected) (Projected) (Projected) (Projected) (Projected)

406 900 1,170 455 406
610 567 519 507 2,203
704 580 173 774 2,231
1,314 1,147 692 1,281 4,434
311 236 220 95 862
104 98 100 96 398
120 140 130 104 494
72 106 130 67 375
0 90 95 156 341
18 48 116 148 330
47 35 35 0 117
39 15 15 17 86
0 25 25 28 78
32 0 0 33 65
0 0 211 148 359
0 0 43 42 85
0 0 28 41 69
0 0 17 51 68
0 0 126 150 276
77 84 116 85 362
820 877 1,407 1,261 4,365
494 270 (715) 20 69
900 1,170 455 475 475
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CASH DISBURSEMENTS BY FUNCTION
GENERAL FUND
(thousands of dollars)

ECONOMIC DEVELOPMENT AND GOVERNMENT OVERSIGHT

Agriculture and Markets, Department of

Alcoholic Beverage Control

Banking Department

Consumer Protection Board

Economic Development, Department of

Empire State Development Corporation

Energy Research and Development Authority

Housing Finance Agency

Housing and Community Renewal, Division of

Insurance Department

Olympic Regional Development Authority

Public Service, Department of

Science, Technology and Academic Research, Office of
Functional Total

PARKS AND THE ENVIRONMENT

Adirondack Park Agency

Environmental Conservation, Department of

Environmental Facilities Corporation

Parks, Recreation and Historic Preservation, Office of
Functional Total

TRANSPORTATION

Motor Vehicles, Department of

Thruway Authority

Transportation, Department of
Functional Total

HEALTH AND SOCIAL WELFARE
Advocate for Persons with Disabilities, Office of
Aging, Office for the
Children and Families, Council on
Children and Family Services, Office of
Health, Department of

Medical Assistance

Medicaid Administration

All Other
Human Rights, Division of
Labor, Department of
Prevention of Domestic Violence, Office of

2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
42,004 38,397 36,739

0 0 0

0 0 0

441 402 367
17,262 32,218 36,140
94,331 8,804 3,000

0 0 0

665 0 0
81,922 74,472 65,143

0 0 0

7,471 7,400 7,350

0 0 0

33,226 27,527 57,057
277,322 189,220 205,796
4,266 4,140 4,173
108,110 97,619 99,100
0 0 0

112,074 101,714 99,139
224,450 203,473 202,412
106,542 1,026 4,654

0 0 0

165,080 161,797 111,616
271,622 162,823 116,270
882 927 806
67,206 66,701 65,961
982 220 0
1,186,702 1,260,609 1,308,811
6,764,517 6,775,448 7,199,673
5,951,713 5,951,821 6,325,009
112,279 120,150 120,150
700,525 703,477 754,514
13,082 13,266 13,265
35,886 36,052 10,885
2,611 2,208 2,060
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CASH DISBURSEMENTS BY FUNCTION

GENERAL FUND
(thousands of dollars)

HEALTH AND SOCIAL WELFARE (Continued)
Temporary and Disability Assistance, Office of
Welfare Assistance
Welfare Administration
All Other
Welfare Inspector General, Office of
Workers' Compensation Board
Functional Total

MENTAL HEALTH

Mental Health, Office of

Mental Retardation and Developmental Disabilities, Office of

Alcohol and Substance Abuse Services, Office of

Developmental Disabilities Planning Council

Quality of Care for the Mentally Disabled, Commission on
Functional Total

PUBLIC PROTECTION
Capital Defenders Office
Correction, Commission of
Correctional Services, Department of
Crime Victims Board
Criminal Justice Services, Division of
Investigation, Temporary State Commission of
Judicial Commissions
Military and Naval Affairs, Division of
Parole, Division of
Probation and Correctional Alternatives, Division of
Public Security, Office of
State Police, Division of
Functional Total

EDUCATION
Arts, Council on the
City University of New York
Education, Department of
School Aid
STAR Property Tax Relief
Handicapped
All Other
Higher Education Services Corporation
State University Construction Fund
State University of New York
Functional Total
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2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
916,300 1,459,190 1,500,104
496,245 1,061,554 1,081,374
338,626 317,178 341,133
81,429 80,458 77,597
624 762 713

0 0 0
8,988,792 9,615,383 10,102,278
1,300,853 1,148,411 1,342,434
766,750 683,464 799,200
300,604 292,510 281,500

0 0 0

3,058 2,829 2,962
2,371,265 2,127,214 2,426,096
12,039 12,169 11,391
2,539 2,477 2,427
1,808,057 1,867,174 1,918,692
25,949 5,523 0
96,765 96,046 93,032
2,901 2,751 2,839
2,274 2,417 2,542
56,944 35,721 26,208
183,713 177,332 177,603
85,071 75,679 72,480
3,763 6,990 6,990
371,043 331,425 325,908
2,651,058 2,615,704 2,640,112
51,178 44,782 44 477
856,729 683,626 729,397
13,663,868 13,743,834 13,941,496
12,279,888 12,361,375 12,529,932
0 0 0

741,058 762,387 851,459
642,922 620,072 560,105
319,340 546,436 722,318
0 0 0
1,429,875 1,236,731 1,221,137
16,320,990 16,255,409 16,658,825
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GENERAL GOVERNMENT

Audit and Control, Department of

Budget, Division of the

Civil Service, Department of

Elections, State Board of

Employee Relations, Office of

Executive Chamber

General Services, Office of

Inspector General, Office of

Law, Department of

Lieutenant Governor, Office of the

Lottery, Division of

Public Employment Relations Board

Racing and Wagering Board, State

Real Property Services, Office of

Regulatory Reform, Governor's Office of

State, Department of

Tax Appeals, Division of

Taxation and Finance, Department of

Technology, Office for

TSC Lobbying

Veterans Affairs, Division of
Functional Total

ALL OTHER CATEGORIES

Legislature

Judiciary (excluding fringe benefits)

Homeland Security

World Trade Center

Local Government Assistance

Long-Term Debt Service

Capital Projects

General State Charges/Miscellaneous

One-time Payment Deferrals
Functional Total

TOTAL GENERAL FUND SPENDING

CASH DISBURSEMENTS BY FUNCTION

GENERAL FUND
(thousands of dollars)

2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
151,673 152,933 163,376
26,204 29,197 27,737
28,937 19,176 21,552
3,506 3,428 3,616
4,038 3,444 3,495
16,036 15,596 14,816
122,205 112,351 117,716
4,059 4,261 4,142
118,551 110,450 112,311
452 482 458

0 0 0

3,650 3,324 3,173
9,559 236 0
35,474 31,796 25,614
3,347 3,229 3,375
16,833 19,632 14,943
3,018 2,718 2,718
318,577 310,635 301,683
47,207 32,722 19,897
1,009 959 975
9,814 11,291 10,185
924,149 867,860 851,782
216,679 200,535 200,535
1,308,192 1,311,100 1,311,000
2,356 12,930 12,963
8,752 0 0
834,162 823,960 799,361
1,495,878 1,468,204 1,752,715
181,785 226,903 187,138
3,435,636 4,078,827 4,417,881
(1,900,000) 1,900,000 0
5,583,440 10,022,459 8,681,593
37,613,088 42,059,545 41,885,164
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CASH DISBURSEMENTS BY FUNCTION
STATE FUNDS

(thousands of dollars)

ECONOMIC DEVELOPMENT AND GOVERNMENT OVERSIGHT

Agriculture and Markets, Department of

Alcoholic Beverage Control

Banking Department

Consumer Protection Board

Economic Development, Department of

Empire State Development Corporation

Energy Research and Development Authority

Housing Finance Agency

Housing and Community Renewal, Division of

Insurance Department

Olympic Regional Development Authority

Public Service, Department of

Science, Technology and Academic Research, Office of
Functional Total

PARKS AND THE ENVIRONMENT

Adirondack Park Agency

Environmental Conservation, Department of

Environmental Facilities Corporation

Parks, Recreation and Historic Preservation, Office of
Functional Total

TRANSPORTATION

Motor Vehicles, Department of

Thruway Authority

Transportation, Department of
Functional Total

HEALTH AND SOCIAL WELFARE
Advocate for Persons with Disabilities, Office of
Aging, Office for the
Children and Families, Council on
Children and Family Services, Office of
Health, Department of

Medical Assistance

Medicaid Administration

All Other
Human Rights, Division of
Labor, Department of
Prevention of Domestic Violence, Office of

2002-2003 2003-2004 2004-2005

Actual Estimated Recommended
65,986 66,482 65,292
10,686 10,637 10,319
58,262 54,450 58,221
3,447 3,348 2,465
85,851 240,067 604,718
108,581 59,351 133,000
26,549 28,023 26,123
665 0 0
206,593 188,004 182,735
100,255 120,424 128,217
7,627 7,750 7,750
53,893 54,350 55,860
45,026 32,527 72,057
773,421 865,413 1,346,757
4,266 4,140 4,173
540,846 720,983 703,552
10,424 7,401 12,416
189,634 227,356 208,274
745,170 959,880 928,415
198,023 199,341 204,478
2,269 3,017 4,000
3,463,834 3,756,999 3,691,702
3,664,126 3,959,357 3,900,180
937 1,044 994
67,211 66,712 65,972
982 220 0
1,208,141 1,296,938 1,359,311
10,548,850 10,879,953 11,680,358
8,413,692 8,640,121 9,311,509
112,279 120,150 120,150
2,022,879 2,119,682 2,248,699
13,082 13,272 13,271
55,447 81,785 58,714
2,617 2,238 2,090
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CASH DISBURSEMENTS BY FUNCTION
STATE FUNDS
(thousands of dollars)

HEALTH AND SOCIAL WELFARE (Continued)
Temporary and Disability Assistance, Office of
Welfare Assistance
Welfare Administration
All Other
Welfare Inspector General, Office of
Workers' Compensation Board
Functional Total

MENTAL HEALTH

Mental Health, Office of

Mental Retardation and Developmental Disabilities, Office of

Alcohol and Substance Abuse Services, Office of

Developmental Disabilities Planning Council

Quality of Care for the Mentally Disabled, Commission on
Functional Total

PUBLIC PROTECTION
Capital Defenders Office
Correction, Commission of
Correctional Services, Department of
Crime Victims Board
Criminal Justice Services, Division of
Investigation, Temporary State Commission of
Judicial Commissions
Military and Naval Affairs, Division of
Parole, Division of
Probation and Correctional Alternatives, Division of
Public Security, Office of
State Police, Division of
Functional Total

EDUCATION
Arts, Council on the
City University of New York
Education, Department of
School Aid
STAR Property Tax Relief
Handicapped
All Other
Higher Education Services Corporation
State University Construction Fund
State University of New York
Functional Total
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2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
974,555 1,543,800 1,579,032
496,245 1,061,554 1,081,374
338,626 317,178 341,133
139,684 165,068 156,525
624 762 713
130,678 140,403 139,107
13,003,124 14,027,127 14,899,562
1,497,182 1,457,086 1,644,142
830,723 791,908 959,125
324,204 333,666 320,586
0 0 0
3,061 2,834 2,967
2,655,170 2,585,494 2,926,820
12,039 12,169 11,391
2,539 2,477 2,427
2,002,698 2,055,424 2,106,942
52,894 33,073 0
101,101 115,579 171,690
3,068 2,936 3,026
2,274 2,417 2,542
71,492 53,584 46,235
183,723 177,432 177,703
85,071 75,679 72,480
3,763 10,749 11,929
454,306 464,949 467,901
2,974,968 3,006,468 3,074,266
51,278 45,482 54,885
931,810 1,091,821 1,127,197
18,305,982 18,570,379 19,033,220
14,176,588 14,272,204 14,550,290
2,664,102 2,835,000 2,998,000
741,058 762,387 851,459
724,234 700,788 633,471
398,345 609,632 788,776
8,818 9,300 9,402
4,083,997 4,402,587 4,462,401
23,780,230 24,729,201 25,475,881
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GENERAL GOVERNMENT

Audit and Control, Department of

Budget, Division of the

Civil Service, Department of

Elections, State Board of

Employee Relations, Office of

Executive Chamber

General Services, Office of

Inspector General, Office of

Law, Department of

Lieutenant Governor, Office of the

Lottery, Division of

Public Employment Relations Board

Racing and Wagering Board, State

Real Property Services, Office of

Regulatory Reform, Governor's Office of

State, Department of

Tax Appeals, Division of

Taxation and Finance, Department of

Technology, Office for

TSC Lobbying

Veterans Affairs, Division of
Functional Total

ALL OTHER CATEGORIES

Legislature

Judiciary (excluding fringe benefits)

Homeland Security

World Trade Center

Local Government Assistance

Long-Term Debt Service

General State Charges/Miscellaneous

One-time Payment Deferrals
Functional Total

TOTAL STATE FUNDS SPENDING

CASH DISBURSEMENTS BY FUNCTION

STATE FUNDS

(thousands of dollars)

2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
155,011 156,087 166,815
31,385 41,094 39,786
30,167 20,176 22,652
3,506 3,428 3,616
4,082 3,632 3,683
16,103 15,696 14,916
184,783 201,798 209,363
5,115 5,502 5,441
140,300 138,427 142,082
452 482 458
161,657 154,942 159,651
3,697 3,555 3,472
13,959 15,075 14,832
46,150 51,822 53,800
3,347 3,229 3,375
51,107 62,609 156,947
3,018 2,718 2,718
347,577 342,538 337,749
47,207 32,722 19,897
1,168 1,259 1,275
9,814 11,291 10,185
1,259,605 1,268,082 1,372,713
218,729 201,485 201,485
1,453,830 1,470,854 1,472,009
7,159 30,680 23,863
8,752 0 1,375
834,162 823,960 799,361
3,038,389 3,352,698 3,919,150
3,234,223 2,931,698 3,156,482
(1,900,000) 1,900,000 0
6,895,244 10,711,375 9,573,725
55,751,058 62,112,397 63,498,319
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FINANCIAL PLAN OVERVIEW

CASH DISBURSEMENTS BY FUNCTION

ALL GOVERNMENTAL FUNDS
(thousands of dollars)

ECONOMIC DEVELOPMENT AND GOVERNMENT OVERSIGHT

Agriculture and Markets, Department of

Alcoholic Beverage Control

Banking Department

Consumer Protection Board

Economic Development, Department of

Empire State Development Corporation

Energy Research and Development Authority

Housing Finance Agency

Housing and Community Renewal, Division of

Insurance Department

Olympic Regional Development Authority

Public Service, Department of

Science, Technology and Academic Research, Office of
Functional Total

PARKS AND THE ENVIRONMENT

Adirondack Park Agency

Environmental Conservation, Department of

Environmental Facilities Corporation

Parks, Recreation and Historic Preservation, Office of
Functional Total

TRANSPORTATION

Motor Vehicles, Department of

Thruway Authority

Transportation, Department of
Functional Total

HEALTH AND SOCIAL WELFARE
Advocate for Persons with Disabilities, Office of
Aging, Office for the
Children and Families, Council on
Children and Family Services, Office of
Health, Department of

Medical Assistance

Medicaid Administration

All Other
Human Rights, Division of
Labor, Department of
Prevention of Domestic Violence, Office of

2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
84,779 82,492 80,757
10,746 10,637 10,319
58,262 54,450 58,221
3,447 3,348 2,465
105,379 240,399 605,057
108,581 59,351 133,000
26,549 28,023 26,123
665 0 0
267,593 222,993 217,724
100,255 120,424 128,217
7,627 7,750 7,750
54,873 55,798 57,429
50,457 38,152 77,682
879,213 923,817 1,404,744
4,483 4,490 4,523
746,588 900,847 883,864
10,424 7,401 12,416
196,501 232,502 213,459
957,996 1,145,240 1,114,262
212,705 213,943 219,001
2,269 3,017 4,000
4,917,214 5,154,000 5,261,099
5,132,188 5,370,960 5,484,100
1,216 1,455 4,020
161,756 172,193 176,628
1,310 220 0
3,296,287 3,161,941 3,074,572
29,053,657 31,929,652 32,871,737
25,315,479 27,980,456 28,718,016
507,681 530,100 542,400
3,230,497 3,419,096 3,611,321
14,357 14,873 14,884
932,859 749,983 721,602
2,792 2,238 2,090
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FINANCIAL PLAN OVERVIEW

CASH DISBURSEMENTS BY FUNCTION

ALL GOVERNMENTAL FUNDS
(thousands of dollars)

HEALTH AND SOCIAL WELFARE (Continued)
Temporary and Disability Assistance, Office of
Welfare Assistance

Welfare Administration

All Other

Welfare Inspector General, Office of

Workers' Compensation Board

Functional Total

MENTAL HEALTH

Mental Health, Office of
Mental Retardation and Developmental Disabilities, Office of

Alcohol and Substance Abuse Services, Office of

Developmental Disabilities Planning Council
Quality of Care for the Mentally Disabled, Commission on
Functional Total

PUBLIC PROTECTION

Capital Defenders Office
Correction, Commission of
Correctional Services, Department of

Crime Victims Board

Criminal Justice Services, Division of
Investigation, Temporary State Commission of

Judicial Commissions

Military and Naval Affairs, Division of

Parole, Division of

Probation and Correctional Alternatives, Division of
Public Security, Office of

State Police, Division of

Functional Total

EDUCATION
Arts, Council on the

City University of New York

Education, Department of

School Aid

STAR Property Tax Relief
Handicapped

All Other

Higher Education Services Corporation
State University Construction Fund
State University of New York
Functional Total
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2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
4,004,561 4,412,146 4,389,890
2,803,488 3,110,454 3,060,380
338,626 317,178 341,133
862,447 984,514 988,377
1,021 1,132 1,083
131,622 140,403 139,107
37,601,438 40,586,236 41,395,613
2,032,510 2,115,703 2,164,727
2,485,275 2,635,734 2,823,365
467,875 480,235 475,934
3,449 3,800 3,730
9,541 10,925 11,200
4,998,650 5,246,397 5,478,956
12,039 12,169 11,391
2,544 2,477 2,427
2,097,934 2,086,436 2,137,954
86,723 64,605 0
151,737 160,244 247,887
3,074 2,936 3,026
2,274 2,417 2,542
1,184,039 129,389 132,929
189,443 181,175 179,403
88,528 75,679 72,480
3,763 10,749 11,929
476,226 482,330 484,905
4,298,324 3,210,606 3,286,873
52,033 46,084 55,497
931,810 1,091,821 1,127,197
20,705,371 21,317,584 21,853,237
14,176,588 14,272,204 14,550,290
2,664,102 2,835,000 2,998,000
1,202,923 1,314,903 1,426,076
2,661,758 2,895,477 2,878,871
790,297 865,738 798,976
8,825 9,300 9,402
4,249,668 4,574,199 4,634,086
26,738,004 27,904,726 28,478,395




FINANCIAL PLAN OVERVIEW

GENERAL GOVERNMENT

Audit and Control, Department of

Budget, Division of the

Civil Service, Department of

Elections, State Board of

Employee Relations, Office of

Executive Chamber

General Services, Office of

Inspector General, Office of

Law, Department of

Lieutenant Governor, Office of the

Lottery, Division of

Public Employment Relations Board

Racing and Wagering Board, State

Real Property Services, Office of

Regulatory Reform, Governor's Office of

State, Department of

Tax Appeals, Division of

Taxation and Finance, Department of

Technology, Office for

TSC Lobbying

Veterans Affairs, Division of
Functional Total

ALL OTHER CATEGORIES

Legislature

Judiciary (excluding fringe benefits)

Homeland Security

World Trade Center

Local Government Assistance

Long-Term Debt Service

General State Charges/Miscellaneous

One-time Payment Deferrals
Functional Total

TOTAL ALL GOVERNMENTAL FUNDS SPENDING

CASH DISBURSEMENTS BY FUNCTION

ALL GOVERNMENTAL FUNDS
(thousands of dollars)

2002-2003 2003-2004 2004-2005
Actual Estimated Recommended
155,011 156,087 166,815
31,385 41,094 39,786
30,181 20,176 22,652
3,506 6,428 148,253
4,098 3,632 3,683
16,103 15,696 14,916
189,071 206,098 213,756
5,115 5,502 5,441
162,610 159,317 163,180
452 482 458
161,657 154,942 159,651
3,697 3,555 3,472
13,959 15,075 14,832
46,150 51,822 53,800
3,347 3,229 3,375
108,961 132,445 235,389
3,018 2,718 2,718
349,333 342,816 338,027
47,207 32,722 19,897
1,168 1,259 1,275
10,775 12,510 11,517
1,346,804 1,367,605 1,622,893
218,729 201,485 201,485
1,458,462 1,473,354 1,474,509
7,159 168,286 87,819
8,752 1,499,798 1,700,125
834,162 823,960 799,361
3,038,389 3,352,698 3,919,150
3,437,316 3,117,524 3,357,814
(1,900,000) 1,900,000 0
7,102,969 12,537,105 11,540,263
89,055,586 98,292,692 99,806,099
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EXPLANATION OF
RECEIPT ESTIMATES

In accordance with the requirements of Article VI of the State Constitution and section 22
of the State Finance Law, there is submitted herewith an explanation of the receipt estimates
by fund type.

These estimates have been prepared by the Division of the Budget with the assistance of
the Department of Taxation and Finance and other agencies concerned with the collection of
State receipts. To the extent they are material, income sources not noted below are
discussed in the presentations of the agencies primarily responsible for executing the
programs financed by such receipts.
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EXPLANATION OF RECEIPT ESTIMATES

CASH RECEIPTS
ALL GOVERNMENTAL FUNDS
2002-2003
(millions of dollars)

Special Capital Debt
General Revenue Projects Service

Fund Funds Funds Funds Total
Personal income tax 16,791 2,664 0 4,243 23,698
User taxes and fees 7,063 506 1,010 2,225 10,804
Sales and use tax 6,328 362 0 2,106 8,796
Cigarette and tobacco taxes 446 0 0 0 446
Motor fuel tax 0 69 356 119 544
Motor vehicle fees 67 75 470 0 612
Highway Use tax 0 0 147 0 147
Alcoholic beverages taxes 180 0 0 0 180
Alcoholic beverage control license fees 42 0 0 0 42
Auto rental tax 0 0 37 0 37
Business taxes 3,380 1,035 568 0 4,983
Corporation franchise tax 1,407 205 0 0 1,612
Corporation and utilities tax 860 231 0 0 1,091
Insurance taxes 704 72 0 0 776
Bank tax 409 72 0 0 481
Petroleum business tax 0 455 568 0 1,023
Other taxes 743 0 112 336 1,191
Estate tax 701 0 0 0 701
Gift tax 7 0 0 0 7
Real property gains tax 5 0 0 0 5
Real estate transfer tax 0 0 112 336 448
Pari-mutuel taxes 29 0 0 0 29
Other taxes 1 0 0 0 1
Total Taxes 27,977 4,205 1,690 6,804 40,676
Miscellaneous receipts 2,091 9,570 1,678 807 14,146
Federal grants 0 31,684 1,567 0 33,251
Total 30,068 45,459 4,935 7,611 88,073
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EXPLANATION OF RECEIPT ESTIMATES

Personal income tax

User taxes and fees

Sales and use tax

Cigarette and tobacco taxes

Motor fuel tax

Motor vehicle fees

Alcoholic beverages taxes

Highway Use tax

Alcoholic beverage control license fees
Auto rental tax

Business taxes
Corporation franchise tax
Corporation and utilities tax
Insurance taxes

Bank tax

Petroleum business tax

Other taxes

Estate tax

Gift tax

Real property gains tax
Real estate transfer tax
Pari-mutuel taxes
Other taxes

Total Taxes
Miscellaneous receipts
Federal grants

Total

CASH RECEIPTS

ALL GOVERNMENTAL FUNDS

(millions of dollars)

2003-2004

Special Capital Debt
General Revenue Projects Service

Fund Funds Funds Funds Total
15,791 2,835 0 5,457 24,083
7,897 601 1,074 2,244 11,816
7,178 400 0 2,244 9,822
419 0 0 0 419

0 105 403 0 508

68 96 486 0 650

184 0 0 0 184

0 0 147 0 147

48 0 0 0 48

0 0 38 0 38
3,395 1,022 566 0 4,983
1,382 188 0 0 1,570
755 205 0 0 960
872 105 0 0 977
386 65 0 0 451

0 459 566 0 1,025

784 0 112 338 1,234
752 0 0 0 752

0 0 0 0 0

4 0 0 0 4

0 0 112 338 450

27 0 0 0 27

1 0 0 0 1
27,867 4,458 1,752 8,039 42,116
5,970 10,396 2,690 694 19,750
645 34,921 1,621 0 37,187
34,482 49,775 6,063 8,733 99,053
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EXPLANATION OF RECEIPT ESTIMATES

CASH RECEIPTS
ALL GOVERNMENTAL FUNDS
2004-2005
(millions of dollars)

Special Capital Debt
General Revenue Projects Service

Fund Funds Funds Funds Total
Personal income tax 18,520 2,998 0 5,944 27,462
User taxes and fees 8,340 695 1,084 2,364 12,483
Sales and use tax 7,666 454 0 2,364 10,484
Cigarette and tobacco taxes 424 107 0 0 531
Motor fuel tax 0 134 411 0 545
Motor vehicle fees 25 0 481 0 506
Alcoholic beverages taxes 183 0 0 0 183
Highway Use tax 0 0 152 0 152
Alcoholic beverage control license fees 42 0 0 0 42
Auto rental tax 0 0 40 0 40
Business taxes 3,739 1,091 610 0 5,440
Corporation franchise tax 1,746 238 0 0 1,984
Corporation and utilities tax 657 191 18 0 866
Insurance taxes 912 109 0 0 1,021
Bank tax 424 72 0 0 496
Petroleum business tax 0 481 592 0 1,073
Other taxes 762 0 112 349 1,223
Estate tax 730 0 0 0 730
Gift tax 0 0 0 0 0
Real property gains tax 3 0 0 0 3
Real estate transfer tax 0 0 112 349 461
Pari-mutuel taxes 28 0 0 0 28
Other taxes 1 0 0 0 1
Total Taxes 31,361 4,784 1,806 8,657 46,608
Miscellaneous receipts 2,087 11,478 2,431 647 16,643
Federal grants 0 34,425 1,840 0 36,265
Total 33,448 50,687 6,077 9,304 99,516
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Personal income tax

User taxes and fees

Sales and use tax

Cigarette and tobacco taxes

Motor fuel tax

Motor vehicle fees

Alcoholic beverages taxes

Alcoholic beverage control license fees
Auto rental tax

Business taxes
Corporation franchise tax
Corporation and utilities tax
Insurance taxes

Bank tax

Petroleum business tax

Other taxes

Estate tax

Gift tax

Real property gains tax
Pari-mutuel taxes
Other taxes

Total Taxes
Miscellaneous receipts
Federal Grants

Total

CASH RECEIPTS
GENERAL FUND

2002-2003 THROUGH 2004-2005

(millions of dollars)

2004-2005
2002-2003 2003-2004 2004-2005 Compared
Actual Estimated Recommended with 2003-2004
16,791 15,791 18,520 2,729
7,063 7,897 8,340 443
6,328 7,178 7,666 488
446 419 424 5
0 0 0 0
67 68 25 (43)
180 184 183 (1)
42 48 42 (6)
0 0 0 0
3,380 3,395 3,739 344
1,407 1,382 1,746 364
860 755 657 (98)
704 872 912 40
409 386 424 38
0 0 0 0
743 784 762 (22)
701 752 730 (22)
7 0 0 0
5 4 3 1)
29 27 28 1
1 1 1 0
27,977 27,867 31,361 3,494
2,091 5,970 2,087 (3,883)
0 645 0 (645)
30,068 34,482 33,448 (1,034)
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Personal income tax

User taxes and fees
Sales and use tax
Motor fuel tax

Motor vehicle fees

Business taxes
Corporation franchise tax
Corporation and utilities tax
Insurance taxes

Bank tax

Petroleum business tax

Total Taxes
Miscellaneous receipts
Federal grants

Total

CASH RECEIPTS

SPECIAL REVENUE FUNDS
2002-2003 THROUGH 2004-2005

(millions of dollars)

2004-2005
2002-2003 2003-2004 2004-2005 Compared
Actual Estimated Recommended with 2003-2004
2,664 2,835 2,998 163
506 601 695 94
362 400 454 54
69 105 107 2
75 96 134 38
1,035 1,022 1,091 69
205 188 238 50
231 205 191 (14)
72 105 109 4
72 65 72 7
455 459 481 22
4,205 4,458 4,784 326
9,570 10,396 11,478 1,082
31,684 34,921 34,425 (496)
45,459 49,775 50,687 912
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CASH RECEIPTS
CAPITAL PROJECTS FUNDS
2002-2003 THROUGH 2004-2005
(millions of dollars)

2004-2005

2002-2003 2003-2004 2004-2005 Compared

Actual Estimated Recommended with 2003-2004

User taxes and fees 1,010 1,074 1,084 10
Motor fuel tax 356 403 411 8
Motor vehicle fees 470 486 481 (5)
Highway Use tax 147 147 152 5
Auto Rental Tax 37 38 40 2
Business taxes 568 566 610 44
Corporation and utilities tax 0 0 18 18
Petroleum business tax 568 566 592 26
Other taxes 112 112 112 0
Real estate transfer tax 112 112 112 0
Total Taxes 1,690 1,752 1,806 54
Miscellaneous receipts 1,678 2,690 2,431 (259)
Federal grants 1,567 1,621 1,840 219

Total 4,935 6,063 6,077 14
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Personal income tax
User taxes and fees
Sales and use tax

Motor fuel tax

Other taxes
Real estate transfer tax

Total Taxes

Miscellaneous receipts

Total

CASH RECEIPTS
DEBT SERVICE FUNDS
2002-2003 THROUGH 2004-2005
(millions of dollars)

2004-2005

2002-2003 2003-2004 2004-2005 Compared

Actual Estimated Recommended with 2003-2004
4,243 5,457 5,944 487
2,225 2,244 2,364 120
2,106 2,244 2,364 120
119 0 0 0
336 338 349 11
336 338 349 11
6,804 8,039 8,657 618

807 694 647 (47)

7,611 8,733 9,304 571
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EXPLANATION OF RECEIPT ESTIMATES

ECONOMIC BACKDROP

OVERVIEW

Following six quarters of uncertain fortune, the U.S. economy finally appears to be on a
sustainable expansionary path. The 20 months following the end of the 2001 recession
represent one of the most unusual recovery periods of the postwar era, combining high
productivity gains with low output growth and falling employment. The recovery exhibited
sporadic signs of life — growth in real U.S. GDP of 4.7 percent in the first quarter of 2002, a
rise in industrial production for every month between January and June 2002, and rising
employment toward the end of 2002, including the addition of 158,000 jobs in January 2003
— but never gained momentum. However, by the summer of 2003, an array of indicators
showed broad-based strength and, finally, a sustained rise in employment. Indeed, the third
quarter of 2003 produced the fastest quarterly growth rate in real GDP in almost 20 years.

Why did the U.S. economic recovery take so long to find its footing? Since the
simultaneous collapse of equities and the high-tech sector in 2000, the national economy
absorbed three additional but distinct shocks: the September 11 terrorist attacks, a string of
corporate governance scandals, and the war in Iraq and its aftermath. These events created
an environment of uncertainty that lengthened the period of adjustment for the business
sector from the unrealistic expectations of the late 1990s. However, the mood of the
business sector contrasted starkly with the behavior of households. Thus, declining
employment and an absence of business spending coincided with record-breaking sales in
the interest-sensitive housing and auto markets.

Following an unusually sluggish recovery period, the U.S. economic expansion now
appears to be on track. Low interest rates, low inflation, a booming housing market, and
expansive fiscal policy combined in the middle of 2003 to increase confidence within the
business sector, which has finally demonstrated a long-awaited impetus to spend. Moreover,
the Federal Reserve has signaled a willingness to remain accommodative and fiscal policy
will remain expansionary throughout 2004. Consequently, the Budget Division believes that
the U.S. economy is soundly upon a path of sustainable growth. Strong real GDP growth of
4.7 percent is projected for 2004, following growth of 3.1 percent for 2003.

The New York State economy is slowly emerging from recession. A number of indicators
and business sentiment surveys show that the overall State economy is indeed at a turning
point. Though the legacy of the September 11 attack is still evident in New York City, where
employment remains down on a year-over-year basis, employment losses have stabilized
and growth is evident in some sectors. Moreover, with the first sustained rise in equity prices
in three years and low interest rates, the profit outlook for the finance industry has brightened.
Total New York wages are expected to grow 5.1 percent in 2004, the best performance in
four years. State nonagricultural employment is projected to rise 0.8 percent in 2004, slightly
below projected growth for the nation of 1.1 percent.

THE NATIONAL ECONOMY

The recession of 2001 and the ensuing recovery were atypical of the postwar period. The
seeds of past recessions were often sown by an overheating economy and accelerating
inflation, which induced the Federal Reserve to put on the brakes by raising interest rates.’
Higher rates would in turn reduce household demand and a recession would eventually
follow. Although the Federal Reserve’s rate hikes during the second half of 1999 and the first
half of 2000 did engender a mild downturn in the interest rate-sensitive areas of spending in

T of course, each business cycle has its own unique traits, often related to idiosyncratic shocks such as the oil price
increases in the 1970s.
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2000 — indeed, revised data indicate that real U.S. GDP fell 0.5 percent during the third
quarter — the overall impact of the monetary tightening was expected to be relatively mild,
perhaps another “soft landing” as the Federal Reserve had successfully engineered in
1994-95. However, hopes for a soft landing dimmed after September 11, and, unlike in the
typical postwar case, the business sector led the economy into a full-fledged recession.
Nevertheless, the 2001 recession was mild as measured by the decline in real output, largely
due to the rapid response of monetary policy to the slowdown. Had the Federal Reserve not
cut rates early and sharply starting in January 2001, stimulating activity in the housing and
auto markets, the recession would likely have been both deeper and more prolonged.

Though the 2001 recession was mild, the early stage of the recovery was unusually
weak, comparable only to the beginning of the 1990s expansion (see Figure 1). No sooner
did the recession end than a series of corporate governance scandals dealt a blow to an
economy still reeling from September 11. Laterin 2002, the economy was further shaken by
the emerging conflict with Iraq. These events had the effect of delaying the rebound that
typically occurs in the early stages of an economic recovery. Falling equity prices and global
uncertainty focused the business sector on improving profits by cutting costs at the expense
of both employment and investment growth. Moreover, the fact that consumption never
actually declined during the recession meant less pent-up demand entering the recovery.
This resulted in slow growth combined with falling employment through the second quarter of
2003. However, with inventories now sufficiently pared, business sector confidence
increasing, low interest rates and fiscal stimulus in place, and a global economy on the verge
of a rebound, the U.S. economic recovery finally appears to be on track.

Figure 1

Real U.S. GDP Growth
During the First Six Quarters Following a Recession
6.7% 6.4% 5.9% 4.9% 7.7% . 2.7%

1SB09104

f

Percent change

1958 1962 1966 1970 1974 1978 1982 1986 1990 1994 1998 2002

Note: Shaded areas represent the six quarters following the last seven US recessions,
excluding the 1980 recession; numbers above bars show average annualized rate of
quarterly job growth over the six quarters.

Source: Economy.com.

Because the usual economic rebound following a recession was delayed, all of the risks
inherent in forecasting at or near business cycle turning points apply today. The lags with
which economic data become available and the extent to which these data subsequently get
revised are important parts of the problem. When the economy turns downward, preliminary
attempts to measure economic activity tend to overestimate the strength of the economy.
The opposite is often true for the recovery phase. Moreover, as the last two years have
demonstrated, the economy is particularly vulnerable to shocks during a recovery. This is
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partly due to the fragility of business sentiment and consumer confidence at this stage of the
business cycle. Finally, the impact of changes in public policy, such as the tax cuts passed in
2003, are notoriously difficult to estimate, both with respect to timing and magnitude. The
size of the impact depends on how much consumers choose to spend and when. Moreover,
Federal legislation passed in May 2003 reduced income tax rates retroactively to January of
that year. The timing of the stimulus then depends on how workers adjust their behavior in
response to the new tax schedules.

Table 1 shows Blue Chip consensus forecasts for real GDP growth (GNP if prior to 1992)
published in January for the year just started and compares those forecasts to the actual
growth rates for the same year. The “actuals” shown in the table are based on the very first
estimate of the fourth quarter released by the U.S. Bureau of Economic Analysis (the
“advance release”), since it is difficult for forecasters to anticipate future revisions in the
underlying economic data. As Table 1 indicates, when the economy turns down, economists
tend to overestimate real output growth and as the economy turns up they tend to
underestimate growth.? The most recent recession and subsequent recovery are good
examples. The January 2001 Blue Chip consensus forecast was 1.5 percentage points
higher than the actual for that year, while the forecast for 2002 was 1.3 percentage points too
low. These data suggest that there may be a tendency to underestimate the strength of the
economic rebound that is now underway.

TABLE 1
FORECASTING ACCURACY NEAR TURNING POINTS
Current Year Actual
Output (Advance

Forecast Year Forecast Release) Error
1980-1982 Recessions

1980 -1.0 -0.1 -0.9

1981 0.7 2.0 -1.3

1982 0.3 -1.8 21

1983 25 3.3 -0.8

1984 5.8 6.8 -1.0
1990-1991 Recession

1990 1.0 0.9 0.1

1991 0.0 -0.7 0.7

1992 1.6 2.1 -0.4

1993 2.9 29 -0.1
2001 Recession

2001 2.6 1.1 1.5

2002 1.1 24 -1.3

2003 2.8 3.1 -0.3

Note: The error is defined as forecast minus actual.
Source: Blue Chip Consensus, January, various years; Federal Reserve
Bank of Philadelphia.

The evidence presented below suggests that the current recovery will be sustained
throughout the forecast period. The climate of uncertainty appears to have subsided and
business confidence appears to be improving. The rebuilding of inventories is likely to require
increased demand for workers. Firms are already starting to replace obsolete computer
equipment and there is evidence that capacity shortfalls may be emerging in other areas.
Moreover, equity prices are rising in response to brisk profit growth and monetary policy is
expected to remain accommodative. Rising household demand is expected to be supported
by rising employment and incomes, buttressed by the continued impact of the 2003 tax cuts.
Finally, the combined impact of a moderately falling dollar and accelerating growth for the
world economy is expected to increase the demand for U.S. exports, although on balance,
the trade deficit is projected to widen in 2004.

2 The 1980 recession is not as much of an exception as it appears, since it lasted only through the first six months of the
year.
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The Longest Labor Market Turning Point

Although the National Bureau of Economic Research (NBER) Business Cycle Dating
Committee declared November 2001 as the trough of the 2001 recession, U.S. employment
continued to decline during most of 2002 and 2003. This fact distinguishes the beginning of
the current recovery from most prior postwar recoveries (see Figure 2). Although the
aftermath of the 1990-91 recession has often been referred to as a “jobless” recovery, payroll
survey data indicate that the 2001 recession was followed by a “job-loss” recovery (see
Box 1). More than two years after the November 2001 trough, private sector employment is
still almost one million below its November 2001 level (see Table 2). Indeed, this lengthy
period of job declines led the Committee to wait an unusually long 20 months before
declaring a trough at November 2001. Many factors contributed to the economy’s continued
loss of jobs during the recovery. However, the shocks the economy sustained during the
period — September 11, corporate governance scandals, and the war in Iraq — and the
uncertainty they engendered, appear to be the most important explanation and the one best
supported by the data. With the impact of these shocks now dissipating, the environment is
likely to be much more favorable to job growth going forward.

Figure 2

Private Nonfarm Employment Growth

During the First Six Quarters Following a Recession
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Source: Economy.com.
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BOX 1
THE EMPLOYMENT PUZZLE

Two startlingly different portraits of national employment emerge when comparing two alternative
sources of data published by the U.S. Bureau of Labor Statistics. The source most often cited by economists
who forecast employment is the Establishment Survey, which samples the payroll reports of about 400,000
firms across the country under the Current Employment Statistics (CES) program. Since it is an enumeration
of jobs, an individual with two jobs would be counted twice. An alternative measure of employment comes
from the Current Population Survey (CPS) of about 60,000 households, commonly known as the household
survey, which is the primary data source for labor force and unemployment rate data. Because the CPS is
most concerned with the employment status of a member of a household, an individual with more than one
job is counted only once.

The chart below indicates that it is not unusual for these two data sources to diverge substantially in their
measure of job growth. Although on average, payroll employment tends to grow faster, during and
immediately following a recession, household survey employment tends to exhibit the higher growth rate.
This has been true for all recessions since World War Il, and the current post-recession period is no
exception. Thus, historical evidence suggests that the more rapid pace of employment growth exhibited by
the household survey data can be expected to be matched, and eventually surpassed, by faster growth on a
payroll basis, once the recovery has gathered steam.

Total U.S. Employment

Establishment and Household Surveys
ent Change Year Ago)

— Household
Survey

—Establishment
Survey
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Note: Establishment survey data suggest that employment has fallen since the
recession officially ended. However, according to the household survey, employment
grew during the same period.

Source: Economy.com.

However, the magnitude of the difference since the end of the 2001 recession has been substantially
larger than the historical norm of about one-half of one percentage point. In fact, the difference between the
two measures recently exceeded one percentage point, a magnitude reached briefly only twice during the
postwar period. This difference has persisted for more than a year, a duration that is unparalleled in the last
45 years.

The current recovery has been labeled a “job-loss recovery,” for until the last few months, employment as
measured by the payroll survey continued to decline even after output growth had resumed. This is the worst
post-recession job performance since World War Il; only the recovery from the 1990 recession is at all
comparable, and in that case employment growth hovered around zero but did not decline. In contrast, the
household survey data indicate that employment has been trending upward since early 2002 and currently
exceeds its prior 2000 peak. Even after adjusting for the design differences between the two surveys, a
discrepancy of 2.2 million jobs remains. The most recent household survey data indicates that by December
2003, civilian employment was 840,000 above its March 2001 level.

Several explanations for the source of the difference have been advanced. One is that in an effort to
minimize costs, firms may be hiring more individuals on a contract basis to avoid commitments and fringe
benefit costs. If such individuals were self-employed, they would be counted in the household data, but notin
the payroll count. It has also been suggested that the Census Bureau has been overestimating immigration,
and therefore the entire population, since the most recent decennial census.' Since population estimates are
used to inflate the household survey results to population totals, an overestimate of the population would
produce an overestimate of employment as well.

"The Federal Reserve Board, “The Jobless Recovery”, remarks by Governor Ben S. Bernanke at the Global Economic
and Investment Outlook Conference, Carnegie Mellon University, Pittsburgh, Pa., November 6, 2003 at
<http://www.federalreserve.gov/boarddocs/speeches/2003/2003110662/default.htm>.
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TABLE 2

CHANGE IN U.S. EMPLOYMENT 25 MONTHS AFTER BUSINESS CYCLE
TROUGH

Cumulative Change in Employment Since Trough
Trough Date Level (000s) Percent Change

Total Private Total Private
Oct-45 5888 6157 15.3% 18.8%
Oct-49 5199 4543 12.1% 12.3%
May-54 3618 3080 7.4% 7.3%
Apr-58 3446 2882 6.8% 6.7%
Feb-61 2766 2108 5.2% 4.7%
Nov-70 4861 4007 6.9% 7.0%
Mar-75 5081 4760 6.6% 7.7%
Jul-80 (480) 8 -0.5% 0.0%
Nov-82 7317 7012 8.2% 9.6%
Mar-91 1681 1231 1.5% 1.4%
Nov-01 (776) (907) -0.6% -0.8%

Source: Economy.com.

The reason most often cited for the “job-loss recovery” is the particularly high productivity
growth experienced during and after the 2001 recession. Figure 3 shows average
productivity growth over the first six quarters after each of the last seven recessions
(excluding the short 1980 recession). The figure indicates that productivity growth during the
period was robust, but not unprecedented. Indeed, the productivity growth observed during
the six months following the 2001 recession might be identified as a return to normalcy
following the exceptionally low productivity growth rates that followed the recession of
1990-91.

It has also been suggested that when the unemployment rate fell to 3.9 percent in the
middle of 2000, employment had risen to a level that the economy could not sustain over the
long run. Believing that the 1990s “New Economy” expansion would be virtually endless,
firms hired more workers than long-term conditions could justify. However, “over-hiring” alone
cannot justify the decline in employment experienced during the current expansion. By one
definition, the sustainable level of employment is the level that is consistent with a 5 percent
unemployment rate and a 67 percent labor force participation rate.® By that standard, the
high level of employment attained at the expansionary peak was indeed unsustainable.
However, the current employment level remains over 3 million below the sustainable level so
defined. In addition, a comparison of actual employment with the Budget Division’s estimate
of potential employment indicates that the degree of over-hiring just prior to the 2001
recession was less than that which occurred before the 1990-91 recession.

One study proposes structural change in the labor market as another explanation for the
job-loss recovery.® Starting from the premise that industry restructuring often accelerates
during a recession, the study’s authors define job losses that occurred during the recession
as permanent if they occurred within industries that continued to lose jobs during the
expansion. In contrast, losses from industries that subsequently resumed growth are
deemed to be temporary. The authors judge a large percentage of the job losses that
occurred during the 2001 recession to have been permanent, forcing those who were laid off
to find jobs in other industries. Thus, they conclude that structural change was a major
contributor to the recent “job-loss recovery.”

3 See remarks by Governor Ben S. Bernanke delivered on November 6, 2003:
<http://www.federalreserve.gov/boarddocs/speeches/2003/200311062/default.htm>

* See Erica L. Groshen and Simon Potter, “Has Structural Change Contributed to a Jobless Recovery?” Federal
Reserve Bank of New York, Current Issues in Economics and Finance, Vol. 9, no. 8, August, 2003.
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Figure 3

Nonfarm Business Productivity Growth

During the First Six Quarters Following a Recession
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Note: Productivity is measured as output per hour. Shaded areas represent the six
quarters following the last seven US recessions, excluding the 1980 recession; numbers
above bars show average rate of annualized quarterly growth over the six quarters.
Source: Economy.com.
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The structural change argument raises the question as to why a relatively mild recession
in terms of output growth would generate such a large degree of restructuring. In addition,
the business sector underwent a substantial restructuring during and after the 1990-91
recession, but the economy still gained over one million jobs by the end of the second year of
the recovery. This explanation also fails to address the uneven pattern of growth across
industries during the recession. For example, the simultaneous decline of manufacturing jobs
and increase in mortgage-lending jobs may not signal a restructuring as mush as the fact that
while the manufacturing sector was in a recession, the housing sector was booming. Indeed,
that boom has begun to ebb; the number of jobs in credit intermediation decreased in
November for the second consecutive month, reflecting the falling demand for mortgage
refinancing services. From July 2000 through September 2003, the industry had added a
total of 251,000 jobs. From this evidence it appears that the simultaneous job losses from
manufacturing and gains in mortgage lending represent the unique business cycles in those
industries rather than restructuring.

It has also been suggested that the increasing globalization of the economy contributed to
the job-loss recovery, an explanation that is closely related to the restructuring argument. Itis
true that a growing magnitude of the goods purchased in the U.S. is imported. In 1947, the
ratio of imported goods to total goods output, both adjusted for price changes, was 6.8
percent. That ratio rose to 11.3 percent in 1967 and to 35.6 percentin 2003. However, due
to the cyclical nature of international trade, imports actually fell during the recession and the
early part of the recovery (see Figure 18).

The increasing cost of worker benefits has also been linked to job losses. Since 1980,
the wage and salary portion of total compensation has risen 146 percent while the benefits
portion has grown 216 percent, largely due to the rising cost of healthcare. This trend might
induce reluctance among firms to hire permanent full-time workers, particularly during a time
of uncertainty about business conditions. Firms might prefer to hire temporary workers, make
existing employees work longer hours, or outsource to developing countries where wages are
much lower. However, temporary help services employment also fell during much of the first
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15 months of the recovery, and the average length of the private sector workweek has been
remarkably stable.® Moreover, there is to date no evidence that the degree of outsourcing is
sufficient to explain more than a small portion of the joblessness of the last two years.

Although all of the above factors may have contributed to the loss of over one million jobs
in the 20 months following the official end of the 2001 recession, perhaps the most powerful
factor is the financial and geopolitical uncertainty that clouded the business climate. The
increased volatility in several key economic indicators during the first six quarters of the
economic expansion strongly underlines the substantial uncertainty of the economic
environment. As Figure 4 indicates, the perception of the business climate tends to be
associated with the decision to create and eliminate jobs.® The business climate soured in
the wake of September 11 and the corporate governance scandals that followed, with job
losses intensifying at the end of 2001 and early 2002. Toward the middle of the year, the
rate of job loss fell and even turned to gains in the fall. However, the run-up to the warin Iraq
had a negative impact on business sentiment and those meager job gains became losses
once again at the end of 2002 and the first half of 2003. As indicated in Figure 5, the
uncertain climate similarly affected all areas of private business spending, including
investment in equipment, software, and inventories.

With the nation becoming acclimated to long-term military engagement and the winding
down of new announcements of corporate malfeasance, both business sentiment and
consumer confidence appear to be on the upswing.” In addition, fiscal policy stimulus helped
the third quarter of 2003 put forth the best economic performance in almost 20 years and a
strong fourth quarter is expected as well. Additional fiscal policy stimulus in 2004 combined
with continued accommodative monetary policy should ensure that, absent any further
shocks, the recovery will continue to gain momentum and that the demand for labor will
increase. The Budget Division is forecasting growth in U.S. employment of 1.1 percent for
2004, following a decline of 0.2 percent for 2003.

Improved prospects for employment growth will provide a boost to income growth as well.
Wages and salaries are projected to grow 4.4 percent in 2004, following growth of only 2.1
percent in 2003. Total personal income is expected to grow 4.7 percent in 2004 following
growth of 3.3 percent in 2003, outpacing growth in wages alone due to strong expected
growth in several of the non-wage components of personal income including transfer
payments, proprietors’ income, and dividends. The forecasts for personal income and wage
growth are below their respective historical averages (see Table 10), largely due to low
inflation.

® For a comment on the BLS measure of the length of the average workweek, please see Stephen S. Roach, “The
Productivity Paradox,” The New York Times, November 30, 2003, Section 4.

® The Institute for Supply Management's (ISM) manufacturing Purchasing Managers’ Index is a composite index based
on seasonally adjusted diffusion indexes for five indicators: new orders, production, employment, supplier deliveries, and
inventories. Based on qualitative response data collected from member firms, these indexes can be interpreted as
indicators of manager sentiment. A statistical analysis indicates that private sector employment and the ISM
manufacturing index are significantly related.

" It remains to be seen if the mutual fund scandal will have a disruptive effect on financial markets or simply be taken in
stride.
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Figure 4
Business Confidence and Private Sector Employment
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Figure 5

Changes in Employment, Nonresidential Fixed Investment,
and Business Inventories
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Business Spending Due for a Rebound

The delayed rebound in economic activity is just as evident in investment spending as in
employment. The two most important factors explaining the unusual behavior of business
investment during the early phase of the current expansion are the excess capacity left over
from the investment boom of the late 1990s and the extraordinary level of uncertainty facing
those making capital investment decisions. Business investment appears finally to have
begun to recover, with back-to-back increases in the second and third quarters of 2003.
Given the short investment cycle for computers and related equipment, and the aging of the
rest of the capital stock, we can expect sustained increases in business investment spending
during the forecast period. This growth will be supported by continued low interest rates and
tax investment incentives due to expire at the end of 2004.

In analyzing business spending behavior over the long run, it is assumed that firms
choose a level of investment that achieves an optimal relationship between the stock of
capital and the level of output or sales.® If the business sector’s outlook for economic growth
improves, then firms will expect to produce more output, which in turn requires more capital,
and investment spending will rise. Since, in the short-run, the capital stock can be adjusted
only gradually, firms are continually making adjustments to get closer to the optimal
relationship between capital and output. The short-run behavior of investment also varies
with the cost of acquiring and using capital goods. The latter factor, commonly referred to as
the user cost of capital, is affected by prices of new investment goods, inflation-adjusted
borrowing costs, equity prices, the rate of capital depreciation, and the extent to which the tax
code subsidizes or penalizes investment. Investment thus depends on a combination of
objective economic factors, such as interest rates and equipment prices, and more subjective
and forward-looking factors, such as expectations for the future. All of these factors are
important to understanding investment behavior prior to, during, and subsequent to the 2001
recession.

During the six quarters immediately following the 2001 recession, investment spending
was weaker than during earlier postwar recoveries (see Figure 6). Prior to 1990, the typical
post-World War |l recession was led by declines in household spending in response to higher
interest rates, particularly on housing and consumer durables. But as discussed below,
household spending on homes and automobiles held up well during the 2001 downturn. The
recessions of 1990-91 and 2001 were instead led by a decline in business spending, which
continued to decline even after the NBER-designated trough date. However, the decline in
nonresidential fixed investment during the most recent downturn was much sharper and more
prolonged than in the early 1990s.

The investment boom of the late 1990s left significant excess capacity in its wake. By late
2000, the generalized sense of optimism that had pervaded the latter part of the 1990s was
waning. Many firms had just completed their Y2K adjustments, and so their replacement
cycles for computers and software suddenly lengthened. The Federal Reserve’s interest rate
increases in the second half of 1999 and the first half of 2000 combined with lower equity
prices to raise the user cost of capital. As dot-coms and telecommunications providers failed,
competitive pressures to maintain technological leadership faded and demand for additional
technology investment declined. Under diminished expectations for future sales, what earlier
had been perceived as a sound investment became “capacity overhang,” inducing firms to
curtail their investment spending.

8 Optimal investment is the level that maintains the profit maximizing or cost minimizing capital output ratio. With a Cobb -
Douglas production function, the optimal capital output ratio will be equal to the ratio of the price of output to the rental rate
of capital. Given this optimal ratio, optimal investment varies with output growth and the rental rate of capital.
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Figure 6

Growth in Nonresidential Fixed Investment
During the First Six Quarters Following a Recession
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Source: Economy.com.

With each successive shock to the economy — the terrorist attacks of September 2001,
revelations of corporate governance scandals, and the conflict in Iraq — the business climate
deteriorated further, causing businesses to postpone capital spending. The positive
investment growth of the fourth quarter of 2002 turned negative in the first quarter of 2003, as
did inventories during the following quarter (see Figure 5). Investment was weak during the
early phase of the recovery period despite federal tax policies designed to stimulate business
spending.’ The data indicate that business fixed investment remained weak until after the
resolution of the Iraq crisis. Although econometric evidence suggests that profit growth tends
to lead investment, the weakness during 2002 and early 2003 cannot be attributed to poor
profits since corporate profits have exhibited robust growth since early 2002 (see Figure 7).
This growth has been mainly due to aggressive cost cutting.

® The “Job Creation and Worker Assistance Act of 2002,” (JCWA) signed into law in early March 2002, created a 30-
percent first-year “bonus depreciation” on capital equipment acquired during the three years following September 11,
2001. This is in addition to regular depreciation. The law also allowed small businesses to expense the purchase of
“qualified property” rather than depreciate it. For 2001 and 2002, up to $24,000 worth of depreciable assets could be
expensed. The “Jobs and Growth Tax Relief Reconciliation Act of 2003” (JGTRRA), passed in May 2003, contained
additional incentives for business investment, including a quadrupling of the amount of “qualified property” small
businesses could expense and an increase in the rate of “bonus depreciation” to 50 percent for property acquired after
May 5, 2003 and placed in service before January 1, 2004. Under the law, small businesses can now expense up to
$100,000 in “qualified property” purchased through the end of 2005. The definition of “qualified property” was also
amended to include off-the-shelf computer software.
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In an attempt to quantify the extent of the capacity overhang in the U.S. economy, one
study notes that during the 1961-1969 expansion, real business fixed investment increased
95 percent while real GDP increased 51 percent. During the 1982-1990 expansion, real
investment rose 42 percent with real GDP rising about 37 percent. But during the expansion
of 1991-2001, real business fixed investment climbed 113 percent while real GDP rose only
about 39 percent.” Another study finds a substantial overhang only in telecommunications
and information-processing equipment, and concludes that by 2002 what remained of the
overhang was too small to significantly inhibit investment spending growth in the future.™

Figure 7

Growth in Real Nonresidential Fixed Investment
and Corporate Profits
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Looking forward, several factors will help to insure that investment spending continues to
grow. Interest rates are expected to remain relatively low. With business confidence
increasing, firms can be expected to respond positively to fiscal policy incentives, such as
bonus depreciation and full expensing. Real investment in computers and peripheral
equipment has been growing since the fourth quarter of 2001, reflecting its unique
replacement cycle. Indeed, as computers continue to account for an ever-increasing share of
the capital stock, their accelerated pace of depreciation ensures that average investment
growth will continue to grow over time. While investment in structures and other sectors has
lagged, the aging of the existing capital stock suggests that capital shortfalls may be
developing in some areas. Figure 8 compares actual and forecast values of private
nonresidential investment in capital equipment, excluding computers and computer-related
goods, to an estimate of the optimal level. The figure suggests that a situation of
overcapacity has become one of undercapacity. Although excess capacity remains in select
industries, it is deemed insufficient to significantly inhibit future growth. The Budget Division
projects growth of 10.6 percent in real nonresidential fixed investment for 2004, following
growth of 2.5 percent in 2003.

"% Kevin L. Kliesen, “Waiting for the Investment Boom? It Might Be a While,” National Economic Trends, May 2003, The
Federal Reserve Bank of St. Louis.

" Eric French, Thomas Klier and David Oppedahl, “Is There Still an Investment Overhang, and if so, Should We Worry
About It?” Chicago Fed Letter, Special Issue, Number 177a, May 2002, The Federal Reserve Bank of Chicago. The
analysts use four methods to try to measure the extent of the capital overhang. One measure indicated no capital
overhang, while the other three showed some overhang.
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Figure 8

Nonresidential Investment in Capital Equipment
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Outlook For U.S. Corporate Profits And The Stock Market

Projected rates of investment growth will be supported by solid growth in corporate profits.
As indicated in Figure 7, corporate profits from current production (including the capital
consumption and inventory valuation adjustments) have been quite strong since the
beginning of 2002. Indeed, corporate profits growth for 2002 was revised up by 9.7
percentage points during the most recent comprehensive revision of the National Income and
Product Accounts (NIPA) data (see Box 2). On a year-over-year basis, corporate profits have
exhibited strong growth for eight consecutive quarters. Early in 2002, profit growth was led by
financial firms, which account for about 40 percent of total domestic corporate profits, and by
wholesale and retail trade firms, which together account for about an additional 10 percent.
Profits in other industries have been showing either low growth or declines, with durable
manufacturing exhibiting the worst performance. Later in 2002 and early 2003, financial and
trade firm profits deteriorated, while nondurable manufacturing and “other” industries started
to improve. With productivity growth expected to remain robust, the Budget Division projects
growth of 15.1 percent in corporate profits from current production for 2004, following growth
of 18.7 percent in 2003.
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BOX 2
2003 COMPREHENSIVE REVISION OF THE NATIONAL INCOME AND PRODUCT ACCOUNTS'

In December 2003, the Bureau of Economic Analysis released its 12th comprehensive revision of the

national income and product accounts (NIPA). The comprehensive revision includes:

e changes in definitions and classifications, such as the recognition of implicit services provided by
property and casualty insurance as services consumption and the allocation of a portion of implicit
services provided by commercial banks to borrowers.

e introduction of new and improved methodologies and the incorporation of newly available and
revised source data,

e presentational changes in the NIPA tables that reflect definitional changes.

The revised data do not paint a significantly different historical portrait of the major economic indicators,
such as real output and personal income. The average growth rate of real output stayed at 3.2 percent for
the period from 1929 to 2002. While real consumption and residential investment now appear to have grown
faster than originally thought, exports and government expenditures grew more slowly.

Real output growth was revised down for 2002 by 0.3 percentage points, but was revised up by the same
magnitude for 2001 (see table below). Real output declined during the first three quarters of 2001, consistent
with prior estimates, although the biggest decline occurred during the third quarter of 2001, rather than the
second quarter, as indicated by previous estimates (see graph below).

One of the most significant revisions was made to corporate profits. The 2002 growth rate was revised
up from 8 percent to 17 percent. The large upward revision reflects improved methods of estimating the cost
of stock options.

SELECTED NIPA REVISIONS

Real GDP Personal Income Corporate Profits with IVA &CCA

Current Pre-revision  Diff. Current Pre-revision  Diff. Current Pre-revision  Diff.
1999 4.4% 4.1% 0.3% 5.1% 4.9% 0.3% 6.2% 3.6% 2.6%
2000 3.7% 3.8% -0.1% 8.0% 8.0% 0.1% -3.9% -2.2% -1.7%
2001 0.5% 0.3% 0.3% 3.4% 3.3% 0.0% -5.8% -7.2% 1.4%
2002 2.2% 2.4% -0.3% 2.3% 2.7% -0.5% 17.4% 7.6% 9.7%

Note: Discrepancies are due to rounding.
Source: Economy.com.

NIPA Comprehensive Revision: Real GDP Growth

(percent change, annualized)
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T For more information on 2003 Comprehensive revision, see <<www.bea.doc.gov/bea/dn1.htm>>.
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The growing profits depicted in Figure 7 were reflected in stock market growth long before
other indicators. The stock market is typically viewed as a leading indicator, since equity
prices represent how investors assess the long-term value of holding stocks, and are
therefore forward looking. Consequently, equity values depend on present and expected
future corporate profits, discounted by the interest rate. Solid growth in corporate profits
going forward will continue to support the upward trend in equity values that dates back to the
fall of 2002, although that trend was interrupted by the run-up to the war in Irag. Since March
2003, equity prices have risen consistently. Continued low interest rates also bode well for
equity values. For example, the rate on Baa corporate bonds is expected to rise only
modestly through the forecast period from a near 40-year low of 6.8 percent in 2003 to 7.7
percent in 2005. The Budget Division projects that the stock market, as represented by
Standard and Poor’s 500 Index (S&P 500), will rise 15.6 percent in 2004, following a 3.2
percent decline for 2003.

Household Sector Spending Remains Solid

Unlike the typical postwar downturn, household sector spending held up extremely well
during the 2001 recession. Much of that strength was the result of the interest rate cuts
initiated by the Federal Reserve Board in January 2001, which stimulated both new home
buying and a wave of mortgage refinancing. Fiscal policy stimulus and purchasing incentives
offered by auto manufacturers immediately following September 11 were also factors. In
contrast, consumption weakened during the period immediately following the recession (see
Figure 9). Some of that weakness may have been due to the lack of pent-up demand
following unusually strong spending during the recession.

Figure 9

Consumption Growth
During the First Six Quarters Following a Recession
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recessions, excluding the 1980 recession; numbers above the bars show the
average annualized rates of quarterly growth over the six quarters.

Source: Economy.com.
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Figure 10
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With long-term interest rates expected to rise modestly over the course of 2004 and
beyond, cash-outs from mortgage refinancing, which provided much support to consumption
spending over the last three years, are expected to diminish. The Conventional Market
Mortgage Refinance Index has declined more than 80 percent since its June 2003 peak (see
Figure 10). Moreover, there is evidence that an increasing percentage of households are
refinancing for the purpose of reducing their loan payments, rather than cashing out equity.
The percentage of refinancings involving new loan amounts that are at least five percent
higher than the original loan dropped from 63 percent in the second quarter of 2002 to 32
percent in the second and third quarters of 2003. Although lower monthly payments do imply
more funds available for non-housing forms of consumption, the boost to consumption growth
might be less than that from a direct extraction of equity. However, because of spending
lags, the record cashout volume estimated for 2003 may continue to support consumption
spending in 2004 as well (see Figure 11).

The continuing impact of the Jobs and Growth Tax Relief Reconciliation Act of 2003
(JGTRRA) will also support further consumption growth in 2004." Although there is little
consensus as to the impact of the 2001 tax cut on consumption spending, most analysts
agree that JGTRRA is at least in part responsible for the economy’s strong performance
during the third quarter of 2003. Consumption spending rose 6.4 percent during the third
quarter, the highest growth since the third quarter of 1997. The total annualized boost to
disposable income from the tax cut is estimated at about $107 billion for the third quarter of
2003, more than half of which was due to the childcare credit refund. Evidence suggests that
most of this additional income was actually spent by consumers during the third quarter of

"2 JGTRRA, valued at $350 billion by the Joint Committee on Taxation, provides tax relief to both consumers and
businesses. The Act’s provisions include an increase in the child care tax credit per child from $600 to $1000, an
acceleration of the statutory reductions in individual income tax rates originally slated to go into effect in 2006, an
acceleration of marriage penalty relief, reduction of other income tax rates, as well as an increase in the individual
alternative minimum tax exemption. As many of the law’s provisions were made retroactive to January 1, tax rebate
checks related to the childcare credit were sent to qualified taxpayers for up to $400 for each child during last summer.
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2003. An additional boost to disposable income of approximately $150 billion annualized is
expected in the first half of 2004, when many taxpayers settle with the IRS, primarily in the
February to April period.

Figure 11
Home Equity Cashed Out Through Refinancing
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The primary determinant of consumer spending is households’ long-term expectation for
disposable income. Therefore, how tax cuts affect the behavior of household spending
depends primarily on household income and whether the cut is permanent or temporary.
With many of the tax cut provisions not set to expire until the end of 2010, households are
likely to perceive them as permanent and so their impact will be significant. Based on an
analysis of Consumer Expenditure Survey data, the marginal propensity to consume
averages about 60 percent, although it is much higher for low-income households and much
lower for high-income households (see Table 3). With JGTRRA not set to expire until 2010,
the Budget Division estimates that the 2003 tax cuts added $16 billion to real consumption
during 2003, with most of that consumption spending occurring in the third quarter, and will
add $44 billion to real consumption during 2004, with much of it concentrated in the second

quarter (see Figure 12).

TABLE 3
MARGINAL PROPENSITY TO CONSUME
Consumer Expenditure Survey

Income Class 2000 2001
$7,000-29,000 70.0% 69.4%
$29,000-68,000 67.3% 65.7%
$68,000-143,000 38.9% 44.6%
$143,000 and Above 28.4% 30.8%

Note: Annual numbers are the average of quarterly MPCs.
Source: Consumer Expenditure Surveys, 2000 and 2001; DOB staff estimates.
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Figure 12
Projected Impact of the JGTRRA on Real Consumption
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Note: JGTRRA refers to the “Jobs and Growth Tax Relief Reconciliation Act of 2003.”
Source: Economy.com, Congressional Budget Office, U.S. Department of Treasury,
DOB staff estimates.

After an especially strong third quarter due to the timing of the tax rebates, vehicle sales
are expected to decline in the fourth quarter of 2003 (see Figure 13). However, the
continuing impact of the tax cuts and the tail of the mortgage refinancing boom are expected
to support strong durable goods sales during the first half of 2004. The timing of refund
payments should produce particularly robust sales during the second quarter. Moreover,
advancing employment and income growth should provide continued stimulus to household
spending during the second half of the year and beyond. Overall, the cyclical component of
real consumption, composed of vehicles and other durable goods, is expected to grow 7.4
percent in 2004, following growth of 6.5 percent in 2003. The less cyclical component of
consumption, consisting of nondurable and services consumption, is projected to grow 3.2
percent in 2004, following growth of 2.5 percent in 2003, consistent with the projected growth
in disposable income.

Households played a critical role in keeping the 2001 recession mild, not only through
strong consumption spending, but also by supporting a booming housing market. Figure 14
shows the strength of the impact that the decline in mortgage rates has had on real fixed
residential investment. Housing starts remain at record levels, despite the rise in mortgage
rates since early 2003. However, with interest rates likely to rise further, and home prices at
historically high levels, housing market growth is expected to moderate in 2004. The National
Association of Realtors’ Housing Affordability Index, which combines the impact of home
prices, family incomes, and interest rates, remains at historically high levels, supporting the
demand for housing. However, the index is expected to fall as interest rates and home prices
continue to rise. The Budget Division expects real residential fixed investment to grow 5.5
percent in 2004, following growth of 9.0 percent in 2003.
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Figure 13
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Inflation and the Outlook on Monetary Policy
Inflation has been trending downward since the early 1980s. Recent trends in inflation, as
measured by growth in the Consumer Price Index (CPl), have been dominated by weakness
in the national and global economies, as well as turbulence in the energy market. For
example, the rate of inflation fell from 3.4 percent in 2000 to 1.6 percent in 2002, primarily
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reflecting the contraction in economic activity. In contrast, the rise in inflation to 2.3 percentin
2003 is chiefly due to the rise in energy prices at the height of the Iraq conflict. Because of
the volatility in food and energy prices, the movement in prices excluding these components,
also known as the “core rate of inflation,” is thought to give a truer picture of underlying price
trends. The core rates of inflation for all items, commodities, and services appear in Figure
15. All have been trending downward since early 2002, with commodities prices actually
exhibiting deflation on a year-over-year basis since the end of 2001." Even medical care
services inflation, which until about one year ago had been leading the services component of
inflation upward, has moderated. Medical care services inflation averaged 4.5 percent in
2003, down from 5.1 percent for all of 2002.

Figure 15
Core CPI Inflation
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What is the source of the disinflation in services prices and the deflationary trend in
commodities? Inflationary pressures tend to be strongest during periods of expansion as the
demand for labor and commodity resources increases. As the demand for labor weakens
when the economy heads into recession, so does the pressure on employers to raise wages.
Therefore, domestic inflation peaked along with the business cycle in early 2001. Moreover,
with the increasing integration of the global economy, the U.S. downturn spread to our trading
partners, reducing price pressures yet further. Because of the growing slack in the global
economy, growth in the prices of traded goods has tended to be weaker than that of
non-traded goods. Hence, one is more likely to observe deflation in the prices of
commodities because they are traded more extensively.

Inflation rates tend to fall when there is spare capacity, even when the economy’s rate of
growth is strong. The degree of spare capacity rather than its rate of change is the more
significant factor. A key measure of slack is the output gap, defined as the difference
between actual and potential real GDP. Since potential GDP is unobservable, it must be
estimated (see Box 3). The Budget Division currently estimates the economy’s potential

'3 Alternative measures of inflation include the price deflators associated with national output and its components. For
example, the core deflator for personal consumption expenditures is reported to be closely monitored by the Federal
Reserve Board. These measures are available on a quarterly basis, whereas the CPl is available monthly. However, the
two sets of series tend to exhibit the same overall patterns.
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growth rate to be about 3.0 percent (see Figure 16). A reduction in the size of the gap occurs
when the growth rate of actual GDP exceeds the growth rate of potential GDP. With the
economy’s growth rate projected to exceed its potential in 2004, inflationary pressures can be
expected to build from that source. Preliminary signals of such pressures have already
emerged. For example, core wholesale finished goods prices, excluding food and energy,
have begun to rise in recent months. Import prices have also been rising, due in part to the
recent depreciation of the dollar.

Nevertheless, there are several reasons to expect inflation to remain low. The relatively
strong output growth anticipated for 2004 will coincide with a significant degree of slack in the
nation’s labor market and industrial sector. The nation’s unemployment rate is expected to
fall only to 5.5 percent by the fourth quarter. An improving global economy will continue to
sustain spare capacity as well. Moreover, the U. S. economy is expected to continue to
exhibit high productivity growth. Finally, oil prices are expected to decline from recent levels.
These factors will create countervailing downward pressures on inflation. On balance, the
Budget Division believes that while the core rate of inflation will rise, an anticipated decline in
energy prices will outweigh the impact of higher domestic and global growth, leading to
slightly lower overall inflation for 2004. Consumer price inflation, as measured by growth in
the CPI, is projected to fall to 1.8 percent from 2.3 percent in 2003.

Figure 16
Potential Real GDP
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Source: Economy.com, Global Insight, Congressional Budget Office, DOB staff estimates.

The modest acceleration in the core rate of inflation projected for 2004 will induce the
Federal Reserve to gradually increase the federal funds rate, after holding it steady at 1.0
percent since June 2003. The Budget Division uses a modified version of Taylor's monetary
rule as a guide to forecasting changes in the Federal Reserve Board’s federal funds policy
target." Taylor's rule is a federal funds rate reaction function that responds to both the
deviation of inflation from its target level and the deviation of output growth from its potential
level. We assume the Federal Reserve weighs deviations from its inflation target about twice
as heavily as deviations from its output growth target, so the inflation deviation has a weight of
1 while the output-growth deviation has a weight of 0.5. In addition, the contemporaneous

'* See John B. Taylor, “Discretion Versus Policy Rules in Practice,” Camegie-Rochester Conference Series on Public
Policy, 39, 195-214, 1993.
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value of inflation is replaced by an average of actual inflation for the past three quarters,
estimated inflation for the current quarter, and expected inflation for one quarter ahead. A
similar term is constructed for output growth.

BOX 3
THE DETERMINATION OF
POTENTIAL GROSS DOMESTIC PRODUCT

Potential Gross Domestic Product (GDP) is the level of output that the economy can produce when all
available resources are being utilized at their most efficient levels. The economy can produce both above
and below this level, but when it does so for an extended period, economic agents can expect inflation to
either rise or fall, although the precise timing of that movement depends on many factors.

Some knowledge of the economy’s productive capacity is fundamental to the decision-making process
for households, firms, and the monetary authority. Households partially base their expectations surrounding
their lifetime accumulation of wealth upon their estimates of the output potential of the economy. Firms
choose a profit-maximizing level of labor and capital based on their estimates of the economy’s long-run
productive potential. An estimate of potential GDP also enables these agents to form expectations regarding
the direction which inflation will take in the future. Such expectations might induce the central bank to shift
the course of monetary policy.

Measurement of potential GDP requires a formalization of the aggregate production process.
Economists refer to this formalization as an aggregate production function, which stipulates that total output is
related to the amount of resources that are applied to production. The precise nature of the production
function depends upon which sector of the economy one is trying to model.

Following the Congressional Budget Office (CBO), the Division of the Budget divides the economy into
five sectors: nonfarm business, farm, government, nonfarm housing, and households and nonprofit
institutions.” The nonfarm business sector is by far the largest sector of the economy, comprising 84.1
percent of total GDP during 2000. To model this sector, the DOB again follows CBO and adopts a
neoclassical growth model incorporating three inputs to the production process: labor as measured by the
number of hours worked, the capital stock, and total factor productivity.

Over the course of an economic expansion, we expect periods during which labor and capital are utilized
in magnitudes that are above their most efficient levels. Similarly, during recessions, we expect periods when
these inputs are underutilized. Therefore, we can adjust the inputs to the production process to their
“potential” levels by removing the historical movements in these series that can be associated with the
business cycle. To measure the total potential capital stock, DOB multiplies the U.S. Bureau of Economic
Analysis’ measure of the real capital stock by the capacity utilization rate, after removing the cyclical
component of the latter series by using a methodology developed by the CBO. To measure the potential
level of the number of hours worked, we remove the cyclical component using the same methodology.

To estimate the potential level of total factor productivity, the actual values of labor and capital are
substituted into a fixed-coefficient production function, where a coefficient of 0.7 is applied to labor and 0.3 is
applied to capital. The residual obtained by subtracting the value of output obtained from this substitution
from the historical value of output is assumed to represent total factor productivity. Removing the business
cycle component from this residual yields its potential level. Substituting the potential levels of all of the
inputs back into the fixed-coefficient production function, where total factor productivity is given a coefficient of
one, yields a measure of potential nonfarm business GDP. For the other sectors of the economy, the cyclical
component is removed directly from the series itself in accordance with the method used by CBO.

"See “CBO’s Method for Estimating Potential Output,” Congressional Budget Office, October 1995, and “CBO’s Method for
Estimating Potential Output: An Update,” Congressional Budget Office, August 2001.

Recently, with inflation rates generally declining throughout the major world economies
and outright deflation existing for an extended period of time in Japan, the Federal Reserve
has expressed grave concern about the dangers of deflation in the United States, as seenin
the minutes released after recent meetings of the Federal Open Market Committee. Thus,
the federal funds rate is expected to rise more slowly than a strict application of Taylor's Rule
would suggest. Indeed, recent research finds that a policy based on a modified Taylor’'s Rule
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may be more effective when the federal funds rate gets close to its nominal zero-bound.™
The Budget Division expects the federal funds rate to move up 75 basis points by the end of
2004, representing a continued accommodative stance by the Federal Reserve from a
historical standpoint.

Outlook on Government Spending

Between the third quarter of 2001 and the third quarter of 2003, real federal government
expenditures rose 17.6 percent. During the same period, defense spending was up 22.7
percent, mostly due to conflicts in Iraq and Afghanistan (see Figure 17). In September 2003,
Congress approved $87 billion in additional funds for the war in Iraq, with a significant portion
of the money to be allocated for military compensation and purchases of military equipment.™
However, DOB does not estimate strong growth for the federal component of GDP for either
the fourth quarter of 2003 or all of 2004, since the level of spending was already very high
during 2003. In addition, some of the spending allocated to the reconstruction of Iraq will be
accounted for in real GDP as imports."” The Budget Division projects growth of 3.7 percent in
the Federal contribution to real GDP growth for 2004, following growth of 8.1 percent for
2003. Spending at the state and local level will be continue to be restrained due to the lag in
the response of state and local government receipts to changes in the direction of the overall
economy. The state and local government component of real GDP is expected to grow 1.6
percent for 2004, following growth of only 0.8 percent in 2003.

The Federal budget deficit is not expected to have a significant impact on interest rates in
the near term. This implies no significant crowding out of private sector investment by the
public sector borrowing needs over the immediate forecasting horizon. However, the
long-term impact of the deficit on interest rates is expected to be upward. The Budget
Division projects arise in the 10-year Treasury rate to 4.7 percent in 2004 from 4.0 percent in
2003.

The International Economy

The increased synchronicity of global markets implies that the growing strength of the
U.S. economy will act as a renewed engine of global growth. Indeed, the 11.0 percent growth
in real exports in the third quarter suggests that this growth is finally becoming palpable (see
Figure 18). Goods exports, which account for about two thirds of all real U.S. exports, grew
8.9 percent in the third quarter. Much of that growth was accounted for by the almost 20
percent growth in capital goods exports, a category which accounted for 41.5 percent of U.S.
goods exports during the first ten months of 2003 (see Figure 19).

'® See David L. Reifschneider and John C. Williams, “Three Lessons for Monetary Policy in a Low Inflation Era,” Finance
and Economics Discussion Series, 1999-44 (August).

'8 For more information see <<http:/www.whitehouse.gov/omb/budget/amendments/supplemental_9_17_03.pdf>>.
" BEAincludes military purchases abroad in a sub-category of “Imports of Services” called “Direct defense expenditures”,
which is defined as “Expenditures incurred by U.S. military agencies abroad, including expenditures by U.S. personnel,
payments of wages to foreign residents, construction expenditures, payments for foreign contractual services, and
procurement of foreign goods. Includes both goods and services that cannot be separately identified.” For more
information on this topic, see <http://www.bea.doc.gov/bea/newsrel/info0803.htm>.

151



EXPLANATION OF RECEIPT ESTIMATES

Figure 17
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Figure 18
Real Import and Export Growth
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Although anincrease in world demand for capital goods bodes well for global investment
growth, growth rates are still well below potential. Table 4 displays a list of the nation’s top 10
trading partners. These ten countries represent 68.8 percent of total U.S. imports and 66.3
percent of total U.S. exports in goods. Our largest trading partner, Canada grew 2.6 percent
in the first quarter of 2003, but saw real GDP decline 0.3 percent in the second quarter,
although final domestic demand grew a much stronger 2.9 percent. Like much of Latin
America, the Mexican economy remains weak. One exception to the trend in Latin America
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is Chile, which saw average growth of over 3.0 percent for the first three quarters of 2003.
China has averaged strong growth of 8.6 percent for the first three quarters of 2003, on a
year-ago basis. While economic growth in Taiwan and South Korea has not been nearly as
strong, both countries have seen solid improvement since the spring of 2003. After growing
an anemic 0.9 percent in 2002, Euro area real GDP was virtually flat during the first two
quarters of 2003. Euro area industrial production rose a mere 0.3 percent during the first
eight months of 2003. Japan’s economy has embarked upon a gradual recovery,
characterized by increasing exports, business investment, and industrial production.
However, housing investment and private consumption remain sluggish, and the decline in
household income is only slowly reversing itself.

Figure 19

Composition of Real Imports and Exports of Goods by
Principal End-Use Category for 2003
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TABLE 4
TOP TEN TRADING PARTNERS OF THE U.S.
(Imports Plus Exports)

YTD Through

November 2003

Country ($ in Billions)
Canada 361.70
Mexico 215.82
China 164.28
Japan 155.39
Federal Republic Of Germany 87.99
United Kingdom 69.93
Republic of Korea 55.35
Taiwan 44 .31
France 41.94
Malaysia 33.04

Source: U.S. Census Bureau.
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The nation’s foreign sector made a rare positive contribution to real GDP growth during
the third quarter of 2003. Although the Budget Division is not forecasting an improvement in
the U.S. trade deficit for the foreseeable future, the recent trend in the value of the dollar
argues against too dramatic a deterioration in the U.S.’s net export position. Figure 20 shows
trends in the trade-weighted value of the dollar against the currencies of three trading areas:
Europe, the Americas, and Asia. The U.S. dollar has depreciated almost 12 percent against
a trade-weighted measure of all foreign currencies since peaking in the first quarter of 2002,
falling against all currencies except for several of our Asian trading partners, including China,
Malaysia, and Hong Kong, nations that actively peg the values of their currencies to the U.S.
dollar. As of the middle of 2002, the most recent period for which detailed data are available,
both China and Hong Kong held particularly large portfolios of U.S. securities. We expect
these two sets of countervailing forces to combine to allow a modest depreciation to continue,
with a positive impact on U.S. export growth.

Figure 20
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With the U.S. economy exhibiting strong growth in the latter half of 2003 and into 2004, it
will once again play the role of the global economy’s growth engine. Holding other factors
constant, this role suggests a continued widening of the nation’s trade deficit for the
foreseeable future, a trend that will only be cushioned by a modestly falling dollar. Although a
large trade imbalance presents a currency risk, the strong growth in the U.S. economy
relative to the rest of the world implies that the demand for U.S. dollar-denominated assets
will remain strong, partially offsetting the forces driving down the value of the dollar. The
Budget Division projects growth in real U.S. imports of 8.4 percent for 2004, following growth
of 3.7 percent for 2003. Real U.S. exports are projected to grow 7.3 percent in 2004,
following growth of 1.4 percent in 2003.
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COMPARISON WITH OTHER FORECASTERS

Table 5 compares DOB’s 2004 forecast for major U.S. indicators with those of other
forecasting groups. Forecasts for real U.S. GDP growth range from a low of 4.3 percent
(Economy.com) to a high of 4.9 percent (Macroeconomic Advisors). The Budget Division’s
forecast of 4.7 percent is in about the middle of the range. DOB’s inflation forecast of 1.8
percent for 2004 is above the forecasters listed, but very similar to the Blue Chip Consensus.
Unemployment rate forecasts for 2004 range from a low of 5.7 percent to a high of 6.1
percent. The Budget Division is at the low end of the range at 5.7 percent.

Table 10 and Table 11 present the Division of the Budget's baseline forecast for selected
U.S. economic indicators. The Division’s macroeconomic model underwent substantial
revision in 2000. A brief description of the model is presented in Box 4.

TABLE 5
U.S. ECONOMIC FORECAST COMPARISON

2003 2004 2005 2006 2007
(preliminary) (forecast) (forecast) (forecast) (forecast)

Gross Domestic Product (GDP)
(1996 chain wt. percent change)

DOB 3.1 4.7 3.5 3.3 3.1
Blue Chip Consensus 3.1 4.6 3.7 NA NA
Economy.com 3.1 4.3 NA NA NA
Global Insight 3.0 4.7 3.8 3.3 3.3
Macroeconomic Advisers 3.1 4.9 4.2 3.7 3.0

Consumer Price Index (CPI)
(percent change)

DOB 23 1.8 2 23 24
Blue Chip Consensus 2.3 1.7 21 NA NA
Economy.com 2.3 1.2 NA NA NA
Global Insight 23 1.3 1.6 1.7 2.1
Macroeconomic Advisers 23 1.2 5 1.8 1.9
Unemployment Rate

(percent)

DOB 6.0 5.7 5.2 5.0 5.1
Blue Chip Consensus 6.0 5.7 5.4 NA NA
Economy.com 6.0 6.1 NA NA NA
Global Insight 6.0 5.7 5.4 5.5 5.5
Macroeconomic Advisers 6.0 5.8 5.2 4.9 4.9

Source: Projections for 2003-2007 by New York State Division of the Budget, January 2004; Blue Chip
Economic Indicators, January 2004; Economy.com, Macro Forecast, January 2004; Global Insight, US
Executive Summary, December 2003; and Macroeconomic Advisers, Economic Outlook, January 2004.

Risks to the U.S. Forecast

Although the Budget Division believes that the U.S. is on a sustainable growth path, that
belief is contingent upon the absence of any further shocks to the economy. Unpredictable
events such as a terrorist attack remain the biggest risk to the economic expansion. Such a
shock could induce firms to postpone their spending and hiring plans again, reducing future
investment and employment, which in turn could result in lower consumption growth.
Moreover, a destructive attack on oil facilites abroad or a policy shift on the part of
oil-producing nations could result in higher oil prices than anticipated, having adverse
economic repercussions. Similarly, a corporate governance scandal of Enron proportions
could dishearten investors, weakening equity prices and business and consumer spending.

If the Federal Reserve Board should initiate a policy of monetary tightening sooner than
anticipated, growth could also be more restrained than expected. A significant risk of
deflation has now receded, and the Federal Reserve has demonstrated in the past that it can
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swiftly shift course when it deems necessary. If households demonstrate a weaker response
than expected to the fiscal stimulus provided by the tax cut, growth could be weaker than
what is reflected in the forecast. In addition, with the personal savings rate now at a relatively
low level, there is a risk of a “virtuous reform” by consumers to increase savings in order to
readjust their balance sheets. The resulting decline in consumption growth could weaken
corporate profits, which could in turn result in lower employment and investment growth. As
discussed above, the dollar is at some risk of a sharp adverse reaction by foreign investors.
A dollar collapse would impart a substantial inflationary impulse to the economy. This could
well lead to higher interest rates and lower stock prices, both of which would constrict
economic activity. This problem could be exacerbated by weaker-than-expected growth
among the nation’s trading partners, producing weaker export growth than projected.

On the other hand, an economic resurgence that moderately exceeds the Budget
Division’s expectations is also possible. A more rapid increase in export growth due to either
a weakened dollar or faster global growth could generate a somewhat stronger increase in
total output than expected. Similarly, lower inflation than expected, perhaps as a result of a
substantial drop in the price of oil or stronger productivity growth than expected, could induce
the Federal Reserve to postpone interest rate increases, resulting in stronger consumption
and investment growth than projected. Moreover, strong productivity growth could result in
higher real wages, supporting faster growth in consumer spending than expected.
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BOX 4
THE DIVISION OF THE BUDGET
U.S. MACROECONOMIC MODEL

Macroeconomic modeling has undergone a number of important changes during the last 25 years,
primarily as a result of developments in economic and econometric theory. These developments include the
incorporation of both rational expectations and micro-foundations based on the long-run optimizing behavior
of firms and households. In addition, analysts now employ more flexible specifications of behavioral relations
within a vector autoregressive (VAR) model framework. Recent developments also include a more rigorous
analysis of the time series properties of commonly used macroeconomic data series, as well as the
implications of these properties for model specification and statistical inference. There has also been a
significant improvement in the understanding of the long-run equilibrium relationships among macroeconomic
data series and the predictive power of these relationships in constraining economic dynamics.

The Budget Division’s U.S. macroeconomic model (DOB/U.S.) incorporates the theoretical advances
described above in an econometric model used for forecasting and policy simulation. The model contains 98
core equations, of which 29 are behavioral. In addition, there are hundreds of auxiliary forecasting equations
that incorporate the results from the core model as inputs. The current estimation period for the model is
1965:1 through 2002:3. Our analysis borrows heavily from the Federal Reserve Board model which was
redesigned the during the 1990s using the most up-to-date advances in modeling ’[eohniques.1 We are
grateful to Federal Reserve Board economists for providing guidance and important insights as we developed
the DOB/U.S. macroeconomic model.

In economic parlance, DOB/U.S. could be termed a neoclassical model. Agents optimize their behavior
subject to economically meaningful constraints. Households exhibit optimizing behavior when making
consumption and labor supply decisions, subject to a wealth constraint. Expected wealth is, in part,
determined by expected future output and interest rates. Likewise, firms maximize profits when making labor
demand and investment decisions. The value of investment is affected by the cost of capital, as well as
expectations about the future path of output and inflation. The economy’s long-run growth path converges to
an estimate of potential GDP growth. Monetary policy is administered through adjustments to the federal
funds rate, as guided by Taylor's Rule. Current and anticipated changes in this rate influence agents’
expectations and the rate of return on various financial assets.

DOB/U.S. incorporates three key theoretical elements into this neoclassical framework: expectations
formation, equilibrium relationships, and dynamic adjustments (movements toward equilibrium). The model
addresses expectations formation by first assuming that expectations are rational and then specifying a
common information set that is available to economic agents who incorporate all relevant information when
forming and making their expectations. Long-run equilibrium is defined as the solution to a dynamic
optimization problem carried out by households and firms. The model structure incorporates an error-
correction framework that ensures movement back to long-run equilibrium.

The model structure reflects the microeconomic foundations that govern optimizing behavior, but is
sufficiently flexible to capture the short-run fluctuations in employment and output caused by economic
imbalances (such as those caused by sticky prices and wages). DOB/U.S. incorporates dynamic adjustment
mechanisms that reflect the fact that while agents are forward looking, they do not adjust to changes in
economic conditions instantaneously. The presence of frictions (costs of adjusting productive inputs, sticky
wages, persistent spending habits) governs the adjustment of non-financial variables. These frictions, in turn,
create imbalances that constitute important signals in the setting of wages and prices. In contrast, the
financial sector is assumed to be unaffected by frictions due to the negligible cost of transactions and the
presence of well-developed primary and secondary markets for financial assets.

T“A Guide to FRB/USA Macroeconomic Model of the United States,” edited by F. Brayton and P. Tinsley. Federal Reserve
Board, Version 1.0, October 1996.
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THE NEW YORK STATE ECONOMY

The New York State economy is finally emerging from recession, a view supported by
both the most recent economic data and the results of recently conducted business sentiment
surveys. Current conditions are similar to what they were one year ago, when it looked like
the State recovery would begin in earnest. However, the U.S. and global recoveries lost
momentum as the nation was heading toward war, resulting in an unanticipated lengthening
of the State’s recession. With the uncertainty of that period now dissipating, the State
economy is poised for its first annual increase in employment in four years.

Private sector employment growth for the first four quarters of the State recovery is
projected at 0.5 percent.” Although this is below average growth for this stage in a recovery,
it is stronger than the 0.1 percent growth that followed the 1989-92 State recession.

The recent upturn in financial market activity has improved prospects for bonuses and
wages as well. Wage growth for 2004 is estimated at 5.1 percent, with much of this strength
attributable to improved financial sector performance. Personal income is also expected to
increase by 5.1 percent in 2004, primarily reflecting the strength in wage growth. A detailed
analysis of employment and wage trends at the establishment level is presented below that
supports the Budget Division’s positive outlook for this year. A focus on the Manhattan
economy, the center of economic dislocation for this past recession, suggests that although it
is lagging much of the rest of the State, it has shown remarkable resiliency since the
destruction of the World Trade Center on September 11, 2001.

Emerging from the 2001-03 Recession

The tragedy of the September 11 terrorist attack is a haunting reminder of how an
unexpected event can disproportionately affect the economy of a single state or region. Such
events underline the importance of understanding each state’s unique business cycle trends.
The attack on the nation’s and the world’s financial capital — New York City — struck a
severe blow to the State economy, a blow from which the State is still recovering. Although
the national recession of 2001 officially ended in November of that year, the Division of the
Budget believes that the State economy only emerged from recession in 2003, enduring a
significantly longer downturn than the nation as a whole (see Box 5).

According to the New York State Index of Coincident Economic Indicators, the most
recent recession started earlier in New York than in the nation and ended later, not unlike the
recession of the early 1990s (see Figure 21). However, although the 2001-03 recession
encompasses one of the most catastrophic events in the State’s history, it was not as deep
as the 1989-92 State recession that lasted more than three years and cost over 500,000 jobs.
There are two striking differences between today’s economy and that of the early 1990s. In
contrast to the downsizing of the State’s defense industry that eliminated hundreds of
thousands of jobs a decade ago, the nation’s defenses are now fully mobilized for the war on
terrorism and the reconstruction of Iraq. Although little of the State’s defense manufacturing
sector survived the restructuring of the 1990s, the recent increase in Federal defense
spending has benefited some of the State’s manufacturing firms. But perhaps the more
important difference pertains to the real estate market. In contrast to the market collapse that
occurred in the early 1990s, the State’s housing market has been booming and has
cushioned the severity of the recession in many areas.

'® The first four quarters of the current State expansion span the fourth quarter of 2003 and the first three quarters of
2004.
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Figure 21
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The New York State Index of Coincident Economic Indicators is used to date the State’s
distinct business cycle turning points. According to the Index, while the national economy
was recovering in 2002 and the first half of 2003, the New York economy continued to decline
until September 2003." There are several reasons why the State’s 2001-03 recession lasted
so much longer than for the nation. Wall Street was at the center of the equity-price/high-tech
collapse in early 2000 that ultimately precipitated the national downturn. The financial
markets were a target of the far more destructive blow of September 11, and were hit once
more with the collapse of the Enron Corporation and the string of corporate governance
scandals that followed. The interruption of the national recovery due to the run-up to the war
in Iraq further delayed the State’s emergence from recession.

The impact of that delay was felt most acutely in New York City. Figure 22 compares
employment growth for the 10-county downstate region for selected sectors with that of the
rest of the State for the first half of 2003 relative to the same period in 2002. With Manhattan
as the center of the State’s economic downturn, the current recovery is clearly proceeding at
disparate paces across the State’s regions. The most recent Covered Employment and
Wages (CEW) data available indicates that toward the end of the recession, the 10-county
downstate region was still losing jobs at a slightly faster pace than upstate between the first
half of 2002 and the first half of 2003, with downstate employment falling 0.7 percent,
compared to a 0.5 percent decline upstate. While the greatest disparity now appears in the
information sector, which includes the media and communications industries, large disparities
also exist in the finance and insurance sector, and the business and professional services
sectors. One area in which the downstate economy is doing better than upstate is in the
leisure, hospitality and other services sector, which includes many of the travel and tourism
industries such as accommodations, arts, and entertainment. This sector grew 1.3 percent
downstate during the first half of 2003, but fell 0.2 percent upstate. The decline in
manufacturing for both regions roughly reflects national trends.

' When the New York State Department of Labor releases its next benchmark revision of the Current Employment
Statistics data in March 2004, the revised data may indicate that the State’s recession ended either earlier or later in 2003.
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Figure 22

Employment Growth: Upstate vs. Downstate
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The Budget Division’s assessment that the State economy is now in recovery and will
continue to expand throughout 2004 is supported by the results from two statewide surveys of
business sentiment. A survey of New York businesses by the Econometric Research
Institute at the University at Albany finds that 51 percent of the firms surveyed agreed that the
New York State economy was still in recession as of October 2003, showing weak growth in
both employment and wages and salaries. However, this number is significantly down from
the 76 percent reported in April 2003 and from the post-US-recession high of 97 percent
reported in January of 2002. The survey shows that while profits declined for 11.0 percent of
establishments in 2003, 9.5 percent anticipate higher profits in 2004. Furthermore, 41.7
percent of establishments feel optimistic enough about the future to anticipate expanding over
the next five years as compared to only 8.8 percent that expect to contract.”

Additional evidence indicating that the State economy is beginning to expand comes from
the Empire State Manufacturing Survey conducted by the Federal Reserve Bank of New
York. Perhaps the most positive part of the report is the nine consecutive increases in the
General Business Conditions Index through December 2003. Its component indices also
give rise to optimism. The manufacturing survey’s inventory index has turned positive,
implying that manufacturing firms are starting to restore their inventories. And while the
survey’s employment indices do not suggest outright job gains, they do show declining job
losses.

The finance industry is expected to have its best profit performance in three years, and
the travel and tourism industries, which were among those hardest hit by the events of
September 11, have been steadily improving. The reconstruction of the World Trade Center
site will provide an economic boost to lower Manhattan, while the expected improvement in
the global economy should increase the demand for State-manufactured goods. All of this
evidence suggests that the State economy is finally in recovery.

%0 These results are almost identical to those found in the October survey of 2002. At that time, the State economy had
started to move in a positive direction but the crisis in Iraq in early 2003 may have put a damper on many firms’
expansionary plans.
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BOX 5
NEW YORK STATE INDICES OF COINCIDENT AND LEADING ECONOMIC INDICATORS

In the absence of an official mechanism for dating business cycles at the sub-national level, DOB staff
constructed a New York State Index of Coincident Economic Indicators measuring overall economic
conditions for New York." The methodology used to construct the index is based on the Stock and Watson
methodology and rests on the notion that co-movements in many macroeconomic time series can be
captured by a single unobserved variable representing the overall state of the economy.2 Four State data
series — private sector employment, hours worked in the manufacturing sector, the unemployment rate, and
sales tax receipts (as a proxy for retail sales) — are combined into a single index using the Kalman filter, a
common approach to the estimation of unobserved variables.

Based on the DOB Coincident Index, five business cycles have been identified for New York since the
early 1970s, as reported in the table below. A recession is judged to have begun if the DOB Coincident Index
sustains three to five consecutive declines of significant depth. A similar approach is used to date business

cycle troughs.
NEW YORK STATE BUSINESS CYCLES

Recession Private Sector

Peak Date Trough Date Length Job Losses
(in months)

October 1973 November 1975 25 384,800

February 1980 September 1980 7 54,800

August 1981 February 1983 18 76,600

June 1989 November 1992 41 551,700

December 2000  August 2003 32 333,000

Source: DOB staff estimates.

In order to gauge the future direction of the State economy, the Budget Division produces the New York
State Index of Leading Economic Indicators, which yields a forecast for the Coincident Index up to 12 months
ahead. The forecasting model includes the following five leading economic variables in a vector
autoregressive framework: the U.S. Index of Leading Economic Indicators (excluding stock prices and the
interest rate spread), New York housing permits, New York initial unemployment insurance claims, stock
prices, and the spread between the 10-year and one-year U.S. Treasury rates.

Variables Used in New York Index of Leading Indicators
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Note: All percent changes are from prior year.
Source: Economy.com, DOB staff estimates.

TSee R. Megna, and Q. Xu (2003). “Forecasting the New York State Economy: The Coincident and Leading Indicators
Approach,” International Journal of Forecasting, Vol 19, pp 701-713.

2 Stock, J.H., and M.W. Watson (1991), “A Probability Model of the Coincident Economic Indicators,” in K. Lahiri and G. H.
Moore (eds.), Leading Economic Indicators: New Approaches and Forecasting Records, New York: Cambridge University
Press, pp. 63-85.
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Outlook for Employment

Total State nonagricultural employment is projected to rise 0.8 percent in 2004, following
a 0.4 percent decline in 2003. The growth rate projected for the State for 2004 is slightly
below the 1.1 percent expected increase for the nation as a whole. Private sector
employment is projected to grow 0.9 percent in 2004, representing an increase of 60,200
jobs, following a 0.4 percent drop for 2003. Table 6 reports projected changes in employment
for selected group of NAICS sectors. The greatest losses are expected to occur in the
manufacturing sector, while the greatest rates of gain are expected to be experienced in the
construction, educational and health services sectors. The State’s average annual
unemployment rate is expected to fall to 6.0 percent this year, a slight decrease from 6.2
percentin 2003. The unemployment outlook for this past recession compares favorably with
the three previous recessions. The State’s unemployment rate peaked at 10.3 percent in
1976, 8.6 percent in 1982-83, and again at 8.6 percent in 1992.

TABLE 6

CHANGE IN NEW YORK STATE EMPLOYMENT FOR 2004
SELECTED SECTORS
Percent Levels
Total Private 0.9 60,200
Utilities (0.9) (400)
Construction 5.3 17,200
Manufacturing and Mining (3.4) (21,100)
Wholesale Trade 0.4 1,500
Retail Trade 0.4 3,600
Transportation and Warehousing 0.6 1,400
Information (2.1) (5,700)
Finance and Insurance 0.4 2,300

Real Estate and Rental and Leasing 1.5 2,700
Professional, Scientific and Technical Services . 8,300

1.7
Management and Admin. and Support Services. 1.2 6,400
Educational Services. 29 7,400
Healthcare & Social Assistance 2.1 23,400
Leisure, Hospitality and Other Services. 1.4 13,400
Government 0.2 3,200

Total 0.8 63,400

Note: Management and administration and support services includes NAICS sectors
55 and 56. Sum of sectors may not match the total due to rounding.
Source: NYS Department of Labor; DOB staff estimates.

Although State employment continues to be down on a year-over-year basis, current
labor market dynamics support the expectation that employment will be on the rise by early
2004. The State labor market is extremely dynamic — even in the worst of times, new firms
are created and existing firms add jobs. Though State private sector employment fell 2.4
percent in 2002, about 39.7 percent of establishments created jobs. As the New York State
economy makes the transition from recession to recovery, the number of jobs being added by
new firm startups and expanding firms is expected to grow, while the number of jobs being
eliminated by firms shutting down and contracting firms is expected to fall. A detailed
examination of establishment-level microdata indicates that this is exactly what we see.
Box 6 describes the methodology used to perform the analysis.
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BOX 6
ANALYZING PRIVATE SECTOR EMPLOYMENT DYNAMICS AT THE ESTABLISHMENT LEVEL

The expansion or contraction of an industry over time is usually measured by the net change or net
growth in jobs. However, a look beneath the net numbers into the mechanics of job creatlon and destruction
at the establishment level facilitates a deeper understanding of the underlying dynamlcs The data for this
study derive from the Covered Employment and Wages (CEW), or ES-202, program. ? These data include all
establishments subject to Federal unemployment insurance laws and cover approximately 98 percent of all
employment. For the second quarter of 2003, the most recent period for which data are available, the CEW
data covered 538,609 private sector establishments in New York State and 6,811,662 private sector
employees.

Establishment-level data facilitate the investigation of questions that cannot be addressed at the
aggregate level. Such questions include whether the primary source of job creation is new firm startups or
existing firms that have chosen to expand, or whether net employment growth is the result of an increase in
the rate of job creation or a decrease in the rate of job destruction. Two industries may exhibit the same net
change in employment but one may have a high job turnover rate, resulting from high gross rates of gains
and losses, while the other may have a low turnover rate. Previous studies have found that high turnover
rates tend to be associated with high net growth Hence, the underlying dynamics may give clues as to the
near-term direction of the business cycle, and an industry that suddenly starts to experience an increase in
firm startups or gross job creation may turn out be a leading industry in the economy’s next growth phase.
Moreover, one can also determine whether new jobs are being created in relatively high-wage or low-wage
industries.

Because CEW data are not seasonally adjusted, comparisons over time should be restricted to the same
quarter of various years. We, therefore, analyze job growth relative to the same quarter of the previous year.
For example, the gross number of jobs created between the second quarter of 2002 and the second quarter
of 2003 is constructed by adding together the number of jobs created by firm startups (firms which existed
during the second quarter of 2003 but did not exist four quarters prior), by expanding firms that existed in both
quarters, and through firm mergers and acquisitions. Between the second quarter of 2002 and the second
quarter of 2003, a total of 1,034,882 jobs were created from these three sources. Comparability across
industries requires normalizing by a common base. Because the jobs that were eliminated between the two
quarters are no longer in the 2003 job count, we follow BLS and define the base as the average of the two
quarters. Performing this calculation for the second quarter of 2003 produces the following:

Startup gains + Existing firm gains + M&A gains 1,034,882

= =15.1%
Base 6,839,719

Gross rate of job gain =

This result indicates that the State’s gross rate of job creation for the second quarter of 2003 is
15.1percent.

We similarly construct a gross rate of job destruction by adding together employment at firms that existed
in the second quarter of 2002 but not in the second quarter of 2003, jobs lost from contracting firms that
existed in both quarters, and jobs lost due to a merger or acquisition. We then divide by the State’s job base
as defined above, which for the second quarter of 2003 yields:

Shutdown losses + Existing firm losses + M&A losses 1,090,995

= =16.0%
Base 6,839,719

Gross rate of job loss =

This result states that the gross rate at which jobs were lost between the two quarters is 16.0 percent.

(continued on next page)

" For a similar analysis for the U.S., see U.S. Bureau of Labor Statistics (BLS), “Business Employment Dynamics: First
Quarter 2003,” <http://www.bls.gov/news.release/pdf/cewbd.pdf>. This study examines CEW data aggregated across
industries for the period from the first quarter of 1992 through the first quarter of 2003. The long length of the series
permits seasonal adjustment, which in turn allows comparisons relative to the prior quarter. Analysis at the industry level
precludes seasonal adjustment since establishment data classified under NAICS are not available for the period prior to the
flrst quarter of 2000. Nevertheless, our findings are generally consistent with the results of the BLS study.

For a detailed description of CEW data, see 2003-04 New York State Executive Budget, Appendix Il, p. 100.

% SeeR. Jason Faberman, “ Job flows and labor dynamics in the U.S. Rust Belt.” Monthly Labor Review, September 2002,
Vol. 125, No. 9, pp. 3-10.
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BOX 6 (continued from previous page)

For the second quarter of 2003, the gross rate of job destruction exceeded the gross rate of job creation.
We refer to the net number of jobs lost as the job gap, which for the second quarter of 2003 totaled 56,114.
The net change in employment can also be represented by a net index of job creation, constructed by dividing
the gross rate of job gain by the gross rate of job loss. For the second quarter of 2003, this calculation yields:

Gross rate of job gain _ 15.1%

. = =94.9%
Gross rate of job loss  16.0%

Net index of job creation =

A net index value of exactly 100 percent implies a job gap of zero; a value above 100 percent indicates
that employment is growing, while a value below 100 percent, as we see above, indicates a net job loss.

Clearly two industries could have similar values for the net index but have very different underlying
dynamics. For example, by the second quarter of 2003, the construction sector and the transportation and
warehousing sector had very similar net indices of job creation equal to 94.1 percent and 93.4 percent,
respectively. However, underlying these numbers lie very different dynamics. As indicated in the table
below, the construction sector has a much higher turnover rate than the transportation and warehousing
sector. Understanding these differences have implications for fine-tuning the Budget Division employment
forecast.

Employment Dynamics Comparison: 2003Q2

Gross rate of job Gross rate of job Net index of job

Sector (NAICS code) creation destruction creation
Construction (23) 20.1% 21.4% 94.1%
Transportation and Warehousing (48/49) 11.7% 12.5% 93.4%

The figure below plots the gross rates of creation and destruction (measured on the left scale) along with
the net creation index (measured on the right scale) from the first quarter of 2000 to the second quarter of
2003, for the entire State private sector. The State economy was booming during 2000 and the first quarter of
2001, resulting in net index values well above 100 percent. In 2000, the gross job creation index averaged 17
percent, while the gross job destruction index averaged 14.8 percent. The net index averaged 115 percent,
resulting in a net addition of 155,000 private sector jobs. On average, about one of every six jobs in 2000
was new relative to 1999.

Gross Job Creation and Destruction Indices
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By the third quarter of 2001, gross job destruction began to exceed gross job creation. However, the
underlying dynamics indicate that the net decline in employment derived mainly from an acceleration in gross
job destruction. Although gross job creation trended downward as of the first quarter of 2001, it is much
flatter than the index of gross job destruction, indicating a relatively slow decline. However, the gross rate of
job destruction rose steeply during the fourth quarter of 2001, reflecting the impact of September 11. The
decline in the net index to 81.7 percent represents the loss of 236,500 jobs that occurred between the fourth
quarter of 2000 and the fourth quarter of 2001.
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Figure 23 shows the composition of the State’s employment and establishment base as
defined in Box 6 for the second quarter of 2003 by establishment type. Startups and
shutdowns accounted for about 9.2 percent of the State’s establishment base in the second
quarter of 2003. Because these firms tend to be quite small, averaging only five employees,
they accounted for only about 3.5 percent of the State’s private sector employment base for
that quarter. Indeed, startup firms did little more than replace firms that shutdown. Firms that
were either acquired or absorbed by another firm account for 1.4 percent of the establishment
base. The average size of these firms was about 23 employees and, therefore, account for
3.3 percent of employment.

Figure 23
Composition of State’s Employment and Establishment Base
2003Q2
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Source: NYS Labor Department; DOB staff estimates.

Existing firms account for an overwhelming proportion of both private sector
establishments and employment — approximately 89.4 percent of the State’s establishment
base in the second quarter of 2003, and 93.2 percent of the job base. Existing firms are
classified according to whether the firm expanded its workforce, reduced its workforce, or
remained unchanged relative to the same quarter a year ago. As indicated in Figure 23,
these types account for roughly equal shares of establishments but account for very different
shares of employment. The average size of existing firms also varies by firm type, with those
firms experiencing no change in employment averaging only three employees in 2002,
expanding firms averaging 22 employees, and contracting firms averaging 18. Because
existing firms account for so large a share of industry employment at any given point in time,
they account for an overwhelming share of employment growth over time as well.

Figure 24 shows the gross numbers of jobs created and destroyed on a year-over-year
basis for the period from the first quarter of 2000 through the second quarter of 2003. While
the State economy was booming during the early part of the period, the gross number of jobs
created well exceeded the gross number destroyed. However, the tide turned in the third
quarter of 2001, with the number of jobs destroyed overtaking the number of jobs created.
The full impact of September 11 is seen during the first quarter of 2002, when the gap
between gross job destruction and creation is at its widest point. However, the job gap shows
a narrowing trend after that, until a small widening in the second quarter of 2003, perhaps
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indicating the impact of the Iraqi conflict. The rate at which the job gap has narrowed
supports the Budget Division forecast for positive year-over-year employment growth by the
first quarter of 2004.

Figure 24

Job Creation and Destruction in New York
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Source: NYS Department of Labor; DOB staff estimates.

Manufacturing

The long-term decline in New York manufacturing employment is expected to continue
throughout the forecast period.>’ However, manufacturing’s rate of job decline is projected to
diminish over the course of 2004, with the improvement in both the U.S. and global
economies, but only modestly. Manufacturing employment is expected to fall 3.4 percentin
2004, following a decline of 5.3 percent in 2003.

Since the mid-1970s, New York’s comparative advantage has been shifting in favor of the
production of services. Competitive pressures arising from increased globalization and rising
productivity have resulted in the decline in State manufacturing employment each year since
1984. The rate of job loss from this sector accelerated during the recent recession, as it did
during the earlier recessions of 1982 and 1991. As indicated in Figure 25, this acceleration
was due to an increase in the gross rate of destruction, while the gross rate of job creation
remained relatively flat.

The manufacturing sector lost 50,300 jobs in 2002, a decline of 7.2 percent, the fastest
decline reported since the CEW program started in 1975. The rate of job loss eased
somewhat in the first quarter of 2003, but rose slightly again in the second quarter. A total of
37,400 jobs were lost during the first half of 2003, a decline of 5.7 percent. The large size of
the job gap during the first half of 2003 signals the likelihood that the State’s manufacturing
sector will continue to lose jobs in 2004.

' evaluating the extent of the decline in manufacturing employment, care must be taken as to how jobs are classified.
The number of jobs classified as manufacturing under the former SIC system is larger, and the decline more severe, than
under the current NAICS system. For a detailed discussion, see 2003-04 New York State Executive Budget, Appendix Il
pp. 126-127.
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Figure 25
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Construction and Real Estate

Construction employment is projected to rise 5.3 percent in 2004, following growth of 1.3
percent in 2003. Recent high levels of activity in the construction and real estate markets
represent a key factor in distinguishing New York’s 2001-03 recession from that of the early
1990s. State construction sector employment fell during all five years from 1989 to 1993,
declining at double-digit rates in 1991 and 1992. In contrast, construction sector employment
fell only 3.1 percent in 2002, due in part to the impact of historically low interest rates on the
demand for housing. This same distinction between the two downturns can be observed in
office vacancy rates as well (see Figure 26). Although vacancy rates in Manhattan have
increased since 2000, they are far from the high rates attained during the early 1990s.
Vacancy rates in midtown Manhattan fell during the second half of 2002 and the first three
quarters of 2003.

Although construction employment continued to fall during the first half of 2003, the job
gap has been gradually narrowing since the second quarter of 2002. By the second quarter
of 2003, this sector’s index of net job creation was 94.1 percent. The construction sector is
expected to gain jobs during the second half of 2003 and grow briskly in 2004 and in the
outyears. Contributing to these increases will be the reconstruction effort on the site of the
World Trade Center. The groundbreaking for the “Freedom Tower” is scheduled for August
2004, with construction expected to be completed by September 11, 2008.

The real estate sector took a big hit after September 11, mainly because of an increased
rate of job destruction. However, the industry bottomed out during the first quarter of 2002,
and thanks to the housing boom of the last two years, the industry’s index of net job creation
exceeded 100 percent during the first half of 2003. Real estate rental and leasing sector
employment increased 1.0 percent during the same period, due to a very strong housing
market. Industry employment is expected to remain flat in 2004, as activity in the housing
market begins to moderate.
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Figure 26
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Trade, Transportation, and Warehousing

Both wholesale and retail trade employment are projected to grow 0.4 percent in 2004,
following a decline of 0.7 percent and virtually no change, respectively, in 2003. The State’s
wholesale and retail trade sectors have suffered heavy job losses due to the long lasting
impact of September 11 and the slow national economic recovery during 2002.

The wholesale trade sector has been dominated by job declines since early 2001. But
wholesale trade lost 1,600 jobs in the first half of 2003, a decline of only 0.5 percent and a
significantimprovement from 2002. Wholesale trade is expected to be a net contributor to job
growth in 2004 as the State and national economies improve. The job gap in the retail trade
sector narrowed significantly during the second half of 2002 and remained small during the
first half of 2003, lending support to the expectation that this sector will add jobs in 2004 (see
Figure 27). By the first half of 2003, this sector’s gross rate of job creation and destruction
were well below the statewide average.

Transportation and warehousing employment, which tends to track the trade sectors very
closely, is projected to increase 0.6 percent in 2004, following a decline of 0.8 percent for
2003. The impact of September 11 on employment is perhaps seen most dramatically in the
transportation sector. The job gap in that sector was at its maximum during the first quarter of
2002, but has gradually narrowed since then, due primarily to a decline in the gross rate of job
destruction. The substantial narrowing of the job gap in the State’s transportation and
warehousing sector suggests that employment in this sector is likely to grow in 2004.
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Figure 27
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Information (Media and Communications)

The Budget Division expects information sector employment to fall during 2004 at a rate
of 2.1 percent, following a 6.1 percent decline in 2003. The information sector, which includes
publishing, motion picture, broadcasting and telecommunications, is one of the most dynamic
sectors in the State, exhibiting gross rates of job creation and destruction generally well
above the statewide averages (see Figure 28). However, this sector has been in contraction
since the start of the State’s recession. Although the rate of contraction has stabilized, it
continued to exhibit a wide job gap and a net job creation index of only about 60 percent
during the first half of 2003.

Following the collapse of the “dot-com” sector in 2000 and 2001, the State’s media
services and telecommunications industries shed jobs at the highest rate of any sector in
2002. Employment in the information sector declined 8.8 percent, or by 28,500 jobs in 2002.
The downward trend for this industry group continued during the first half of 2003. The State
lost another 23,800 jobs, 7.9 percent, during the first two quarters of 2003 versus the same
period of 2002. Almost 80 percent of these job losses occurred in the downstate region.
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Figure 28
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Finance and Insurance

The Budget Division expects finance and insurance sector employment to grow a modest
0.4 percent in 2004, following a decline of 1.5 percent in 2003. This forecast is consistent
with a net job creation index value of close to 90 percent during the first half of 2003. The
attacks of September 11, the national recession and corporate scandals all combined to have
a significant impact on the State’s financial sector. About 30,000 jobs in finance and
insurance were lost in 2002, a decline of 5.4 percent. New York City more than accounts for
these losses. This trend continued during the first half of 2003, with the securities industry
losing another 13,400 jobs. However, as discussed below, these job losses lowered industry
compensation costs and helped Wall Street firms to increase profits significantly in 2003.
Industry employment is not expected to recover quickly. Indeed, in the aftermath of the stock
market crash of 1987 and the recession of 1990-91, it took 10 years for the securities industry
to return to its employment peak of 1987. Nevertheless, the narrowing of this sector’s job gap
during the first half of 2003 suggests it is reasonable to expect some growth in 2004.

Business and Professional Services

All of the State’s business and professional services industries are expected to benefit
from the strengthening national expansion in 2004. Professional and technical services
industries are expected to grow 1.2 percent in 2004, following a decline of 0.8 percent in
2003, while management and administrative support services industries are expected to grow
1.7 percent in 2004, following a decline of 1.3 percent in 2003.

With the collapse of the high-tech bubble, the State’s professional, scientific, and technical
services industries saw a significant increase in the rate of gross job destruction during 2001
and early 2002 (see Figure 29). However, the job gap narrowed substantially in the first half
of 2003, due primarily to a reversal of that trend, indicating that this sector is poised to grow in
the near future.
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The gross job destruction index rose swiftly in the management, administrative, and
support services sectors in 2001, but the job gap had narrowed significantly by the fourth
quarter of 2002. This sector contains temporary help services, one of the first types of
employment to grow following a downturn. However, management services growth may
have been stymied by the desire to avoid expanding management operations in New York in
the wake of September 11.

Figure 29
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Education and Healthcare

The Budget Division expects education and healthcare employment to grow 2.9 percent
and 2.1 percent, respectively, for 2004. Education and healthcare services continued to grow
throughout the recession, exhibiting net job creation indices remaining well above 100
percent. Education services grew 4.1 percent during the first half of 2003 compared to the
same period in 2002, adding 10,400 jobs. Similarly, healthcare and social assistance
services grew 2.1 percent during the first half of 2003, adding 23,600 jobs, following growth of
2.0 percent for 2002. The growth in the healthcare industry is expected to continue in line
with the legislated expansion of government-sponsored healthcare programs and the rise in
insurance premiums.

Leisure, Hospitality, and Other Services

The Budget Division expects leisure, hospitality, and other services employment to grow
1.4 percent in 2004, following growth of 0.9 percent in 2003. September 11 had a severe
impact on these industries, particularly the arts and entertainment sectors. A steep increase
in the rate of gross job destruction was experienced during the fourth quarter of 2001 and first
quarter of 2002, although the sector began to bounce back soon thereafter (see Figure 30).
This sector experienced a decline in gross job creation during the first two quarters of 2003,
perhaps due to the climate of uncertainty engendered by the conflict in Iraq. Nevertheless,
these sectors are expected to add jobs during the second half of 2003 and in 2004 as well.
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Figure 30
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The Securities Industry and the Stock Market

Because of the prominence of New York City in the world of finance, New York State
revenues are profoundly affected by the fortunes of the financial markets. Figure 31 shows
how finance and insurance sector wages have grown over time as a share of the State total.
That share peaked at 20.6 percent during the 2000-01 State fiscal year, just as the stock
market was beginning to collapse. In contrast, finance and insurance sector employment
accounted for only 6.6 percent of total State employment during the same year. The financial
markets affect employment and incomes in New York City and its surrounding suburbs, both
directly, through compensation paid to finance sector workers and purchases made by
finance sector firms, and indirectly, as finance sector workers spend their incomes on
housing, entertainment, and other purchases. Finance sector workers are, on average, very
highly compensated, as demonstrated by a comparison of their average wages to those of
other New Yorkers (see Figure 32).
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The current bull market in equities has endured for over a year. Table 7 puts the current
market in historical perspective. Since the end of World War Il, there have been 10 bear
markets, defined as a sustained drop in Standard and Poor’s 500 Index (S&P 500) of about
20 percent or more. As seen in the table, each market cycle begins with a run-up in equity
prices, or bull market, during which the market’s previous high is reached and is eventually
surpassed.

TABLE 7
BULL AND BEAR MARKETS

Market Hit Previous High

Price Peak Trough Percent Duration in
Run-Up Dates Dates Changes Months Dates Months
() (2) (3) (4) (5) (6) (@)
08/03/56 10/22/57 (21.5) 14.6 09/24/58 111
85.7% 12/12/61 06/26/62 (28.0) 6.5 09/03/63 14.2
78.8% 02/09/66 10/07/66 (22.2) 7.9 05/04/67 6.9
47.2% 11/29/68 05/26/70 (36.1) 17.9 03/06/72 214
73.5% 01/11/73 10/03/74 (48.2) 20.8 07/17/80 69.4
73.1% 09/21/76 03/06/78 (19.4) 17.5 08/15/79 17.3
58.9% 01/06/81 08/12/82 (25.8) 19.2 10/20/82 23
228.8% 08/25/87 12/04/87 (33.5) 34 07/19/89 19.5
64.8% 07/16/90 10/11/90 (19.9) 29 02/13/91 4.1
417.0% 03/24/00 10/09/02* (49.1) 30.5 ? ?

Note: To-date the S&P 500 has risen 44.7 percent since the October 9, 2002 trough, but would have to rise
another 36 percent, or about 400 points to reach its prior peak.
Source: Economy.com.

As indicated in column (4) of Table 7, only the bear market of 1973-74 is comparable to
the most recent one in terms of the percentage decline in prices. However, the 2000-02 bear
market surpassed that of 1973-74 in length by almost one year, making it the longest bear
market of the postwar period. Following most postwar bear markets, stock prices managed
to attain their prior peaks within two years of the trough. However, it took almost six years
after the 1973-74 bear market for stock prices to reach their former January 11, 1973, high. It
is likely to take even longer for the market to return to its more recent March 2000 record
level. As of January 6, 2004, the S&P 500 had risen 44.7 percent since the October 9, 2002,
trough, but will have to rise another 36 percent, or about 400 points, before reaching its prior
peak.

Equity market cycles tend to be accompanied by a rise and fall in securities industry
employment, although typically with alag. For example, in the bear market of 1973-1974, the
State’s securities industry lost 23 percent of its employment from February 1973 to October
1974. The record-setting bull market that lasted from October 1990 to March 2000 was the
longest of the postwar period and characterized by the largest run-up in prices, 417 percent.
It was also accompanied by a 50 percent increase in industry employment. However, since
peaking in December 2000, State securities employment has fallen by about 18 percent.
History suggests that it could take years, and perhaps intervening bull and bear markets,
before employment recovers to the record levels reached in 2001.

Despite the recent improvement in the equity prices, the securities industry’s most
lucrative sources of income — initial public offerings (IPOs) and merger and acquisition
activity — remain much reduced from their 2000 peaks. With secondary market prices still
well below their 1999-2000 levels, firms are more reluctant to use equity financing to fund
business expansion. The rebound from the market lows of October 2002 lost momentum as
the nation began to head down the path toward war, resulting in a substantial weakening in
the markets for IPOs and mergers and acquisitions in the first half of 2003. However,
markets for these activities started to strengthen toward the end of that year.
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True IPOs are projected to raise a total of $15.9 billion in 2003, a decline of 38.2 percent
from the $25.8 billion raised in 2002.?? However, the number of deals increased substantially
over the course of the year. While only $2.4 billion was raised in the first half of 2003, deals
valued at $13.5 billion were reported for the second half. Moreover, the industry reports a
significant backlog in the pipeline entering 2004 worth $10.1 billion.

Most affected by the decline in the secondary equities market has been merger and
acquisition activity. After peaking in number and value in 2000, the number of completed
domestic mergers and acquisitions fell 34 percent in 2001 and another 52 percent in 2002.
Completed domestic mergers and acquisitions saw a decline in value of about 60 percentin
the three-year period from 2000 to 2002. For the first nine months of 2003, the number and
value of completed U.S. mergers and acquisitions were the lowest since 1994. Because of
the high fees involved, the decline in mergers and acquisitions represents a large revenue
loss for the industry. However, like the IPO market, there appears to have been a rebound in
this market toward the end of 2003, with announced deals valued at $119 billion reported for
October, an increase of 330 percent from October 2002.

Debt underwriting activity was running at record levels in early 2003 due to declining
interest rates, but showed some slowing toward the end of year. However, year-to-date debt
underwriting is still projected to be up about 12 percent from 2002. Total corporate debt
issuance is expected to reach about $2.9 trillion in 2003, versus nearly $2.6 trillion in 2002.

The combined effects of a weak start to the economic expansion, the decline in equity
values, and national security concerns can be seen in the income levels of financial services
firms. Pre-tax profits for the securities industry peaked at $21.0 billion in 2000, but fell 51
percent below that mark in 2001 (see Figure 33). Profits were only $6.9 billion in 2002. But,
as indicated above, the improvement in both the economy and equities markets in the wake
of the Iraq war has had a very positive impact, with securities industry profits of $15.0 billion
now projected for 2003. However, much of this increase in profits has come about because
of aggressive cost cutting by the industry. In fact, revenues generated for 2003 were about
4.5 percent below 2002, and 42.1 percent below 2000 levels.

In the wake of the economic downturn of 2001, the securities industry was able to cut
expenses on gross interest and employee compensation. Due to the series of reductions in
the federal funds rate that began in the first quarter of 2001 as the Federal Reserve sought to
stimulate the economy, the gross interest expense of the industry fell an estimated 62 percent
from 2000 to 2003. Reductions in personnel costs came from two sources: reductions in
employment and reductions in compensation. Through the second quarter of 2003, the
State’s finance and insurance industry cut employment by 8.2 percent over a two-year period,
eliminating 45,700 jobs. In addition, production payouts (payments tightly tied to revenue-
generating activity) and bonuses (a more discretionary form of compensation) were reduced.
Figure 34 shows that finance and insurance sector bonuses fell by about one-third in the
2001-02 fiscal year and are estimated to have fallen yet again in 2002-03.

%2 Securities Industry Association. True IPOs exclude closed-end funds.
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Figure 33
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The combination of lower employment and lower compensation reduced total finance and
insurance sector wages by 23.4 percent, from $81.9 billion in 2000-01 to $62.7 billion in
2002-03. The impact of these declines on finance and insurance sector wages as a share of
the State total is clearly visible in Figure 31, while Figure 32 shows the concomitantimpact on
the industry average wage for both 2001-02 and 2002-03. However, with the industry’s
improved profit performance, compensation costs are expected to rise. The finance and
insurance bonus share of total sector wages is expected to rise for both 2003-04 and the
following year, though remaining below its former peak amount. As discussed above, sector
employment is projected to grow in 2004 and a rising equity market is expected to result in
higher production payouts and discretionary bonuses.

Outlook for Income

Growth in variable compensation and employment is expected to result in total wage
growth of 5.1 percent for 2004, following an estimated increase of 1.8 percent for 2003 (see
Figure 35). The strong growth in State wages, property income, and proprietors’ income
projected for 2004 will result in total personal income growth of 5.1 percent, following growth
of 3.1 percent for 2003 (see Table 10).

Figure 35
New York State Wage Growth
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Because the state-level wage data published by BEA have proven unsatisfactory for the
purpose of forecasting State personal income tax liability, the Budget Division constructs its
own wage and personal income series based on CEW data. Moreover, because of the
importance of trends in variable income — composed of bonus and stock options income —
to the understanding of trends in State wages overall, the Budget Division has developed a
methodology for decomposing its wage series into bonus and nonbonus wages. For a
detailed discussion, see Box 7. The Budget Division’s outlook for State income is based on
these constructed series.
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Variable Income Growth

Variable income is defined as that portion of wages derived primarily from bonus
payments and stock incentive income, but also includes other one-time payments. As
performance incentives for a given calendar year, firms tend to pay employee bonuses during
either the fourth quarter of that year or the first quarter of the following year. Although stock
options tend to be granted as part of a bonus package during the same quarters as the cash
component, an employee may exercise that option, thus transforming it into taxable income,
at different times. However, the concentration of variable income payments in the fourth and
first calendar-year quarters makes the State fiscal year a logical period of analysis for
discussing the determinants of variable income growth. Total State variable income is
projected to rise 8.9 percent in the 2004-05 fiscal year, following growth of 15.2 percent in
2003-04. Growth in both years is more than accounted for by the finance and insurance
sector, although bonus income in other sectors is expected to increase as well, with the
exception of the information sector. On a calendar year basis, total State bonus income is
expected to decrease 2.2 percent for 2003, followed by an increase of 12.7 percent for 2004.

Since 1990, there has been a substantial shift in the State’s corporate wage structure
away from fixed to performance-based pay. Figure 36 portrays how dramatically variable
income paid to employees in the finance and insurance industry has grown since the early
1990s. The robust performance of security industry profits during 1999 and 2000 resulted in
finance and insurance sector bonus growth of 43.5 percent and 23.7 percent in the 1999-
2000 and 2000-01 State fiscal years, respectively, to levels that accounted for more than half
of total bonuses paid in the State. An incentive-based payment structure allows employers to
share with employees the risks of doing business and is particularly attractive to the securities
industry, given the degree of volatility in industry profits. For example, when industry profits
fell from $10.4 billion in 2001 to $6.9 billion in 2002, finance and insurance sector bonus
income is estimated to have fallen 15.4 percent for the 2002-03 State fiscal year. In contrast,
nonbonus income for this sector is estimated to have fallen only 6.4 percent, mainly due to
the decline in employment.

Figure 36
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BOX 7
THE CONSTRUCTION OF NEW YORK STATE WAGES
AND THE ESTIMATION OF VARIABLE INCOME

Trends in State wages are critical to an accurate analysis and forecast of personal income tax liability
and collections. To improve the link between the economic and tax variables on a quarterly basis, the
Division of the Budget (DOB) constructs its own wage series from the available primary data sources. This
series differs from the data published by the U.S. Bureau of Economic Analysis (BEA).

The Division of the Budget uses only New York data to construct its State wage series. The primary
source is data collected under the Covered Employment and Wages (CEW) Program. In contrast, the BEA
uses national information to adjust the quarterly values for seasonal variation, as well as to ensure that
state-level wages add up to national estimates. The consequence is often a significant difference between
the two series in both the quarterly pattern and the annualized growth rates. For example, according to staff
estimates based on the CEW data, wage growth rates for the first and second quarters of 2000, on a
percent-change-year-ago basis, were 18.3 percent and 8.5 percent, respectively. The comparable growth
rates originally published by the BEA were 2.4 percent and 5.4 percent. These estimates have since been
revised up to 6.3 percent and 10.0 percent, respectively. However, the lack of timeliness in the revision
process limits the usefulness of BEA for State forecasting purposes.

A comparison with yet another source of wage data also demonstrates the greater accuracy of the CEW
data. Since the amount of wages withheld for personal income tax purposes varies systematically with wages
itself, withholding data provide a useful guide for estimating State wage growth. For example, wages withheld
during the first quarter of 2000 were 18.6 percent above withholding for the same quarter of the previous
year. This estimate is much more consistent with the growth rate derived from the CEW data than with the
BEA'’s estimate of 2.4 percent.

Once an entire year of CEW data becomes available, the BEA revises its state-level wage data to be
more consistent with that data source. For this reason, the Division of the Budget's method performs well in
anticipating the BEA’s revised estimates of annual growth in New York wages. To make the actual
magnitudes of the Division of the Budget’'s wage series more strictly comparable to the BEA wage series,
noncovered and unreported legal wages must be added to wages taken directly from the CEW data. The
addition of these components typically changes the annual growth rate for State wages by no more than
two-tenths of one percentage point.

An increasing portion of New York State wages is paid on a variable basis, in the form of either bonus
payments or proceeds derived from the exercise of stock options. Because no government agency collects
data on variable income as distinct from ordinary wages, it must be estimated. The Division of the Budget
derives its estimate of bonuses from firm-level data as collected under the CEW program. This method
allows a large degree of flexibility as to when individual firms actually make variable income payments.
However, as with any estimation method, some simplifying restrictions are necessary. DOB’s method
incorporates the assumption that each establishment makes variable income payments during at most two
quarters of the year. However, the determination as to which quarters contain these payments is made at the
firm level.

Firms report their wages to the CEW program on a quarterly basis. The firm’'s average wage per
employee is calculated for each quarter. The average over the two quarters with the lowest average wages is
assumed to reflect the firm’s base pay, that is, wages excluding variable pay. If the average wage for either
of the remaining quarters is significantly above the base wage, then that quarter is assumed to contain
variable income." The average variable payment is then defined as total average wage minus the base
average wage, after allowing for an inflation adjustment to base wages. Total variable pay is then calculated
by multiplying the average bonus payment by the total number of firm employees. It is assumed that only
private sector employees earn variable pay.

"The threshold adopted for this purpose was 25 percent. However, the variable income estimates are fairly robust to even
a five-percentage-point swing in this criterion.

The rapid run-up in finance and insurance bonuses was abruptly reversed during the
2001-02 State fiscal year when bonuses dropped 30.2 percent as a result of the national
recession, the World Trade Center terrorist attack, and the downslide in equity prices.
Securities industry profits further deteriorated in 2002, dropping 67.0 percent from their record
2000 level. With the recent rise in equity prices and the strong performance of the fixed
income market, securities industry profits are projected to more than double in 2003.
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However, the impact of this strong profit performance is likely to be tempered by relatively flat
growth in revenues. Therefore, the Division of the Budget projects that variable income for
the finance and insurance sector will grow 23.2 percent to $23.2 billion during the 2003-04
State fiscal year. Although this represents the highest bonus payout for this sector since the
2000-01 bonus season, it is still 27.3 percent below the record $31.9 billion estimated to have
been paid out that year. Variable income for the sector is expected to rise 11.7 percent
during 2004-05, bringing it back up to its 1999-00 level.

Nonbonus Wages

Unlike the variable component of income, nonbonus wages are driven largely by changes
in employment and the nonbonus average wage, and are therefore relatively more stable.
After adjusting for inflation, the nonbonus average wage for each of the State’s industrial
sectors is believed to have a stable long-run relationship with the real U.S. average wage.
However, State real average wages can deviate from their long-run trend due to short-term
fluctuations related to business cycles or shocks to the regional economy. Nonbonus
average wages are projected to increase by 3.3 percent in calendar 2004, following estimated
growth of 2.7 percent for 2003. With a positive boost from employment, total nonbonus
wages are projected to grow 4.1 percent for 2004, following an increase of 2.3 percent for
2003.

Average Wage

For the first time in the history of CEW data, which begins in 1975, average wages in New
York showed a decline in 2002. This was mostly due to the steep decline in bonuses.
However, the increase in bonuses is expected to contribute to stronger growth in the State’s
overall average wage of 4.3 percent for 2004, following an estimated 2.2 percent increase for
2003. The 2004 forecast for average wage growth is significantly below its historical average
due to low expected inflation. The Budget Division projects growth in the composite CPI for
New York of 2.1 percent for 2004, following growth of 2.8 percent for 2003.

Nonwage Income

The Division of the Budget projects a 5.1 percent increase in the nonwage components of
State personal income for 2004, following growth of 4.9 percent for 2003. The modest
increase in growth for 2004 is attributable to higher growth in property income, transfer
income and proprietors’ income.
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BOX 8
THE NEW YORK STATE DIVISION OF THE BUDGET’S
NEW YORK MACROECONOMIC MODEL

DOB’s New York Macroeconomic model (DOB/N.Y.) attempts to capture the fundamental linkages
between the New York and the national economies. Clearly, New York’s economy depends on economic
developments in the U.S. economy, usually expanding when the national economy is growing and contracting
when the nation is in recession. However, this relationship is neither simple nor static. The growth rate of the
State’s economy can vary substantially in comparison to the nation. For example, during the 1990-91
national recession, the State’s recession began noticeably earlier and ended significantly later than for the
nation as a whole. Alternatively, during the early 1980’s recession, the State’s economy fared better than the
nation.

The objective of DOB/N.Y. is to quantify the linkages between the national and State economies within
an econometric modeling framework. DOB/N.Y.. is a structural time series model with most of the exogenous
variables derived from DOB/U.S. In general, the long-run equilibrium relationships between State and
national economic variables are captured by a cointegration/error-correction specification, while the State’s
specific dynamics are modeled using a restricted vector autoregressive (RVAR) framework. DOB/N.Y. has
four major components: a nonfarm payroll employment segment, a real nonbonus average wage segment, a
bonus payment segment, and a nonwage income segment.

Employment

The national economy affects New York employment through two channels. First, if State employment
growth for a specific sector is related to the growth of the U.S. employment in the same sector, U.S.
employment for that sector is specified as an exogenous variable in the equation. Second, overall U.S.
economic conditions, as measured by the growth of real U.S. GDP, is included either directly in the
employment equations for some sectors or indirectly through the VAR relationships.

Intra-sectoral relationships for New York employment can be different from those for the nation as a
whole. These relationships are captured in a restricted VAR model where the impact of one sector on other
sectors is explicitly specified.

Average Real Nonbonus Wages

Our analysis suggests the existence of a long-run equilibrium relationship between real nonbonus
average wage for most New York sectors and the national real average wage. Thus, the State average real
nonbonus wage by sector is modeled in a cointegration/error-correction framework. This modeling approach
is based on the belief that, in the long run, since both labor and capital are free to move in a market economy,
regional differences in labor costs tend to disappear, though this process may take quite a long time. This
formulation allows for short-run adjustments towards equilibrium, which describe the short-run dynamics of
State-specific economic conditions.

Bonus Income

The DOB model for finance and insurance bonus income incorporates those factors that drive Wall Street
profits: merger and acquisition activity, IPOs, and the volume of debt underwriting. Our analysis shows that
bonuses paid in the State’s other economic sectors tend to have long-term equilibrium relationships with
those paid in the finance and insurance sectors; more technically, bonus payments in the financial services
sector are cointegrated with bonuses paid in most other sectors. Consequently, the results from the finance
and insurance sector bonus model are used to estimate bonuses paid in other sectors.

Nonwage Incomes and Other Variables

The New York nonwage components, except for the residence adjustment, are all driven by their national
counterparts. The relationship is modeled as a change in the New York variable, as a function of a change in
the U.S. nonwage counterpart ,along with lags of the independent and dependent variables as appropriate to
account for short-term fluctuations.

Manhattan in the Eye of the Storm

Much of the growth in State incomes during the late 1990s was concentrated in industries
with a strong presence in New York City, especially financial and information services. The
recession and the tragedy of September 11 battered these sectors and the City employment
picture. However, two years after the destruction of the World Trade Center, the City
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economy is well on the road to recovery. To examine the pace of the City’s recovery from
these events more closely, this section focuses on labor market dynamics in Manhattan since
the start of the 2001-02 recession.

As the late 1990s boom was coming to a close in 2000, Manhattan’s gross rate of job
creation was strong and growing, while the gross rate of job destruction was relatively flat
(see Figure 37). Manhattan was both creating jobs at a faster rate and was also losing jobs
at a lower rate than the State overall. However, with Manhattan at the center of the State
recession that started in January 2001, that trend reversed and employment began to fall.
The gross rate of job creation started to decline in Manhattan in the first quarter of 2001, while
gross job destruction started to rise. By the second quarter of 2001 — prior to September 11
— the rate of job destruction exceeded that of job creation, implying net losses.

Figure 37

Job Creation and Destruction Indices
24% 1 NYS vs. Manhattan

22% A
20% A
18% ~

16% -

14% ~

——Job Creation Manhattan

12% - —e—Job Destruction Manhattan

---- Job Creation NYS

——Job Destruction NYS

1 O% T T T T T T T T T T T T T 1

2000Q1 2001Q1 2002Q1 2003Q1

Source: NYS Department of Labor; DOB staff estimates.

Following the attack on the World Trade Center, Manhattan’s job gap widened
dramatically. During the first quarter of 2002, 399,100 jobs were destroyed through firm
shutdowns, mergers and acquisitions and the contraction of existing firms, while only 261,900
jobs were created through firm startups, mergers and acquisitions, and the expansion of
existing firms. This resulted in a net job loss of almost 137,200 jobs.?® More than half of the
jobs lost in the State during that quarter were lost in Manhattan. Since then, the rate of job
destruction in Manhattan has decelerated, though it continues to be driven by losses in
contracting firms; the job creation index has shown modest improvement as well. Although
Manhattan’s job gap was still significantly larger than the statewide gap in the second quarter
of 2003, it has narrowed substantially since the aftermath of September 11.

In Manhattan as elsewhere, labor market dynamics are dominated by existing firms. As
indicated in Figure 38, the number of expanding firms in both Manhattan and the State
continued to exceed the number of contracting firms until the second quarter of 2001.

B Many firms were temporarily relocated out of State immediately following the attack. Because many of these firms
continued to participate in the State’s Unemployment Insurance program, these relocated employees continued to appear
in CEW data for New York. Therefore, CEW data may not reflect the full impact of September 11 on Manhattan
employment.
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However, with the onset of the State recession in early 2001, the number of contracting firms
began to grow, peaking in the fourth quarter of that year, immediately following the attack.
However, even during that quarter, the number of expanding firms in Manhattan was 72.2
percent as large as the number of contracting firms, an indicator of the dynamism of the
Manhattan economy. Moreover, the rise in the number of expanding firms since the second
quarter of 2002 clearly indicates a gradual improvement in business conditions since
September 11.

Figure 38
Existing Firms in New York State and Manhattan
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The impact of the September 11 attack can be seen even more dramatically in firm
startups and shutdowns. During almost every quarter in 2000 and 2001, the number of
startups exceeded the number of shutdowns, in both Manhattan and the State overall (see
Figure 39). However, this trend changed abruptly during the first quarter of 2002, when the
number of shutdowns in Manhattan rose by 2500 compared to the prior quarter. Of this
increase, about 60 percent occurred in just four sectors — professional and technical
services, accommodations and food services, finance and insurance services, and the
information sector — though these sectors accounted for only 32 percent of Manhattan’s
establishment base for the first quarter of 2002. The net number of firm shutdowns reached
almost 3,400 during the first quarter of 2002, compared to only about 1,900 statewide. This
fact implies a net increase in the number of firm startups outside of Manhattan.

The rise and fall in employment tends to follow the fortunes of existing firms. Figure 40
indicates that, following the September 11 attacks, job losses due to contracting firms peaked
in Manhattan during the fourth quarter of 2001 at 258,400 (see Table 8). Employment losses
due to firm shutdowns peaked in the following quarter, with half of the jobs lost, about 56,900,
occurring in the finance and insurance, information, professional and technical services and
accommodation and food services sectors.

Although Manhattan — the epicenter of the 2001-03 contraction — lags much of the rest
of the State, it is clearly on the road to recovery. By the first quarter of 2003, the number of
firm startups exceeded shutdowns in Manhattan, due entirely to declines in firm shutdowns.
These declines occurred in every sector of the economy except the utilities sector. And
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though Manhattan was still experiencing a net loss of jobs on a year-over-year basis in the
second quarter of 2003, the extent to which the job gap has narrowed demonstrates the
renewed vitality with which Manhattan is recovering from September 11.

Figure 39
Firm Startups and Shutdowns
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Figure 40
Employment Gains/Losses
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TABLE 8

PRIVATE SECTOR JOB GAINS AND LOSSES IN NEW YORK AND MANHATTAN
(in thousands)

New York State Manhattan
Job Gains Job Losses Net Gains Job Gains Job Losses Net Gains

Expanding Births Contracting Deaths Losses Expanding Births Contracting Deaths Losses
2000Q1 679.4 396.7 574.0 347.1 143.7 185.7 115.6 150.0 94.4 53.7
2000Q2 688.6 405.5 581.8 356.1 143.3 198.0 125.9 143.9 101.5 75.8
2000Q3 704.8 420.3 609.3 332.9 167.2 200.0 1354 150.4 96.0 84.1
2000Q4 698.9 406.8 623.0 302.3 166.0 204.9 136.6 159.5 93.3 86.0
2001Q1 661.4 288.0 607.0 2446 97.9 198.6 84.8 166.2 77.6 38.6
2001Q2 639.5 2924 650.5 268.3 18.3 178.0 80.3 182.1 83.6 (6.5)
2001Q3 617.8 278.6 742.2 265.7 (95.5) 165.1 711 216.4 87.2 (60.7)
2001Q4 583.3 278.4 829.9 2744 (236.5) 143.9 68.6 258.4 94.0 (134.4)
2002Q1 553.4 286.3 761.0 313.8 (256.9) 132.3 74.8 2424 106.1 (137.2)
2002Q2 534.3 293.7 743.3 279.5 (215.2) 127.4 78.4 227.2 94.3 (113.1)
2002Q3 576.1 275.7 719.3 2515 (147.3) 137.3 69.4 212.3 84.6 (92.9)
2002Q4 608.7 274.6 681.7 2351 (57.4) 151.4 75.3 195.0 78.6 (44.2)
2003Q1 550.7 248.4 614.5 221.9 (32.0) 132.4 77.2 170.6 77.7 (28.2)
2003Q2 561.4 2514 636.8 226.1 (56.1) 127.4 80.6 174.3 76.6 (41.9)

Note: Net gains and losses include net employment change due to mergers and acquisitions.
Source: NYS Labor Department; DOB staff estimates.

Risks to the New York Forecast

In addition to the risks described above for the national forecast, there are risks specific to
the New York. Another attack targeted at New York City would once again disproportionately
affect the State economy. Any other such shock that had a strong and prolonged impact on
the financial markets would also disproportionately affect New York State, resulting in lower
income and employment growth than reflected in the current forecast. In addition, if the
national and world economies grow more slowly than expected, demand for New York State
goods and services would also be lower than projected, dampening employment and income
growth relative to the forecast. In contrast, should the national and world economies grow
faster than expected, a stronger upturn in stock prices, along with increased activity in
mergers and acquisitions and IPOs is possible, resulting in higher wage growth than
projected.

The State’s economic expansion is just starting to gain momentum, and as emphasized
above, forecasting at or near a business cycle turning point is fraught with risk. Moreover, the
financial markets, which are so pivotal to the direction of the downstate economy, are
currently in a state of extreme flux. In the wake of several high-profile scandals, the pace of
both technological and regulatory change is as rapid as it has ever been. These
circumstances compound even further the difficulty in projecting industry revenues and
profits.

SOURCES OF VOLATILITY IN THE INCOME TAX BASE — A RISK
ASSESSMENT

As in many states, New York’s revenue structure relies heavily upon the personal income
tax (PIT). However, for a variety of reasons, PIT receipts can be extremely volatile, much
more variable than conventional measures of personal income. This becomes readily
apparent when comparing changes over time in actual liability with alternative indicators of
the New York State income base (see Figure 41). PIT liability is the amount which State
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taxpayers actually owe based on total earnings during a given tax year.** New York State
adjusted gross income (NYSAGI) is a measure of income from which total tax liability is
ultimately determined and is derived from State tax returns. Personal income is a National
Income and Product Accounts (NIPA) concept, measuring income derived from value added
to current production.?

Figure 41
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It is evident in Figure 41 that PIT liability growth is much more variable than personal
income, however defined. For example, in 2000, when all three indicators were on the
upswing due to strong economic growth, personal income grew a historically robust 8.5
percent. Meanwhile, NYSAGI grew at an even stronger 13.5 percent, while PIT liability grew
a remarkable 16.8 percent. When the national recession reversed this strong growth trend
the following year, State personal income still grew, but at a much lower 3.0 percent. In
contrast, NYSAGI fell 5.2 percent and PIT liability fell an even larger 8.5 percent. Similarly,
with the New York economy still in recession in 2002, State personal income fell 0.2 percent,
NYSAGI fell an estimated 4.2 percent, but PIT liability fell an estimated 7.4 percent. All three
measures are expected to grow in 2003 and 2004 and past patterns suggest that NYSAGI
can be expected to grow faster than personal income, while PIT liability can be expected to
grow faster than both NYSAGI and personal income.

Itis common to examine tax liability in terms of its sensitivity to changes in the economy
and the tax base, or its “elasticity.” For example, when the economy changes direction,
personal income and particularly its largest component, wages, responds more strongly or
“elastically” than indicators such as GDP and employment. Employers may drastically curtail
or eliminate bonus payments in response to a poor performance by their firms that year. On
the other hand, changes in firm employment levels are likely to occur more gradually.

24 For a more detailed discussion of personal income tax liability, see Tax Receipt Section “Personal Income Tax.”
% For a discussion of how DOB constructs State personal income, see Box 8.
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NYSAGI responds more elastically than personal income to economic upturns and
downturns. This is because NYSAGI measures the taxable components of income, including
items such as realized capital gains and losses. Since a capital gain or loss earned from the
sale of a financial asset does not add to the value of current production, it is not included in
the NIPA concept of personal income.?® In 1999 and 2000, income from positive capital gains
realizations grew an impressive 23.2 percent and 29.3 percent, respectively. However, the
most recent data available show a 50.0 percent decline in capital gains realizations for 2001,
and DOB's forecast suggests additional declines in capital gains of 31.0 percent in 2002 and
6.9 percent in 2003. With the dramatic rise in capital gains realizations during the late 1990s
and 2000, and the equally dramatic declines in 2001 and 2002, the growth in taxable income
became much more volatile than the growth in personal income as defined under NIPA.
Unlike indicators such as GDP and employment, which have relatively stable bases, income
from capital gains realizations can fall dramatically if taxpayers refrain from selling financial
assets due to depressed market conditions or if taxpayers are carrying forward losses from
prior years. Moreover, NYSAGI can fluctuate due to statutory changes in the definition of
taxable income, and taxpayers’ strategic responses to such changes.

Personal income tax liability is quite elastic with respect to changes in personal income
measured either by NYSAGI or personal income as defined under NIPA, primarily due to the
progressiveness of the State tax system. The volatile components of taxable income referred
to above, such as bonuses and capital gains realizations, tend to be concentrated among the
State’s high-income taxpayers who are also taxed at the highest marginal tax rate. Growth in
those components is liable to increase the average tax rate, while declines are liable to lower
it. The movement of taxpayers across tax brackets as their incomes rise and fall is likely to
amplify changes in average tax rates. Between 2000 and 2001, the decline in taxable
income and the even larger decline in tax liability lowered the effective tax rate from 4.76
percent to 4.60 percent without any significant changes in tax law. The large 25.3 percentage
point swing in PIT liability between 2000 and 2001 clearly indicates how radically tax liability
can shift when the stock market fluctuates. For 2002, additional declines in capital gains and
bonuses are estimated to have further eroded the effective tax rate to 4.44 percent, in part
causing the estimated 7.4 percent decline in liability. For 2003 and 2004, DOB expects the
effective tax rate to increase to 4.72 percent and 4.86 percent, respectively, as both the
economy and equity markets improve and tax law changes are implemented. The increases
in income tax rates imposed in 2003 will significantly increase the effective tax rates for
high-income taxpayers.

The most volatile components of income can and have accounted for a large portion of
the changes in NYSAGI. This fact poses significant risks to the Division of the Budget's
personal income tax forecast. From Table 9 it can be determined that the increase in capital
gains realizations of $14.5 billion accounted for 23.6 percent of the $61.4 billion increase in
NYSAGI in 2000. For 2001, the decline in capital gains of $32 billion is larger than the
estimated $27.0 billion decline in NYSAGI for that year, and the estimated decline of $9.9
billion in capital gains realizations accounted for almost 50 percent of the $20.4 billion decline
in NYSAGI in 2002. Because so much of the fluctuation in New York State taxable income
derives from financial market volatility, there is a large degree of risk surrounding forecasts for
several components of taxable income and, ultimately, tax liability itself.>” Therefore, the
Budget Division has consistently maintained that a conservative approach to projecting these
components is warranted.

% However, any transaction cost generated by such a sale would add value to current production and would therefore be
included in personal income.

%" For a discussion of the Budget Division’s use of Monte Carlo simulations to compute confidence bands around
forecasts, see Executive Budget Presentation, 2002-03, Appendix II, pp. 129-136. The confidence bands around this
year’s forecast are comparable to those estimated two years ago.
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TABLE 9
CHANGES IN NYSAGI AND ITS MAJOR COMPONENTS

1999 2000 2001 2002 2003 2004

NYSAGI

Level in billions of $ 453.1 514.5 487.5 4671 475.6 502.3
$ Change 35.1 61.4 -27.0 -20.4 8.5 26.7
% Change 8.4 135 -5.2 -4.2 1.8 5.6
Wages

Level in billions of $ 328.9 368.2 376.2 363.9 3704 389.2
$ Change 19.2 39.3 8.0 -12.2 6.5 18.7
% Change 6.2 12.0 2.2 -3.3 1.8 5.1
Capital Gains

Level in billions of $ 49.5 64.0 32.0 22.0 20.5 23.2
$ Change 9.3 14.5 -32.0 -9.9 -1.5 2.6
% Change 23.2 29.3 -50.0 -31.0 -6.9 12.9
Partnership/S corporation

Level in billions of $ 35.3 38.9 37.9 38.0 41.3 45.0
$ Change 4.6 3.6 -1.0 0.1 3.3 3.7
% Change 14.8 10.1 -2.6 0.2 8.7 9.1

Note: Discrepancies are due to rounding.
Source: NYS Department of Taxation and Finance; DOB staff estimates.

Changes in the State Distribution of Income

Given the progressive nature of the State’s tax system, forecasting total income tax
liability entails not only forecasting total income, but the distribution of income as well.
Out-year estimation of the income distribution is especially risky since the share of income
earned among the wealthiest taxpayers can fluctuate dramatically with such factors as the
business cycle, the financial markets, and changes in federal and state tax treatment. The
rising stock market created thousands of millionaires during the latter part of the 1990s,
causing the share of total personal income tax liability accounted for by high-income
taxpayers — those reporting taxable incomes of $200,000 or more — to grow rapidly during
that period.?® Approximately 8.9 million tax returns were filed in New York State for the 2001
tax year, reflecting an average annual growth of 1.9 percent since 1995. Over the same
period, the number of high-income taxpayers grew from 133,000 to 251,000, reflecting an
average annual growth of 15 percent (see Figure 42). In 2001, the most recent year for
which detailed tax return data are available, these high-income taxpayers represented a mere
2.8 percent of all taxpayers, but they accounted for 35.0 percent of NYSAGI and 47.1 percent
of personal income tax liability, or $10.6 billion out of a total of $22.4 billion (see Figure 43). In
the peak year of 2000, high-income taxpayers represented 3.0 percent of all taxpayers but
accounted for 50.8 percent of personal income tax liability.

B n 1995, 6,910 New York taxpayers had federal adjusted gross incomes of $1,000,000 or more. This number
skyrocketed to 48,856 taxpayers in 2000. Between 1999 and 2000 alone, the number of millionaires almost doubled from
25,537 to 48,856.

188



EXPLANATION OF RECEIPT ESTIMATES

Figure 42
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Figure 44 compares the composition of NYSAGI for all taxpayers for the peak tax year of
2000 to that for the 2004 tax year based on Budget Division projections. The figure shows a
clear shift from net capital gains income to wage income. By 2004, estimated net capital
gains income contributes only 4.2 percent to taxable income, down from a high of 12.1
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percent in 2000. At the same time, the share of wages is expected to increase from 71.6
percent to 77.5 percent, which is close to the historical average of 80.0 percent between 1977
and 2000. Partnership income is expected to increase from 5.4 percentin 2000 to 6.9 percent
in 2004.

Figure 44
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Figure 45
Composition of NYSAGI for High-Income Taxpayers
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The composition of NYSAGI for high-income taxpayers differs noticeably from that of all
other taxpayers (see Figure 44 and Figure 45). Moreover, as is evident from the most volatile
components of NYSAGI, capital gains and partnership/S corporation income make up a
much larger share among high-income taxpayers than for taxpayers overall, while the share
of wages is considerably lower.?? This volatility becomes apparent when comparing the
composition of NYSAGI for high-income taxpayers between the 2000 and 2004 tax years.
For high-income taxpayers, the share of capital gains realizations is projected to fall from 26.1
percent in 2000 to only 10.6 percent in 2004. Meanwhile, the shares for partnership/S
corporation income and wages are projected to grow substantially.

There has been considerable shifting over time in the largest components of income as
shares of total NYSAGI (see Figure 46). The shares for wages, interest, and dividend income
show a downward trend. The share for business and farm income remains stable, while the
shares for partnership/S corporation income and pension income have grown steadily. The
share for capital gains is the most volatile, peaking in 1986 in response to tax law changes
and growing rapidly with the stock market bubble between 1995 and 2000. After three
consecutive years of decline, we expect the share of capital gains income to start growing
again in 2004.

Figure 46
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The Major Components of NYSAGI

The Budget Division forecasts for the components of NYSAGI are based on detailed tax
return data from a sample of State taxpayers through the 2001 tax year, made available by
the New York State Department of Taxation and Finance. Although the measure of taxable
wages derived from State tax returns does not precisely match the dollar amount derived
from Covered Employment and Wages (CEW) data, they are believed to follow the same
trend. Therefore, for a discussion of the Budget Division forecast for taxable wages, see
“Outlook for Income” above.

® Although tax return data does not differentiate bonus income from nonbonus income, it can be surmised that bonus
income represents a much larger share of taxable income among high-income taxpayers than among low-income
taxpayers.
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Positive Capital Gains Realizations

As discussed above, the volatility in capital gains realizations has accounted for a large
share of the fluctuation in total NYSAGI in recent years. The Budget Division’s forecasting
model has attempted to capture the inherent volatility in this component of income by
incorporating those factors that are most likely to influence realization behavior, such as
expected and actual tax law changes and financial market activity for the contemporaneous
period.** The model also includes prior year stock market activity to account for capital losses
realized in past years. In any given tax year, taxpayers can only claim a net $3,000 ($1,500 if
filing individually) in capital gains losses against ordinary income, but they can carry the
remaining losses over an indefinite period in order to offset gains in future years. Although
the model has performed well, DOB projections have always emphasized the high degree of
uncertainty associated with any capital gains forecast.’’

The most recent bear market for stocks was unprecedented in the period since World
War Il in both severity and duration, and was therefore accompanied by historically large
capital losses. U.S. Department of Treasury Statistics of Income (SOI) data suggest that, at
the national level, the loss carryover grew 45.9 percent in 2000, 81.5 percent in 2001 and
another 52.6 percentin 2002. This compares to consecutive increases of 30.7 percent, 35.5
percent and 43.9 percent from 1974 to 1976, during and following the 1973-74 bear market,
the only other multiyear downturn in equities in recent history. At the national level, an
estimated $350 billion in realized losses has been carried forward from 2002 tax returns for
use to offset taxable gains earned in 2003 and beyond. In contrast, in 1999, just prior to the
bursting of the stock-market bubble, the loss carryover totaled $87 billion, a quarter of its
current size. And while the ratio of the loss carryover — estimated for New York — to taxable
net capital gains was 19.7 in 2000, by 2002 it had risen to an estimated 138.9, above the ratio
attained during the 1973-74 bear market (see Figure 47). Because of the lack of historical
experience, adjustments are made to the forecast for the period from 2003 to 2008 to more
effectively account for the anticipated impact of accumulated losses. These adjustments are
based on the ratio of losses to gains derived from national SOI data and applied to New York
(see Figure 48).*

The Budget Division estimates three consecutive years of decline in capital gains
realizations: 50.0 percentin 2001, 31.0 percent in 2002 and a smaller decline of 6.9 percent
for 2003 (see Figure 49). Despite the recent upturn in stock market performance, taxable
capital gains are still expected to decline in 2003 because of the large loss carryover.
Subsequently, capital gains are predicted to improve rather quickly as the loss carryover
dissipates. While the loss carryover adjustments depress growth rates in 2004 and 2005, the
growth rate of capital gains realization increases as the magnitude of applied losses tapers
off. Overall, the Budget Division expects that the capital gains share of total NYSAGI will rise
to its historical average value by 2008 (see Figure 50).

30 For a discussion of DOB's traditional approach to modeling capital gains realizations, see L. Holland, H. Kayser, R.
Megna and Q. Xu “The Volatility of Capital Gains Realizations in New York State: A Monte Carlo Study,” Proceedings,
94" Annual Conference on Taxation, National Tax Association, Washington, DC, 2002, pp. 172-183.

*1 See Executive Budget Presentation, 2002-03, Appendix Il, p. 131.

%2 Because the model cannot capture the full extent of the estimated value of the loss carryover, we perform manual
adjustments to capital gains realizations. We estimate an unprecedented level of about $30 billion in losses. We assume
that a little less than half that amount will be used to offset gains between 2003 and 2008. Positive taxable capital gains,
gross of offsetting losses, provide an indication of the underlying performance of the stock market. However, these data
are unavailable to researchers. Therefore, one should keep in mind that realized capital gains do not truly reflect the state
of the markets until the loss carryover has sufficiently dissipated.
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Figure 47

Ratio of Loss Carryover to Capital Gains Realizations
and Growth in the S&P 500
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Loss Carryover and Gains ($ in billions)

The unprecedented size of the loss carryover poses significant risk for the out-year
estimates of taxable gains. It is possible that larger amounts of accumulated losses will be
applied to offset capital gains than anticipated in the forecast. The level of gains could also
deviate from the forecast if the underlying assumptions about the economy and financial
market conditions deviate from expectations. Historically, financial market conditions have
been extremely difficult to predict in the short run, resulting in significant forecasting errors.
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Figure 49
Growth in Capital Gains Realizations and S&P 500
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Figure 50
Capital Gains Realizations as Percent of Total
16 - New York State Adjusted Gross Income
14 4
Forecast
12 I
10 1
- 1980-2000 Average
8 8- I I
8 ] !

4 H HHTHHHH _

5 | Average without 1986-87 and 1996-2000*

0+ L e I I S e S S S R S e R A

1980 1983 1986 1989 1992 1995 1998 2001 2004 2007

*Adjustment to account for distortions from the 1986 tax reform and the speculative
bubble of the late 1990s.

Source: NYS Department of Taxation and Finance; DOB staff estimates.

T
N

T T T T T T

Rent, Royalty, Partnership, and S Corporation Income

Positive rent, royalty, estate, trust, partnership and S corporation income has become one
of the largest components of NYSAGI, accounting for 7.6 percent in 2000 and an estimated
9.0 percent by 2004. The largest contributor to this component is partnership income, much
of which originates within the finance and real estate industry and is therefore closely tied to
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both the overall performance of the economy and to the performance of the stock market. An
almost equally large contributor is income from S corporation ownership. Selection of
S corporation status allows firms to pass earnings through to a limited number of
shareholders and to avoid corporate taxation. Over the years, rules governing which
businesses can form S corporations have become less stringent, making this a very flexible
business form; its use has increased dramatically. Empirical work confirms that the
differential between personal income tax and corporate income tax rates can significantly
affect election of S corporation status.** Consequently, DOB’s forecast model includes the
difference between the corporate franchise tax rate and the maximum marginal personal
income tax rate, where the rates are composites of both State and Federal rates. The model
also includes real U.S. GDP and the S&P 500. Together partnership income and
S corporation income contribute more than 90 percent to this category’s income total.

The DOB predicts that partnership and S corporation income will grow faster than other
business income as the economy improves. While New York proprietors’ income (which
includes partnership income, S corporation income, and sole proprietorship income) grew at
an average annual rate of 7.7 percent between 1978 and 2001, taxable partnership and
S corporation income grew at a significantly faster rate of 9.7 percent. Some of this growth is
due to past tax law changes and to easing of the requirements for forming S corporations. In
the absence of further policy actions, it is expected that the growth rate will diminish but
remain relatively high because its liability provisions and flexibility make S corporation status a
continued favorite among new businesses. The Budget Division estimates that positive
partnership and S corporation income increased slightly at a rate of 0.2 percentin 2002. As
equity markets and the economy improve, growth in partnership and S corporation income is
estimated at 8.7 percent in 2003, followed by growth of 9.1 percent in 2004.

Dividend Income

Dividend income is expected to rise and fall with the fortunes of publicly held U.S. firms,
which, in turn, are expected to vary with the equity market and with the overall performance of
the national economy. For example, during the State’s last recession, dividend income
declined for four consecutive years from 1989 to 1992. DOB’s dividend model includes the
S&P 500 equity market index and a recession dummy. Dividend income is also thought to be
associated with firms’ expectations pertaining to their future profitability, which is tied to the
future strength of the economy. Interest rates can be interpreted as containing information
about future prospects for the economy, because they contain inflation expectations, which, in
turn, are shaped by expectations for the economy.

Historically, State dividend income growth has ranged from a decline of 6 percentin 1991
to an increase of 22 percent in 1981, proving growth to be much more variable than U.S.
dividend income. This reflects the importance of factors influencing how taxpayers report
their income, such as tax law changes, as well as changes in dividend payments by firms.
The most obvious impact of a change in the tax law occurred in 1988, when reported
dividend income grew 21.8 percent, followed by a decline of 2.6 percentin the next year. The
Budget Division estimates dividend income to decline 4.6 percent in 2002 following a large
decline of 19.3 percentin 2001. Dividend income is estimated to have exhibited slow positive
growth of 0.9 percent in 2003, but is projected to grow a healthier 6.7 percentin 2004 due toa
stronger economy and higher equity prices.

Interest Income

For a given amount of assets, an increase in interest rates will increase interest income.
DOB'’s interest income forecasting model is based on this simple concept and accordingly

% See for example R. Carroll and D. Joulfaian “Taxes and Corporate Choice of Organizational Form,” OTA Paper 73,
Office of Tax Analysis, U.S. Treasury Department, Washington, DC, October 1997.
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includes the 10-year Treasury rate. In addition, the overall trend in taxable interest income for
New York is found to closely track that of U.S. interest income. However, taxable interest
income for New York is much more volatile than the latter measure. For the period 1976 to
2001, the average growth rate for U.S. interest income was 8.9 percent, with a standard
deviation of 7.6 percentage points. In contrast, New York’s interest income as reported on
returns over the same period averaged 6.0 percent growth, with a standard deviation of over
13.6 percentage points. Interestincome fell 7.5 percent during 2001 due to the steep decline
in interest rates during the year. Interest income is estimated to continue falling by 12.4
percentin 2002 and 5.1 percent in 2003 due to the continued decline in overall interest rates.
Interest income is expected to fall modestly by 0.4 percent in 2004 before regaining positive
growth in 2005.

Business and Farm Income

Business and farm income combines income earned and reported as a result of operating
a business, practicing a profession as a sole proprietor, or from operating a farm. This
component of income is expected to vary with the overall state of the State and national
economies. Consequently, DOB’s forecasting model includes real U.S. GDP, as well as New
York State proprietors’ income. Historically, business and farm income grows more slowly
than proprietors’ income, at an annual rate of about 6.5 percent compared with proprietors’
income growth of 7.7 percent. The Joint Committee on Taxation (JCT) and the
Congressional Budget Office (CBO) estimate that business income will be substantially lower
in 2003-2005 because of the provisions of the Jobs and Growth Tax Relief Reconciliation Act
of 2003 (JGTRRA).* Our estimates adjust for these provisions. The Budget Division
estimates low growth of 2.9 percent in 2002, followed by a decline of 0.6 percent because of
JGTRRA. For 2004, projections are for a growth rate more in line with history of 5.6 percent.
There is a reasonable downside risk to our estimates for 2003 and 2004 because of the high
estimates for revenue losses by JCT and CBO.

Pension Income

Pension income includes payments from retirement plans, life insurance annuity
contracts, profit-sharing plans, military retirement pay, and employee savings plans. Pension
income is linked to long-term interest rates, suggesting that firms base the level of pension
and life-insurance benefits they offer to employees on their expectations of future profitability,
which is tied to the future strength of the economy. Pension income has grown steadily over
the years, although the growth rate has declined considerably over time despite an aging
population. While the average annual growth rate between 1978 and 1989 was 13.4 percent,
it fell to 7.3 percent between 1990 and 2001. This coincides with a decline in the 10-year
Treasury rate from 10.3 percent in the earlier years to 6.5 percent in the later years. For
pension income, DOB’s forecasting model estimates 7.4 percent growth in 2002, followed by
further growth of 5.1 percent and 5.2 percent for 2003 and 2004, respectively.

In summary, given the uncertainty surrounding such volatile components as capital gains
realizations and the small number of taxpayers who account for the majority of this income,
there exists significant risk to the Division of the Budget's personal income tax forecast.
Some of this risk stems from the connection between revenues and the stock market, which
is particularly difficult to forecast. The effect of the loss carryover and of yet unrealized losses
on capital gains realizations could very easily exceed our current forecast. Should the
momentum in GDP growth slow in 2004 relative to the forecast, business and farm income
and partnership and S corporation income could be lower than expected. Rough estimates
suggest that one percentage point shaved from GDP growth translates into a decline in
NYSAGI of about $1 billion and a decline in PIT liability of about $50 million.

% See Congressional Budget Office, Congressional Budget Cost Estimate, H.R. 2, “Jobs and Growth Tax Relief
Reconciliation Act of 2003,” May 23, 2003.
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SELECTED ECONOMIC INDICATORS

TABLE 10

(Calendar Year)

2002 2003 2004 2005 2006 2007 1976-2002
(actual) (estimate) (forecast) (forecast) (forecast) (forecast) Average’
U.S. Indicators’
Gross Domestic Product 3.8 4.7 6.3 5.4 5.2 5.2 71

(current dollars)

Gross Domestic Product 2.2 3.1 4.7 3.5 3.3 3.1 3.2
Consumption 3.4 3.1 4.0 3.4 3.1 2.7 3.3
Residential Fixed Investment 4.9 9.0 5.5 (0.9) (1.0) (0.3) 3.8
Nonresidential Fixed Investment (7.2) 25 10.6 9.3 8.8 8.9 5.2
Change in Inventories (dollars) 5.7 (1.3) 46.6 37.7 29.1 23.9 27.0
Exports (2.4) 1.4 7.3 7.8 7.2 6.6 6.0
Imports 3.3 3.7 8.4 71 6.8 6.8 74
Government Spending 3.8 3.4 2.4 1.7 15 1.3 23
Corporate Profits® 17.4 18.7 15.1 7.5 7.2 6.3 7.3
Personal Income 23 3.3 4.7 5.3 5.5 5.5 7.3
Wages 0.6 2.1 4.4 5.9 5.8 54 7.0
Nonagricultural Employment (1.1) (0.2) 1.1 2.0 1.7 1.3 2.0
Unemployment Rate (percent) 5.8 6.0 5.7 5.2 5.0 5.1 6.4
S&P 500 Stock Price Index (16.5) (3.2) 15.6 7.5 7.2 71 10.3
Federal Funds Rate 1.7 1.1 1.2 3.0 4.6 5.1 71
Treasury Note (10-year) 4.6 4.0 4.7 5.6 6.4 6.7 8.2
Consumer Price Index 1.6 23 1.8 21 23 24 4.6
New York State Indicators

Personal Income* (0.2) 3.1 5.1 4.5 4.7 49 6.5
Wages and Salaries*

Total (3.3) 1.8 5.1 4.9 4.7 4.8 6.2
Without Bonus® (0.8) 23 4.1 4.5 4.5 4.4 5.9
Bonus® (19.0) (2.2) 12.7 7.9 6.7 8.2 10.4

Wage Per Employee (1.6) 2.2 4.3 3.7 3.6 3.8 5.4
Property Income 0.9 14 3.9 3.1 3.3 3.9 7.5
Proprietors’ Income 4.2 71 7.7 5.8 71 6.9 8.6
Transfer Income 7.8 5.2 5.7 5.0 5.2 5.6 6.9
Nonfarm Employment*

Total (1.8) (0.4) 0.8 1.1 1.1 1.0 0.8

Private (2.4) (0.4) 0.9 1.3 1.3 1.1 0.9

Unemployment Rate (percent) 6.1 6.2 6.0 5.7 5.5 5.6 6.7
Composite CPI of New York® 2.2 2.8 21 2.0 21 2.2 4.6
New York State Adjusted Gross Income

Capital Gains (31.0) (6.9) 12.9 13.7 16.5 13.2 16.4
Partnership/ S Corporation Gains 0.2 8.7 9.1 9.3 9.4 8.2 11.9
Business and Farm Income 29 (0.6) 5.6 4.3 10.6 4.4 7.2
Interest Income (12.4) (5.1) (0.4) 1.7 1.6 0.6 6.0
Dividends (4.6) 1.0 6.7 6.5 6.1 4.7 5.8
Total NYSAGI (4.2) 1.8 5.6 54 5.9 5.6 7.0

' All indicators are percent changes except change in inventories, the unemployment rate, and interest rates; all GDP components
refer to chained 1996 dollars, unless otherwise noted.

2For the NYSAGI variables, averages are calculated using data through 2001. Partnership and S corporation gains data startin 1978.
®Includes inventory valuation and capital consumption adjustments.

4 Nonagricultural employment, wage, and personal income numbers are based on CEW data.

® Series created by the Division of the Budget.

Source: Economy.com; NYS Department of Labor; NYS Department of Taxation and Finance; DOB staff estimates.
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U.S. Indicators’

Gross Domestic Product
(current dollars)

Gross Domestic Product

Consumption

Residential Fixed Investment

Nonresidential Fixed Investment

Change in Inventories (dollars)

Exports

Imports

Government Spending

Corporate Profits®

Personal Income

Wages

Nonagricultural Employment

Unemployment Rate (percent)

S&P 500 Stock Price Index

Federal Funds Rate

Treasury Note (10-year)

Consumer Price Index

New York State Indicators
Personal Income®
Wages and Salaries®
Total
Without Bonus*
Bonus’
Wage Per Employee
Property Income
Proprietors’ Income
Transfer Income
Nonfarm Employment®
Total
Private
Unemployment Rate (percent)
Composite CPI of New York*

TABLE 11

SELECTED ECONOMIC INDICATORS*
(State Fiscal Year)

2002-03
(actual)

4.0

24
31

4.7)

1.2

(1.2)
0.3

(11.7)

(0.0)
1.4
5.1
7.2

(1.2)

(1.7)
6.2
25

2003-04 2004-05 2005-06 2006-07
(estimate) (forecast) (forecast) (forecast)
54 6.1 5.3 5.2
3.9 4.5 34 3.2
3.5 3.9 3.3 2.9
10.0 3.0 (1.2) (0.9)
5.3 10.8 8.7 9.0
7.5 47.2 35.1 27.4
2.2 7.9 7.7 7.0
4.1 8.5 6.8 6.8
3.7 1.9 1.7 1.5
25.3 10.5 74 71
3.6 4.9 54 5.4
24 49 6.0 5.7
(0.1) 1.6 2.0 1.6
6.0 5.6 5.1 5.0
9.8 114 7.3 7.3
1.1 1.5 3.5 4.8
4.2 4.8 5.9 6.5
2.0 1.9 2.1 2.3
4.5 47 46 47
4.1 4.8 4.9 4.8
2.8 4.3 4.6 4.4
15.2 8.9 7.1 7.3
4.2 3.9 3.7 3.6
2.0 3.7 3.1 3.5
8.1 6.5 6.3 71
5.3 55 5.1 5.3
0.2) 0.9 1.2 1.1
(0.2) 1.1 1.3 1.2
6.2 6.0 5.6 5.5
2.6 2.0 2.0 2.1

1976-77 - 2002-03
Average

71

3.1
3.3
3.5
52
26.7
6.0
7.3
23
6.9
7.3
6.9
2.0
6.3
9.8
71
8.2
4.6

6.5

6.1
5.9
9.8
5.3
7.5
8.4
6.8

0.8
0.9
6.7
4.6

' All indicators are percent changes except change in inventories, the unemployment rate, and interest rates; all GDP
components refer to chained 1996 dollars, unless otherwise noted.
2 Includes inventory valuation and capital consumption adjustments.

8 Nonagricultural employment, wage, and personal income numbers are based on CEW data.

* Series created by the Division of the Budget.
Source: Economy.com; NYS Department of Labor; DOB staff estimates.
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RECENT TRENDS IN ALL FUNDS TAX RECEIPTS
SUMMARY

Growth in All Funds tax receipts has been very volatile over the past three decades,
reflecting both underlying economic conditions and significant changes in tax policy. During
the mid-1970s and early 1980s, tax revenue growth rates were quite high reflecting the
inflationary environment of the times. Tax revenue growth in the mid-to-late 1980s was
fueled by a bull market on Wall Street and large increases in real estate values. Tax growth
dipped in the late 1980s, partly as a result of the implementation of a multi-year personal
income tax cut program. The relatively small annual average growth in receipts during the
1990s was largely due to three factors: the severe economic downturn experienced in New
York during the early 1990s, reduced inflation rates, and the significant tax reductions
enacted over the 1995-2000 period. Most recently, the decline in tax receipts for 2001-02
and 2002-03 was directly related to the adverse effects of the national economic recession,
the decline in stock market values, the disproportionate impact of the World Trade Center
disaster on the New York economy and the continued impact of previously enacted tax
reductions. The back-to-back decline in tax receipts was the firstin many years, including the
fiscally turbulent 1970s.

It is estimated that underlying receipts growth will remain relatively weak in 2003-04 as
the continued |mpacts of recession, the aftermath of the equity market decline, and the events
of September 11" continue to adversely affect receipts. However, base receipts growth will
be supplemented by revenue actions taken with the 2003-04 Budget, including the temporary
three-year increase in personal income tax rates and the two-year one quarter of one percent
sales tax surcharge. Overall, tax receipts are expected to increase by 7.7 percent in 2003-04.
Receipts increase by an estimated 5.2 percent when adjusting out the impact of law changes.
Historically, tax receipt growth, adjusted for law changes, has lagged behind changes in
economic conditions. This has been especially true for the current expansion as the lack of
significant employment growth and the aftershocks of the 2001 recession continue to depress
tax receipts growth before factoring in the impact of law changes.

As the negative influences acting on receipts growth subside, especially with respect to
equity market conditions and the return to profitability in the financial services sector, the
revenue picture is expected to brighten. Growth is expected to exceed historical averages as
the economy revives in 2004-05 and 2005-06. Actual All Funds tax growth is projected to be
7.5 percent in 2004-05 and slow to just over 3 percent in 2005-06 and 2006-07 as the
temporary tax increases are phased out. Adjusting for law changes, growth in tax receipts of
7 percent is projected for 2004-05 followed by estimated growth of approximately 5 percentin
2005-06 and 2006-07. Growth in estimated base receipts exceeds that of the historical
period (1987-88 to 2002-03) by almost 2 percent.

IMPACT OF INFLATION

When receipts are adjusted for inflation, the impact of economic contractions becomes
more apparent. There were significant consecutive declines in real receipts growth during the
1970s, as New York suffered through the deep mid-1970s recession and the oil shocks of
1973 and 1980. The negative growth rates in the late 1980s and early 1990s reflect the large
1987 personal income tax cut and the 1990 economic recession. The growth declines in the
mid-1990s are due to slow economic growth in 1994 and 1995 and the multi-year tax
reduction program started in 1995. The real declines in receipts for 2001-02 and 2002-03 are
by far the most significant of the period and, again, reflect the |mpact of the national
recession, the deflation in stock values, the adverse impact of September 1 1™, and the impact
of previously enacted tax cuts. In fact, the 2001 recession had a far larger negative impact on
tax receipts than any recession over the past 30 years. The first chart that follows shows that
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adjusting for tax policy changes and inflation, the decline in 2001-02 and 2002-03 was much
more severe than for the other economic downturns of the previous three decades. It is
expected that tax receipts, adjusted for inflation, will grow an average of 3.4 percent over the
2003-04 to 2006-07 period. This expected growth greatly exceeds historical averages. This
is partly the result of law changes enacted in 2003-04. Adjusting for law changes, real base
growth in tax receipts is estimated at 3.5 percent for this period, almost 3 percent higher than
the average over the past 15 years.

SHIFTING TAX SHARES — IMPACT OF POLICY AND ECONOMICS

The series of charts and tables in this section detail both the shift in tax shares over time
between the major tax sources and the growth in receipts for a selected set of primary tax
sources both before and after adjusting for inflation. The inflation-adjusted charts also provide
timeline indicators for major tax law changes, economic downturns and the recent stock
market boom, all of which are major factors that have impacted receipts growth over the past
30 years.

The share of tax attributable to a major tax source is related to economic activity and tax
policy shifts. For example, the temporary personal income tax and sales tax increases
adopted last year, holding other factors constant, increase the share of the total for those
taxes — for the years the increases are in effect. Other policy changes, when interacting with
economic change, can have more long-term impacts on tax shares. For example, part of the
increase in personal income tax share and decline in the corporate tax share in recent years
can be traced to the movement of business income from the corporate to the individual
income tax base. This movement was facilitated by State and Federal action allowing for the
formation of Limited Liability Companies (LLC) and S corporations. These entities have many
characteristics of a business but the flow of income to members (or shareholders) is taxed
under the personal income tax. Over the past decade, the number of LLCs in New York has
increased from zero in 1993 to over 150,000 in 2003. In addition, the growth in
S corporations, which are companies with a small number of shareholders, has also been
dramatic. New York first allowed S corporation status in 1981, but the number of
S corporations grew dramatically in the 1990s. The combination of changing taxpayer
behavior (filing status), aided by changes in policy facilitating the change in behavior, has
resulted in significant changes in tax shares. In this case, the business share shrinks and the
personal income tax share increases.

In other instances, changes in the economic environment can be so large as to conceal
the impact of large tax policy shifts. For example, despite the significant income tax
reductions of the late 1990s, income tax growth remained relatively high. This was the
consequence of the rapid income growth associated with the large increases in financial
service incomes. This shifted the income tax share upward despite the large reductions in
income tax rates over the 1995-97 period.

Overall, there is a strong relationship between growth in the economy, as measured by
personal income, and in tax receipts adjusted for law changes. The accompanying chart
shows that growth in tax receipts responds positively to changes in personal income growth.
The relationship is to be expected given the sensitivity of the personal income and sales tax
to changes in economic conditions, and especially to changes in personal income. However,
there is significant noise in this relationship, even after correcting for law changes, as unusual
factors and changes in taxpayer behavior can disturb this relationship over time.

PERSONAL INCOME TAX

Personal income tax collections are strongly affected by both the economic cycle and
changes in tax rates, as can be seen in the accompanying charts and tables. During periods
of economic growth, collections from the income tax tend to increase more rapidly than the
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overall economy. During recessionary periods, income tax collections continue to increase
but at a lower rate, with the exception of 2001-02 and 2002-03, when the September 11"
attacks led to a more concentrated and lengthy economic impact in New York that depressed
receipts. Lowering tax rates has the obvious effect of reducing growth in collections, holding
economic factors constant, as can be seen during the tax cut programs of 1987-89 and
1995-97. The tax cuts of 1995-97 were overshadowed by strong wage growth, particularly in
financial sector bonuses, and, as a consequence, tax collections growth remained robust.

The share of total tax receipts derived from the personal income tax has increased to
historically high percentages in recent years, reaching 60 percent for the first time in 2000-01.
In recent years, growth in employment and rapid increases in the income of high-income
individuals drove the income tax share upward, while the share of most other tax sources has
declined. (See Economic Backdrop section.) This upward shift in share was reversed in
2001-02 and 2002-03 as the income earned by high-income individuals in the form of
bonuses, stock options, and taxable capital gains declined significantly, due to a depressed
economy.

The estimated PIT share is expected to increase in 2003-04, reflecting improved
economic conditions as well as the temporary increase imposed in 2003 in income tax rates
for taxpayers over $150,000. As the New York economic recovery continues over the next
few fiscal years, growth in wages and other personal income components and in capital gains
are projected to accelerate. The temporary tax increase will be phased out in 2004-06. On
net, personal income tax growth will average almost 6.8 percent over the 2003-04 to 2006-07
period, close to its historical average of 7.0 percent over the past three decades. With overall
receipts expected to grow at a slower 5.5 percent average over the period, the income tax
share will rise and again reach 60 percent of tax receipts by State fiscal year 2006-07.

USER TAXES AND FEES

User taxes and fees have declined as a share of total taxes since the early 1970s,
reflecting, in part, that such taxes tend to be less sensitive to changes in the income of State
residents than does the personal income tax. In addition, user taxes, such as the taxes on
cigarettes, motor fuel and alcoholic beverages, are taxed at rates fixed in statute per quantity
of the product consumed. These taxes are not very sensitive to overall price changes. As a
result, during periods of economic expansion, they tend to grow more slowly than other tax
sources that include price increases in their base and they tend to decline less rapidly during
economic downturns. As a result, changes to the share of total taxes represented by user
taxes is often a product of volatility in other more economically sensitive taxes. Therefore,
given the current economic forecast, it is expected that the share of taxes derived from user
taxes and fees will reach 27 percent of the total over the next two fiscal years. The
percentage declines in 2005-06 and 2006-07 as the temporary surcharge is eliminated.

In general for this category, periods with low- or negative-growth rates coincide with
recessionary periods (1980-82, 1990-92, 2001-02) or the first year of the exemption on
clothes and shoes. Higher growth rates are associated with periods of recovery or sustained
economic growth. User tax and fee growth averaged 4.4 percent over the 1973-74 to
2002-03 period. Forthe 2003-04 Budget planning horizon, average growth of 3.8 percent is
assumed. The lower than average growth rate is due to a lower than average inflationary
environment as well as the phasing out of the one quarter of one percent temporary tax
increase imposed in 2003, the shifting of a portion of sales tax receipts to New York City
beginning in 2005-06, partially offset by proposed changes to the sales tax clothing
exemption.
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BUSINESS TAXES AND OTHER TAXES

The business tax share of total taxes is very volatile, as a result of the significant variability
of taxable business profits, but has declined in recent years due partially to reductions in tax
rates and the base subject to tax. The volatility inherent in business taxes means that its
share of total taxes fluctuates above and below average growth in an unpredictable manner.

The overall volatility of business tax collections is largely the result of intricacies of the tax
law and timing issues associated with tax payments made by business taxpayers and more
recently reflects the impact of significant tax reductions. Although collections tend to decline
during periods of recession, some of the most significant periods of quarterly growth occurred
during the recession from 1990 to 1992. The growth during this period is largely explained by
the imposition of a 15 percent business tax surcharge between 1990 and 1993. Additionally,
collections display significant volatility during periods of consistent economic growth.
Collections displayed almost no growth during the Wall Street Boom of the late 1990s, which
may be explained by aggressive tax planning by corporations, given Federal law changes at
both the Federal and State level. In addition, a significant fraction of new businesses are
being formed as LLC’s or S corporations, and the income from these companies is primarily
taxed under the personal income tax as discussed above. The graph and associated tables
also reveal that the impact of tax cuts and tax increases tends to have a lagged effect on
collections growth. Business tax growth averaged over 5 percent for the past 30 years. The
2004-05 Budget assumes growth of 3.4 percent over the 2003-04 to 2006-07 time frame.

The share of other taxes has been dominated by the repeal of the real property gains tax
and the gift tax, and the reductions in the pari-mutuel tax and the estate tax. Average growth
of 3.8 percent is expected for this tax category over the 2003-04 to 2005-06 period.

The following tables provide detail on historical growth in actual All Funds tax receipts. In
addition, receipts are adjusted to show the impact of inflation on overall receipts and on major

tax categories.
e All Funds Tax Receipts Growth — Actual and inflation adjusted levels and growth
rates.

e Major Tax Groups Receipts Growth — Actual levels and growth by major tax source.

e Major Tax Groups Inflation Adjusted Receipts Growth — Inflation adjusted growth by
major tax source.

¢ All Funds Receipts Shares — Share of total tax receipts by major tax source.

e Actual, Base and Inflation Adjusted Base Receipts Growth — Tax receipts growth
adjusted for law changes.
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ALL FUNDS TAX RECEIPTS GROWTH
(millions of dollars)

All Funds

All Funds Percent Inflation Percent
Fiscal Year Tax Receipts' Change Adjusted ? Change
1972-73 7,806.5 18,484.4
1973-74 8,186.6 4.9 17,995.7 (2.6)
1974-75 8,662.8 5.8 17,109.0 (4.9)
1975-76 9,421.5 8.8 17,237.2 0.7
1976-77 10,347.7 9.8 17,915.6 3.9
1977-78 10,505.4 1.5 17,061.1 (4.8)
1978-79 11,153.9 6.2 16,701.7 (2.1)
1979-80 12,137.6 8.8 16,174.4 (3.2)
1980-81 13,496.0 11.2 15,951.2 (1.4)
1981-82 15,143.3 12.2 16,353.5 25
1982-83 16,025.0 5.8 16,455.6 0.6
1983-84 18,644.3 16.3 18,511.6 12.5
1984-85 20,391.8 9.4 19,4454 5.0
1985-86 22,571.8 10.7 20,817.9 71
1986-87 24,358.3 7.9 22,093.7 6.1
1987-88 25,858.9 6.2 22,539.9 2.0
1988-89 26,261.7 1.6 21,951.9 (2.6)
1989-90 28,050.4 6.8 22,345.0 1.8
1990-91 27,818.2 (0.8) 21,019.9 (5.9)
1991-92 29,846.6 7.3 21,763.3 3.5
1992-93 31,661.2 6.1 22,390.0 29
1993-94 33,026.2 4.3 22,716.7 1.5
1994-95 33,050.3 0.1 22,141.7 (2.5)
1995-96 33,9271 2.7 22,112.0 0.1)
1996-97 34,620.3 2.0 21,911.6 0.9)
1997-98 35,920.6 3.8 22,294.7 1.7
1998-99 38,494.6 7.2 23,514.2 5.5
1999-2000 41,389.2 7.5 24,648.6 4.8
2000-01 44,657.9 7.9 25,718.4 4.3
2001-02 42,474.6 (4.9) 23,915.9 (7.0)
2002-03 39,627.0 (6.7) 21,893.4 (8.5)
2003-04* 42,692.4 7.7 23,077.0 5.7
2004-05** 45,913.2 7.5 24,038.3 5.6
2005-06** 47,386.4 3.2 24,278.3 1.1
2006-07** 49,048.5 3.5 24,772.0 1.1
Historical Average
1973-74 to 2002-03 5.7 0.7
Historical Average
1980-81 to 2002-03 54 1.4
Average Forecast
2003-04 to 2006-07 5.5 34
Average Recessionary Growth 4.9 (1.1)
Average Expansionary Growth 6.9 2.0

' Personal Income Tax defined as gross receipts less refunds — 2000-01 receipts

reflect an adjustment for the timely payment of refunds.
Receipts deflated by Consumer Price Index (CPI).
Estimated.
** Projected.
Note: For law changes affecting amounts flowing into various funds, see individual
sections.

2

*
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MAJOR TAX GROUPS
(millions of dollars)

All Funds Tax Receipts

Personal Percent User Taxes Percent Business Percent Other Percent

Fiscal Year Income Tax' Change and Fees Change Taxes Change Taxes Change
1972-73 3,211.9 2,978.7 1,282.6 333.3

1973-74 3,432.0 6.9 3,137.9 5.3 1,296.1 1.1 320.6 (3.8)
1974-75 3,588.6 4.6 3,285.8 4.7 1,456.3 124 3321 3.6
1975-76 3,948.8 10.0 3,437.8 4.6 1,699.0 16.7 335.9 1.1
1976-77 4,527.0 14.6 3,5631.3 2.7 1,908.0 12.3 3814 13.5
1977-78 4,506.2 (0.5) 3,710.2 5.1 1,998.8 4.8 290.2 (23.9)
1978-79 5,057.8 12.2 3,905.2 5.3 1,904.8 4.7) 286.1 (1.4)
1979-80 5,780.0 14.3 4,129.6 5.7 1,973.3 3.6 254.7 (11.0)
1980-81 6,612.3 14.4 4,240.6 27 2,350.2 19.1 292.9 15.0
1981-82 8,034.0 21.5 4,434.8 4.6 2,392.1 1.8 282.4 (3.6)
1982-83 8,275.8 3.0 4,773.0 7.6 2,567.2 7.3 409.0 44.8
1983-84 9,374.0 13.3 5,476.4 14.7 3,203.9 24.8 590.0 44.3
1984-85 10,395.1 10.9 5,736.1 4.7 3,399.6 6.1 861.0 45.9
1985-86 11,582.3 114 6,319.4 10.2 3,606.1 6.1 1,064.0 23.6
1986-87 12,477.0 7.7 6,603.5 4.5 3,813.8 5.8 1,464.0 37.6
1987-88 13,569.3 8.8 7,071.9 71 3,923.5 29 1,294.2 (11.6)
1988-89 13,844.4 2.0 7,267.7 2.8 3,809.0 (2.9) 1,340.6 3.6
1989-90 15,301.0 10.5 7,857.5 8.1 3,725.8 (2.2) 1,166.1 (13.0)
1990-91 14,467.0 (5.5) 7,664.7 (2.5) 4,484 .4 20.4 1,202.1 3.1
1991-92 14,942.6 3.3 8,093.4 5.6 5,699.0 271 1,111.6 (7.5)
1992-93 15,960.7 6.8 8,331.8 29 6,223.4 9.2 1,145.3 3.0
1993-94 16,502.0 3.4 8,597.6 3.2 6,798.3 9.2 1,128.3 (1.5)
1994-95 16,727.9 14 9,067.1 5.5 6,143.6 (9.6) 1,111.7 (1.5)
1995-96 17,398.5 4.0 9,152.7 0.9 6,240.1 1.6 1,135.8 2.2
1996-97 17,554.4 0.9 9,380.6 2.5 6,517.0 4.4 1,168.3 29
1997-98 18,289.0 4.2 9,722.4 3.6 6,585.6 1.1 1,323.6 13.3
1998-99 20,576.1 12,5 10,067.3 3.5 6,400.8 (2.8) 1,450.4 9.6
1999-2000 23,1944 12.7 10,614.4 5.4 6,133.2 (4.2) 1,447.2 (0.2)
2000-01 26,942.5 16.2 10,669.5 0.5 5,846.2 4.7) 1,199.7 (17.1)
2001-02 25,573.7 (5.1) 10,542.8 (1.2) 5,184.8 (11.3) 1,173.3 (2.2)
2002-03 22,648.4 (11.4) 10,804.3 25 4,983.2 (3.9) 1,190.5 1.5
2003-04* 24,660.0 8.9 11,815.4 9.4 4,983.0 (0.0) 1,234.0 3.7
2004-05** 26,769.0 8.6 12,481.3 5.6 5,439.5 9.2 1,223.4 (0.9)
2005-06** 28,356.0 5.9 12,135.0 (2.8) 5,597.3 29 1,298.1 6.1
2006-07** 29,500.0 4.0 12,479.5 2.8 5,691.2 1.7 1,377.8 6.1
Historical Average

1973-74 to 2002-03 7.0 4.4 5.0 5.7
Historical Average

1980-81 to 2002-03 6.4 4.3 4.6 8.4
Average Forecast

2003-04 to 2006-07 6.8 3.8 34 3.8
Average Recessionary

Growth 5.8 3.5 7.1 1.9
Average Expansionary

Growth 8.9 5.2 4.0 8.0

' Personal Income Tax defined as gross receipts less refunds — 2000-01 receipts reflect an adjustment for the timely payment of refunds.

Estimated.
** Projected.
Note: For law changes affecting amounts flowing into various funds, see individual revenue sections.

*
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MAJOR TAX GROUPS
(millions of dollars)

Inflation Adjusted All Funds Tax Receipts

Personal Income'  User Taxes and Fees Business Taxes Other Taxes

Fiscal Year Percent Change Percent Change Percent Change Percent Change
1973-74 (0.8) (2.2) (6.2) (10.7)
1974-75 (6.1) (5.9) 1.0 (6.9)
1975-76 1.9 (3.1) 8.1 (6.3)
1976-77 8.5 (2.8) 6.3 7.5
1977-78 (6.6) (1.4) (1.7) (28.6)
1978-79 3.5 (3.0) (12.1) (9.1)
1979-80 1.7 (5.9) (7.8) (20.8)
1980-81 1.5 (8.9) 5.6 2.0
1981-82 11.0 (4.4) (7.0) (11.9)
1982-83 (2.0) 23 2.0 37.7
1983-84 9.5 10.9 20.7 39.5
1984-85 6.5 0.6 1.9 40.2
1985-86 7.8 6.6 2.6 19.5
1986-87 5.9 2.8 4.0 35.3
1987-88 4.5 2.9 (1.1) (15.0)
1988-89 (2.2) (1.4) (6.9) (0.7)
1989-90 5.3 3.0 (6.8) (17.1)
1990-91 (10.3) (7.5) 14.2 (2.2)
1991-92 (0.3) 1.9 22.6 (10.8)
1992-93 3.6 (0.2) 5.9 (0.1)
1993-94 0.6 0.4 6.3 (4.2)
1994-95 (1.3) 2.7 (12.0) (4.0)
1995-96 1.2 (1.8) (1.2) (0.6)
1996-97 (2.0) (0.5) 1.4 (0.1)
1997-98 2.2 1.6 (0.9) 11.1
1998-99 10.7 1.9 (4.3) 7.8
1999-2000 9.9 2.8 (6.6) (2.7)
2000-01 12.3 (2.8) (7.8) (19.8)
2001-02 (7.2) (3.4) (13.3) (4.4)
2002-03 (13.2) 0.5 (5.8) (0.5)
2003-04* 6.8 7.2 (1.9) 1.7
2004-05** 6.6 3.7 7.1 (2.7)
2005-06** 3.8 (4.8) 0.8 3.9
2006-07** 1.6 0.5 (0.7) 3.7
Historical Average
1973-74 to 2002-03 1.9 (0.5) 0.0 0.8
Historical Average
1980-81 to 2002-03 2.4 0.4 0.6 4.3
Historical Average
1994-95 to 2002-03 1.4 0.1 (5.6) (1.5)
Average Forecast
2003-04 to 2006-07 4.7 1.7 1.3 1.6
Average Recessionary
Growth (0.3) (2.4) 1.0 (3.9)
Average Expansionary
Growth 4.0 0.5 (0.8) 3.3

' Personal Income Tax defined as gross receipts less refunds — 2000-01 receipts reflect an adjustment for the timely

payment of refunds.
* Estimated.
** Projected.
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ALL FUNDS TAX RECEIPTS

Percent of All Funds Tax Receipts Accounted for By:

Personal User Taxes Business Other
Fiscal Year Income Tax' and Fees Taxes Taxes

1972-73 411 38.2 16.4 4.3
1973-74 41.9 38.3 15.8 3.9
1974-75 41.4 37.9 16.8 3.8
1975-76 41.9 36.5 18.0 3.6
1976-77 43.7 34.1 18.4 3.7
1977-78 429 35.3 19.0 2.8
1978-79 45.3 35.0 171 2.6
1979-80 47.6 34.0 16.3 2.1
1980-81 49.0 31.4 17.4 2.2
1981-82 53.1 29.3 15.8 1.9
1982-83 51.6 29.8 16.0 2.6
1983-84 50.3 29.4 17.2 3.2
1984-85 51.0 28.1 16.7 4.2
1985-86 51.3 28.0 16.0 4.7
1986-87 51.2 271 15.7 6.0
1987-88 52.5 27.3 15.2 5.0
1988-89 52.7 27.7 14.5 5.1
1989-90 54.5 28.0 13.3 4.2
1990-91 52.0 27.6 16.1 4.3
1991-92 50.1 271 19.1 3.7
1992-93 50.4 26.3 19.7 3.6
1993-94 50.0 26.0 20.6 3.4
1994-95 50.6 27.4 18.6 3.4
1995-96 51.3 27.0 18.4 3.3
1996-97 50.7 271 18.8 3.4
1997-98 50.9 271 18.3 3.7
1998-99 53.5 26.2 16.6 3.8
1999-2000 56.0 25.6 14.8 3.5
2000-01 60.3 23.9 13.1 2.7
2001-02 60.2 24.8 12.2 2.8
2002-03 57.2 27.3 12.6 3.0
2003-04* 57.8 27.7 11.7 2.9
2004-05** 58.3 27.2 11.8 2.7
2005-06** 59.8 25.6 11.8 2.7
2006-07** 60.1 25.4 11.6 2.8
Historical Average 50.2 29.6 16.6 3.6
1972-73 to 2002-03

Forecast Average 59.0 26.5 11.7 28

2003-04 to 2006-07
' Personal Income Tax defined as gross receipts less refunds — 2000-01 receipts
reflect an adjustment for the timely payment of refunds.
Estimated.
** Projected.
Note: For law changes affecting amounts flowing into various funds, see individual
sections.

*
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Base Growth

All Funds receipts can be adjusted for the estimated value of tax policy and administrative
changes to obtain an approximate base receipts series. The accompanying table reports
growth in estimated base receipts compared to growth in actual receipts. Growth in base
receipts is higher than for actual receipts in most years, reflecting the impact of tax reductions
in lowering actual receipts growth. The impact of the Wall Street Boom on receipts growth in
the late 1990s and into 2000-01 is much more evident in base growth. This is as expected,
given the fact that tax cuts enacted over the 1995-2000 period have reduced actual revenue
growth substantially. However, this trend is estimated to reverse itself in the period between
2003-04 and 2004-05 as a result of temporary tax increases, which will cause actual growth
to exceed base growth.

ALL FUNDS
ACTUAL AND BASE GROWTH
(percent change)

Inflation
Actual Base Adjusted Base
Fiscal Year Receipts Receipts Receipts
1987-88 6.16 6.44 2.28
1988-89 1.56 2.93 (1.29)
1989-90 6.78 8.29 3.20
1990-91 (0.75) (3.78) (8.73)
1991-92 7.25 1.40 (2.15)
1992-93 6.08 4.91 1.75
1993-94 4.31 4.23 1.38
1994-95 0.07 1.76 (0.89)
1995-96 2.65 3.66 0.85
1996-97 2.04 3.66 0.66
1997-98 3.75 4.73 2.71
1998-99 717 8.41 6.70
1999-2000 7.52 9.25 6.51
2000-01 7.90 11.50 7.82
2001-02 (4.89) (3.83) (6.11)
2002-03 (6.71) (6.09) (7.86)
2003-04* 7.74 5.18 3.15
2004-05** 7.54 7.00 5.02
2005-06** 3.21 4.72 2.57
2006-07** 3.51 5.65 3.23
Historical Average 3.18 3.59 0.43
1987-88 to 2002-03
Forecast Average 5.37 5.57 3.49
2003-04 to 2006-07
* Estimated.
** Projected.
Notes:
Taxes only.

PIT is gross receipts less refunds.
Base receipts are actual receipts adjusted for incremental changes in taxes due to
tax or administrative actions.
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Cost of Business Cycles
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Percent
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CASH FLOW

The following tables report quarterly cash flow for General Fund tax receipts. Actual
results are provided for 2002-03 and the first three quarters of the current State fiscal year,
and estimates are reported for the remainder of 2003-04 and 2004-05. The table highlights
the impact of STAR, refund reserve, and revenue bond fund transactions on General Fund
cash flow. The quarterly estimates for 2003-04 and 2004-05 are consistent with average
shares from prior years adjusted for proposed and previously enacted law changes that
would impact normal cash flow.

In the personal income tax, withholding tax patterns are derived from quarterly wage
forecasts. In addition, personal income tax net receipts reflect several other patterns: large
tax settlement payments in the first quarter; high levels of refund payments in the first and
fourth quarter of a State fiscal year; high withholding tax collections reflecting bonus
payments in the fourth quarter; and STAR deposits primarily in the third quarter of the State
fiscal year.

Several significant factors combined to change the 2003-04 personal income tax cash
flow pattern from the pattern seen in a typical year. The largest variations were due to the
enactment of the three-year temporary surcharge and the pattern of resulting additional
withholding and estimated tax payments. Since withholding tables were changed in July
2003 and the Legislature required that the tables be designed to collect the full 2003 increase
during 2003-04, there was a doubling-up of withholding increases in the second and third
quarters of the fiscal year. In addition, taxpayers required to make quarterly estimated tax
payments also increased their payments for the tax increase starting in the second quarter,
again raising the share of collections received after the first quarter. Also, before technical
corrections were made in estimated tax provisions, partnerships making estimated tax
payments for their nonresident partners made extra payments in September, apparently
causing the level of estimated tax payments collected in December and January to be
depressed. The pattern of underlying growth in the State economy also affected the cash
flow pattern. While there was very little wage growth early in the fiscal year, the second, third,
and fourth quarters have shown increasingly strong growth.

In general, the personal income cash flow pattern for 2004-05 is expected to return to a
more typical quarterly pattern. The 2004-05 year will not experience the doubling-up of
withholding or the extra partnership estimated tax payments that occurred in the second half
of the 2003 calendar year. This will result in small quarter-over-quarter growth rates for the
second and third quarters of the State fiscal year. In addition, the cash flow pattern is
expected to be affected by two somewhat-offsetting factors. High settlement payments,
resulting from the need to make additional payments on 2003 tax liability, are expected to
significantly increase net collections in the first quarter. In contrast, higher wage growth
toward the end of the fiscal year is expected to result in a higher share of withholding
collections in the January to March quarter than in a typical year.

Double-digit growth rates for user taxes and fees beginning in the second quarter of
2003-04 and ending after the first quarter of 2004-05 are due to the tax law changes
contained in the 2003-04 Enacted Budget. Growth after the first quarter returns to more
normal rates as the impact of law changes is reflected in the prior year base. On June 1,
2003, all clothing became subject to the sales and use tax except during two tax-free weeks
(in August 2003 and January 2004) and the State sales and use tax rate increased from 4
percent to 4.25 percent.
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GENERAL FUND 2002-03 QUARTERLY CASH FLOW ACTUALS

Personal Income Tax
Gross collections
Refunds
Refund reserve
STAR Fund deposit
DDRF deposit/RBTF

User Taxes and Fees
Sales and use taxes
Cigarette and tobacco taxes
Motor vehicle fees
Alcoholic beverage taxes
ABC license fees

Business Taxes
Corporation franchise tax
Corporation and utilities taxes
Insurance taxes
Bank taxes

Other Taxes
Estate and gift tax
Real property gains tax
Pari-mutuel taxes
Other taxes

TOTAL
TOTAL TAXES

(before transfers, STAR and
Refund Reserve)

(millions of dollars)

1% Quarter 2" Quarter 3™ Quarter 4™ Quarter Total
6,754.6 3,762.2 2,147.8 4,126.2 16,790.8
8,019.9 5,522.8 5,836.2 7,565.6 26,9445

(2.254.0) (326.4) (676.5) (1,039.3) (4.296.2)
1,677.4 0.0 0.0 (627.5) 1,049.9
0.0 (180.0) (2,296.0) (188.1) (2.664.1)
(688.7) (1,254.2) (715.9) (1,584.5) (4.243.3)
1,781.2 1,816.1 1,745.2 1,720.0 7,062.5
1,513.1 1,685.7 1,572.4 1,556.4 6,327.6
139.4 116.5 102.4 88.2 446.5
74.1 (44.3) 15.0 21.9 66.7
46.4 47.9 45.1 40.4 179.8
8.2 10.3 10.3 13.1 41.9
702.0 833.3 756.9 1,087.6 3,379.8
259.6 358.2 319.7 469.7 1,407.2
162.8 202.2 232.8 261.8 859.6
156.0 170.0 140.1 237.9 704.0
123.6 102.9 64.3 118.2 409.0
209.6 213.5 158.5 161.3 742.9
201.5 202.6 150.2 153.7 708.0
1.1 1.3 1.2 1.2 4.8

6.9 9.5 6.8 6.3 29.5

0.1 0.1 0.3 0.1 0.6
9,447 .4 6,625.1 4,808.9 7,095.1 27,976.5
9,070.1 8,730.6 8,453.8 10,123.5 36,378.0
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GENERAL FUND 2003-04 QUARTERLY CASH FLOW ACTUALS AND ESTIMATES
(millions of dollars)

1% Quarter 2" Quarter 3™ Quarter 4™ Quarter Total
Personal Income Tax 4,600.0 4,130.8 2,550.7 4,509.5 15,791.0
Gross collections 7,758.2 6,003.4 6,471.0 8,852.3 29,085.0
Refunds (2,461.6) (315.7) (595.4) (1,052.3) (4,425.0)
Refund reserve 627.5 0.0 0.0 (1,204.5) (577.0)
STAR Fund deposit 0.0 (180.0) (2,475.0) (180.0) (2,835.0)
DDRF deposit/RBTF (1,324.1) (1,376.9) (850.0) (1,906.0) (5,457.0)
User Taxes and Fees 1,820.0 2,107.4 2,056.4 1,912.9 7,896.7
Sales and use taxes 1,602.4 1,917.4 1,892.6 1,765.6 7,178.0
Cigarette and tobacco taxes 111.8 112.4 105.3 90.0 419.5
Motor vehicle fees 43.1 13.0 3.2 8.2 67.5
Alcoholic beverage taxes 48.6 50.4 46.6 38.1 183.7
ABC license fees 14.1 14.2 8.7 11.0 48.0
Business Taxes 650.1 887.1 758.2 1,099.4 3,394.8
Corporation franchise tax 190.1 424 1 294.5 473.2 1,382.0
Corporation and utilities taxes 141.5 173.6 196.6 243.3 755.0
Insurance taxes 204.6 226.4 189.6 251.7 872.3
Bank taxes 113.9 63.0 77.4 131.3 385.6
Other Taxes 175.7 223.0 222.8 162.6 784.0
Estate and gift tax 167.3 212.6 216.6 155.5 751.9
Real property gains tax 1.9 1.3 0.1 0.9 4.2
Pari-mutuel taxes 6.5 9.1 6.1 5.7 27.4
Other taxes 0.0 0.0 0.0 0.5 0.5
TOTAL 7,245.8 7,348.3 5,588.1 7,684.4 27,866.5
TOTAL TAXES
(before transfers, STAR and
Refund Reserve) 8,581.7 9,623.4 9,632.7 11,592.3 39,430.0
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GENERAL FUND QUARTERLY CASH FLOW COMPARISON

Personal Income Tax
Gross collections
Refunds
Refund reserve
STAR Fund deposit
DDRF deposit/RBTF

User Taxes and Fees
Sales and use taxes
Cigarette and tobacco taxes
Motor vehicle fees
Alcoholic beverage taxes
ABC license fees

Business Taxes
Corporation franchise tax
Corporation and utilities taxes
Insurance taxes
Bank taxes

Other Taxes
Estate and gift tax
Real property gains tax
Pari-mutuel taxes
Other taxes

TOTAL
TOTAL TAXES

(before transfers, STAR and
Refund Reserve)

SFY 2003-04 vs. SFY 2002-03
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(percent)

1%t Quarter 2" Quarter 3™ Quarter 4™ Quarter Total
(31.9) 9.8 18.8 9.3 (6.0)
(3.3) 87 10.9 17.0 7.9
9.2 (3:3) (12.0) 13 3.0
(62.6) N/A N/A 92.0 (155.0)
N/A 0.0 7.8 (4.3) 6.4
92.3 9.8 18.7 20.3 28.6
2.2 16.0 17.8 1.2 11.8
5.9 13.7 20.4 13.4 13.4
(19.8) (3.5) 28 2.0 (6.0)
(41.8) (129.3) (78.7) (62.6) 1.2
47 5.2 3.3 (5.7) 22
72.0 37.9 (15.5) (16.0) 14.6
(7.4) 6.5 0.2 1.1 04
(26.8) 18.4 (7.9) 07 (1.8)
(13.1) (14.1) (15.5) (7.1) (12.2)
31.2 33.2 35.3 5.8 23.9

(7.8) (38.8 20.4 11.0 (5.7)
(16.2) 4.4 40.6 0.8 5.5
(17.0) 4.9 44.2 1.1 6.2
72.7 0.0 (91.7) (25.0) (12.5)

(5.8) (4.3) (10.3) 9.2) (7.1)

(100.0) (100.0) (100.0) 400. (16.7)
(23.3) 10.9 16.2 8.3 (0.4)
(5.4) 10.2 13.9 14.5 8.4
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GENERAL FUND 2004-05 QUARTERLY CASH FLOW ESTIMATES
(millions of dollars)

1% Quarter 2" Quarter 3™ Quarter 4™ Quarter Total
Personal Income Tax 6,243.1 4,264.0 2,454.0 5,559.0 18,520.1
Gross collections 9,077.0 6,213.0 6,567.0 9,337.0 31,194.0
Refunds (2,359.5) (346.0) (657.0) (1,062.5) (4,425.0)
Refund reserve 1,204.5 0.0 0.0 (511.5) 693.0
STAR Fund deposit 0.0 (180.0) (2,638.0) (180.0) (2,998.0)
DDRF deposit/RBTF (1,679.0) (1,423.0) (818.0) (2,024.0) (5,944.0)
User Taxes and Fees 2,053.7 2,162.3 2,122.0 2,002.1 8,340.1
Sales and use taxes 1,870.3 1,979.7 1,956.6 1,859.2 7,665.9
Cigarette and tobacco taxes 117.0 114.4 104.8 87.7 423.8
Motor vehicle fees 6.3 6.4 6.4 6.4 25.6
Alcoholic beverage taxes 47.8 49.4 45.7 40.0 182.9
ABC license fees 12.3 12.4 8.5 8.8 42.0
Business Taxes 903.7 899.1 855.5 1,081.6 3,739.8
Corporation franchise tax 395.9 439.0 387.9 523.8 1,746.6
Corporation and utilities taxes 152.5 162.5 170.8 1711 656.9
Insurance taxes 222.6 194.4 194.7 300.2 912.0
Bank taxes 117.7 98.2 97.0 1114 424.3
Other Taxes 1994 179.5 191.4 190.7 761.1
Estate and gift tax 191.5 170.3 185.0 184.0 730.8
Real property gains tax 0.4 0.4 0.4 0.4 1.7
Pari-mutuel taxes 7.3 8.7 5.8 6.2 28.0
Other taxes 0.2 0.1 0.2 0.1 0.6
TOTAL 9,384.9 7,499.9 5,617.8 8,856.8 31,360.9
TOTAL TAXES
(before transfers, STAR and
Refund Reserve) 10,538.9 9,846.9 9,798.4 12,249.2 42,433.4
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GENERAL FUND QUARTERLY CASH FLOW COMPARISON
SFY 2004-05 vs. SFY 2003-04

Personal Income Tax
Gross collections
Refunds
Refund reserve
STAR Fund deposit
DDRF deposit/RBTF

User Taxes and Fees
Sales and use taxes
Cigarette and tobacco taxes
Motor vehicle fees
Alcoholic beverage taxes
ABC license fees

Business Taxes
Corporation franchise tax
Corporation and utilities taxes
Insurance taxes
Bank taxes

Other Taxes
Estate and gift tax
Real property gains tax
Pari-mutuel taxes
Other taxes

TOTAL
TOTAL TAXES

(before transfers, STAR and
Refund Reserve)

(percent)

1%t Quarter 2" Quarter 3™ Quarter 4™ Quarter Total
35.7 3.2 (3.8) 23.3 17.3
17.0 3.5 1.5 55 7.3
(4.1) 9.6 10.3 1.0 0.0
92.0 N/A N/A (57.5) (220.1)

N/A 0.0 6.6 0.0 5.7
26.8 3.4 (3.8) 6.2 8.9
12.8 2.6 3.2 4.7 5.6
16.7 3.2 3.4 5.3 6.8

46 18 (0.5) (2.6) 10

(85.4) (50.6) 100.6 (21.5) (62.1)
(16) (2.0) (1.9) 5.0 (0.4)

(12.8) (12.7) (2.3) (20.0) (12.5)
39.4 2.4 13.0 (2.6) 10.2

109.6 3.4 31.8 10.4 26.4

8.1 (6.4) (12.9) (29.9) (13.0)

8.8 (10.4) 2.7 15.0 4.6

3.3 55.6 255 (15.1) 101
135 (19.5) (14.1) 17.3 2.9)
145 (19.9) (14.6) 18.4 (2.8)

(77.6) (67.3) 325.0 (52.8) (59.5)
12,6 (4.3) (5.6) 7.9 2.0
N/A N/A N/A (80.0) 20.0
29.5 2.1 0.5 15.3 12.5
22.8 2.3 1.7 5.7 7.6
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SUMMARY OF STATE TAX REDUCTION PROGRAM

Since 1995-96, a multi-year tax reduction program has significantly reduced tax burdens
at the State level. The accompanying table reports the tax reductions by tax type and year.
In 2003-04, the annual value of the tax reduction program is estimated to total over

$13.6 billion.
STATE TAX REDUCTIONS - ALL FUNDS
Current and Recommended Law
(millions of dollars)

1996-97 1997-98 1998-99 1999-2000 2000-01 2001-02 2002-03 2003-04 2004-05
Personal Income Taxes 2,796.0 4,484.0 4,780.0 5,333.0 5,570.0 5,126.1 5,319.1 6,030.1 6,530.1
User Taxes and Fees 210.6 268.6 388.9 560.0 1,103.8 1,213.1 1,232.5 825.7 823.1
Sales and use tax 449 101.5 154 .1 243.6 782.5 871.0 889.1 472.6 464.9
Cigarette and tobacco tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Motor fuel tax 13.1 141 15.5 17.5 17.8 17.6 17.6 18.6 18.6
Motor vehicle fees 0.0 0.0 49.3 69.7 69.5 75.4 73.6 74.9 73.9
Highway use tax 34.6 334 38.7 73.1 75.4 85.2 87.6 90.8 94.3
Alcoholic beverage tax 17.4 171 18.0 24.6 25.5 28.3 28.2 30.7 33.3
ABC license fees 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Hotel/Motel tax 75.1 76.5 78.0 79.5 81.1 82.8 84.4 86.1 86.1
Container tax 25.5 26.0 35.3 52.0 52.0 52.0 52.0 52.0 52.0
Auto rental tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Business Taxes 1,026.5 1,187.5 1,241.8 1,565.8 2,081.7 2,401.9 2,713.8 3,060.1 3,161.8
Corporation franchise tax 423.9 472.2 496.5 682.0 524.4 836.7 958.7 1,066.0 1,049.0
Corporation and utilities tax 248.8 289.9 306.9 425.8 1,077.8 999.7 1,115.0 1,294.5 1,405.3
Insurance tax 103.7 116.4 119.4 114.7 127.7 160.5 193.0 216.3 216.3
Bank tax 77.3 100.8 90.0 108.1 116.1 160.1 198.7 2314 239.3
Petroleum business tax 172.8 208.2 229.0 235.2 235.7 2449 248.4 251.9 251.9
Other Taxes 182.8 178.9 322.3 317.9 582.9 785.6 823.9 851.4 898.4
Estate/Gift tax 78.7 81.7 86.0 133.0 423.0 616.5 648.0 676.0 723.0
Real property gains tax 89.6 81.6 220.6 168.1 1421 147.0 156.0 156.0 156.0
Real estate transfer tax 0.0 1.6 2.2 2.2 2.2 2.2 1.3 0.8 0.8
Pari-mutuel tax 14.5 14.0 13.5 14.5 15.5 19.8 18.5 18.5 18.5
Other 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1
Subtotal 4,215.9 6,119.0 6,733.0 7,776.7 9,338.4 9,525.9 10,089.3 10,767.3 11,413.4
STAR 0.0 0.0 582.2 1,194.6 1,876.5 2,510.1 2,667.0 2,835.0 2,998.0
Grand Total 4,215.9 6,119.0 7,315.2 8,971.3 11,214.9 12,036.0 12,753.4 13,602.3 14,411.4
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REVENUE ACTIONS

The 2004-05 Budget includes a net positive increment of $1.1 billion in All Funds revenue
actions necessary for Financial Plan balance. The accompanying table summarizes the
revenue proposals by type of action required (legislative or administrative) and provides a
short description of the proposal, the Fund type where revenue will be deposited, the last time
an action was taken in an area and the incremental revenue gain or loss from the proposed

action.
FEE AND REVENUE ACTIONS LIST
New New
Fund Type Year of Annual Full
Fee Description and Current Proposed Last Revenue Annual
Agency* Effective Date Category Fee Fee Change SFY2004-05 Revenue
(000) (000)
. ADMINISTRATIVE
DCJS Increase record GFMR $25 $50 1993 $125 $125
review fee -4/1/04
DHCR Increase tax credit GFMR/SFMR Application 1990 $500 $500
application fee - Fee - $100 $200
4/1/04 Reservation
Fee - $250 $500
Allocation
Fee - 4.0% 5.0%
DOT Increase divisible load GFMR $50 - $4,700 $150- 1985 $1,500 $3,000
permits & fines - $3,750
4/1/04
STATE Campus fire safety - GFMR $50/$500 $50/$500 2003 $1,100 $1,100
4/1/04
CIVSVC Increase exam fees - SFMR Various Various 1997 $775 $775
4/1/04
DHCR Increase low income SFMR 0.5% 1.0% 1991 $500 $500
housing credit
monitoring fee -
4/1/04
DOCS Cook Chill Revenue - SFMR None Various N/A $1,000 $3,000
9/1/04
DOT Increase divisible load CFMR $50 - $4,700 $150- 1985 $750 $1,500
permits & fines - $3,750
4/1/04
Administrative Actions Subtotals $6,250 $10,500
Il. STATUTORY
ABC Increase filing fees- GFMR Various Various 1976 $200 $400
4/1/04
BANKING Fee Increase - 4/1/04 GFMR $10 - $5,000 $20 - 1992 $2,000 $2,000
$10,000
DCJS Expand parking ticket GFMR None $15 NA $7,500 $7,500
surcharge -
Immediately
DCJS Vehicle & Traffic local GFMR None Various NA $17,800 $17,800
prosecution program -
Immediately
DCJS Work zone automated GFMR None $100 NA $15,000 $33,000

speed enforcement -
Immediately
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New New
Fund Type Year of Annual Full
Fee Description and Current Proposed Last Revenue Annual
Agency* Effective Date Category Fee Fee Change SFY2004-05 Revenue
(000) (000)
DMV Driver Responsibility GFMR None $100/$1,000 NA $17,500 $54,300
Program -
Immediately
DMV Increase ATV GFMR $10 $45 NA $5,833 $6,125
registration fee -
Immediately
DOCS Federal bed capacity GFMR None $30,000/bed NA $15,000 $15,000
contracts - 4/1/04
ENCON Extend Waste Tire GFMR/SFMR $2.25 $2.25 2003 $300 $575
Fee - 60 days after
enactment
ENCON Increase storm water GFMR/SFMR $50 $50-$350 1988 $7,000 $7,000
fees - 4/1/04
LAW Increase deceptive GFMR $500 $5,000 1963 $500 $500
trade practices
penalty - 4/1/04
PARKS Increase Snowmobile GFMR/SFMR $5 $10 2002 $3,550 $3,550
Fee - Immediately
ST POLIC Handgun License fee GFMR/SFMR None $20-$100 NA $32,500 $11,300
- 90 days after
enactment
AG & Retail food stores SFMR None $100 NA $381 $381
MKTS inspection fee -
10/1/05
CPB Increase fine - 9/1/04 SFMR $5,000 $11,000 2002 $100 $200
CVB Mandatory fees for SFMR None $20 fee + NA $540 $1,080
youthful offenders - Felony -
180 days from $250
passage Misdemean
or - $140
Violation -
$75
CVB Crime victim SFMR None $20 fee + NA $25 $50
assistance fee & Felony -
surcharge - 180 days $250
from passage Misdemean
or - $140
Violation -
$75
CVB Sex offender fee - 180 SFMR None $1,000 NA $556 $1,112
days from passage
DCJS V&T local prosecution SFMR None Various NA $5,000 $5,000
program -
Immediately
DM & NA Increase REP fee - SFMR $550,000 $950,000 1994 $2,400 $2,400
4/1/04
ENCON Increase air regulation SFMR $100 - $125 - 1994 $1,833 $1,833
fees - 4/1/04 $11,000 $1,250
HLTH Establish early SFMR None Individual- NA $1,000 $2,300
OTH intervention provider $275
registration fee - Agency-
4/1/04 $900
MED Home care SFMR None 0.7% of 1999 $15,000  $17,000
ASST assessment - 4/1/04 gross

revenue
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New New
Fund Type Year of Annual Full
Fee Description and Current Proposed Last Revenue Annual
Agency* Effective Date Category Fee Fee Change SFY2004-05 Revenue
(000) (000)
MED Hospital assessment - SFMR None 0.7% of 1999 $183,300 $199,900
ASST 4/1/04 gross
revenue
MED Nursing home SFMR 5.0% of 6.0% of 2003 $230,400* $452,800*
ASST assessment - 4/1/04 gross gross
revenue revenue
ORPS Real property transfer SFMR $50 Homes & 2003 $14,175 $18,900
filing fee - 7/1/04 Farms - $75
Other
Properties -
$165
PERB Impasse/Improper SFMR None $75/$75 NA $200 $200
practice filing fee -
4/1/04
SED Eliminate restrictions SFMR None None NA $43,000 $68,000
GSPS on Quick Draw -
4/1/04
SED VLT Expansion - Fully SFMR None None NA $0 $2,000,000**
GSPS effective
Statutory Actions - Subtotal $622,593 $2,930,206
ADMINISTRATIVE AND STATUTORY - GRAND TOTAL $628,843  $2,940,706
lll. OTHER REVENUE ACTIONS
T&F Add new fixed dollar GFTX None None 1998 $40,000 $40,000
minimum - 1/1/04
T&F Direct Wine GFTX/DFTX None None NA $2,000 $3,000
Shipments - 6/1/04
T&F Empire Zones GFTX None None 2002 $0 $25,000
Program -
Immediately
T&F Low Income Filings - GFTX/DFTX None None NA $1,000 $1,000
1/1/04
T&F Replace Permanent GFTX/DFTX None None 2003 $400,000 $473,000
Clothing Exemption -
6/1/04
T&F Reverse Meyers' GFTX/DFTX NA NA 1994 $50,000 $0;
Decision - 1/1/04 acceleration
T&F Tax Nonresidents GFTX/DFTX None Taxpayer's NA $5,000 $20,000
gain from sales of Co- State
op Stock - 1/1/04 income tax
rate
T&F Extend Alternative GFTX/DFTX $2,000 $2,000 2002 $(10,000) $(10,000)
Fuels Vehicle Credit - Credit Credit
1/1/04
T&F Biotechnology GFTX None None NA $(5,000) $(10,000)
Investment Credit -
1/1/05
T&F Exempt Federal GFTX/DFTX Taxpayer's 0% NA $(1,000) $(1,000)
Military Pay - 1/1/04 State income
tax rate
T&F Low-Income Housing GFTX None None 2002 $(2,000) $(2,000)

- Immediately
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New New
Fund Type Year of Annual Full
Fee Description and Current Proposed Last Revenue Annual
Agency* Effective Date Category Fee Fee Change SFY2004-05 Revenue
(000) (000)
T&F Single Sales Factor GFTX None None 1975 $0 $(40,000)
for Manufacturers -
Immediately
T&F STAR Adjustment for GFTX None None NA $(11,000) $(57,000)
Inflation - 1/1/04
Other Revenue Actions - Subtotal $469,000 $442,000
ALL FEE AND REVENUE ACTIONS - GRAND TOTAL  $1,097,843  $3,382,706

*The General Fund impact is $125 million in 2004-05 and $258 million when fully effective.
**$2.0 billion estimate reflects the full year benefit of both the expansion proposed in this Budget and the estimated value of the
existing program authorized at eight racetrack facilities across the state.

Key:

CF = Capital Projects Fund
DF = Debt Service Funds

GF = General Fund

MR = Miscellaneous Receipts
SF = Special Revenue Funds
TX = Tax
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DEDICATED FUND TAX RECEIPTS

Several tax sources are dedicated in whole or part to State Funds which are earmarked
for specific purposes. The following table reports tax receipts by fund for the dedicated tax
sources.

DEDICATED FUND TAX RECEIPTS
(millions of dollars)

2002-03 2003-04 2004-05

Actual Estimate Recommended
SPECIAL REVENUE FUNDS
School Tax Relief Fund (STAR)
Personal income tax 2,664.1 2,835.0 2,998.0
Dedicated Mass Transportation Trust Fund 477.9 533.2 587.9
Petroleum business tax 333.6 332.3 347.8
Motor fuel tax 68.6 104.7 106.9
Motor vehicle fees 75.7 96.2 133.2
Mass Trans. Operating Assistance Fund 1,071.5 1,089.4 1,157.5
Corporate Surcharges
Corporation franchise tax 205.2 188.0 237.5
Corporation and utilities tax 160.1 133.2 120.2
Insurance tax 72.0 104.7 109.4
Bank tax 722 65.6 71.9
Other
Sales and use tax 361.9 399.5 414.3
Petroleum business tax 120.6 126.8 133.0
Corporation and utilities — sections 183 & 184 71.1 71.6 71.2
Fund 339 (State Special Rev. Fund) 0.0 0.0 39.0
Sales Tax Surcharges 339LZ 0.0 0.0 39.0
Total Tax Receipts: - Special Revenue Funds-Other 4,213.5 4,457.6 4,782.4
DEBT SERVICE FUNDS
Debt Reduction Reserve Fund
Personal income tax 0.0 0.0 0.0
Revenue Bond Tax Fund
Personal income tax 4,243.3 5,456.7 5,944.3

Emergency Highway Reconditioning and

Preservation Fund

Motor fuel tax 59.5 0.0 0.0
Emergency Highway Construction and

Reconstruction Fund

Motor fuel tax 59.5 0.0 0.0
Clean Water/Clean Air Fund

Real estate transfer tax 335.6 338.0 349.0
Local Government Assistance Tax Fund

Sales and use tax 2,106.5 2,244.5 2,364.0
Total Tax Receipts - Debt Service Funds 6,804.3 8,039.2 8,657.3

CAPITAL PROJECTS FUNDS

Dedicated Highway and Bridge Trust Funds 1,578.3 1,639.7 1,693.7
Petroleum business taxes 568.1 565.9 592.2
Motor fuel tax 356.2 403.0 411.0
Motor vehicle fees 469.9 485.8 481.2
Highway use tax 146.8 147.0 151.9
Transmission tax 0.0 0.0 17.8
Auto rental tax 37.2 38.0 39.6
Environmental Protection Fund

Real estate transfer tax 112.0 112.0 112.0
Total Tax Receipts - Capital Projects Funds 1,690.3 1,751.7 1,805.7
Total Tax Receipts - Other Funds 12,708.1 14,428.5 15,245.4
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EXPLANATION OF RECEIPT ESTIMATES

ALCOHOLIC BEVERAGE CONTROL LICENSE FEES

SUMMARY

In 2003-04, All Funds collections from alcoholic beverage control license fees are
estimated to be $48 million. This is an increase of $6.1 million, or 14.6 percent, from the prior

year.

In 2004-05, All Funds collectio