
Summary
The Empire State Manufacturing Survey indicates that conditions for New York manufacturers continued to improve 
for a tenth consecutive month in May, albeit at a slower pace than in April. The general business conditions index fell 
13 points, to 19.1. Similarly, the new orders and shipments indexes also moved lower but remained at positive levels. 
The inventories index dropped back to a level near zero after rising into positive territory in March and April. The 
prices paid index continued to climb, reaching its highest level of the year, while the prices received index was little 
changed and positive. The index for number of employees rose for a fifth consecutive month, reaching its highest 
level since 2004. Future indexes suggest that activity is expected to expand further in the months ahead, but the level 
of optimism was noticeably lower in May than in recent months. 

In response to a series of supplementary questions on prices, manufacturers estimated that the prices they paid for 
inputs rose by a little less than 6 percent, on average, over the past twelve months, while the median increase was a 
more subdued 3.0 percent (see Supplemental Reports tab).  (The median and average increases differed so sharply 
because a few respondents reported price increases of 25 percent or more; these large increases boosted the average 
but had no effect on the median.)  The median increase anticipated for the next twelve months was 4.0 percent, while 
the average expected rise was 4.6 percent.  In assessing past changes in their selling prices, firms reported an average 
price increase of 2.9 percent and a median increase of 2.0 percent.  Looking ahead to the next twelve months, firms 
predicted a 2.9 percent average increase in selling prices and a 3.0 percent median increase.  Most of the price in-
creases reported in this month’s survey were moderately higher than those reported in an identical survey conducted 
in May 2009.
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Business Conditions Improve at a Slower Pace
The general business conditions index retreated from its relatively high April level, falling 13 points to 19.1. This 
reading—lower but still positive—marked the tenth consecutive month of improvement in business conditions. The 
drop in the index suggests that the pace of growth slowed in May, after accelerating for much of the year.  The new 
orders index was also lower, falling 15 points to 14.3. The shipments index tumbled 21 points to 11.3. The unfilled 
orders index, at -7.9, was below zero for a second consecutive month. The delivery time index fell from a positive 
reading last month to -6.6, suggesting that delivery times have quickened. The inventories index dipped 10 points to 
1.3, a sign that inventory levels remained relatively steady after growing in March and April.  

Pricing Pressures Remain; Employment Grows Further
Pricing pressures continued in May. The prices paid index inched up 3 points from last month’s elevated level, reach-
ing 44.7, with 46 percent of respondents reporting that prices had risen over the month, and 1 percent reporting that 
prices had fallen. The prices received index, at 5.3, remained near the levels of the past several months. The index for 
number of employees climbed to 22.4, with nearly a third of respondents increasing employment levels in May. The 
average workweek index fell to zero, following four months of positive readings.

Six-Month Outlook Remains Favorable, but Level of Optimism Falls
The future index readings were somewhat lower than in April but showed that New York State manufacturers expect 
conditions to improve further over the next six months. The future general business conditions index fell from a lofty 
55.7 last month to 42.1. The future new orders and shipments indexes also declined, while the future unfilled orders 
index rose from zero last month to 18.4, a level more in line with readings prior to April. The future inventories in-
dex fell below zero for the first time since October of last year, suggesting that inventory levels were not expected to 
rise in the coming months. The future prices paid index was high and little changed, while the future prices received 
index rose several points, to 23.7. The index for expected number of employees held at a strong 29.0 while the future 
average workweek index was 5.3. The capital expenditures index advanced several points to 38.2, a multiyear high, 
and the technology spending index inched up to 21.0. 
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Supplemental Report:
Sales, Employment Rebound in 2010;
Exports on the Rise
In a series of supplementary 
questions to the July 2010 Empire 
State Manufacturing Survey, 
manufacturers were asked how 
much their sales and employment 
levels had changed between the fi rst 
half of 2009 and the fi rst half of 
2010 and how they expected these 
measures to evolve for the full year. 
Similar questions had been posed in 
earlier surveys. Manufacturers were 
also queried about their exports and 
the prospects for marketing their 
products abroad.

In this year’s survey, the median 
respondent reported that sales 
were up 7 percent for the fi rst half 
of 2010 and were expected to be 
up 8 percent for the full calendar 
year—a stark contrast with the 
results of last July’s survey, 
when the median respondent 
reported 15 percent declines for 
the corresponding time horizons 
in 2009. In the current survey, the 
number of employees was reported 
to be unchanged in the fi rst half 
of the year and was expected to 
remain so over the full year. In the 
2009 survey, the median estimated 

change in employment was a 
10 percent drop—both for the fi rst 
half of the year and for all of 2009.

Survey respondents were 
also asked if they had recently 
modifi ed their production plans for 
the second half of 2010. Thirty-
three percent of respondents 
reported that they had expanded 
production plans, while just 
19 percent said that they had scaled 
them back. These fi ndings represent 
a fairly dramatic turnaround from 
last July’s survey results, in which 
63 percent of those polled said that 
they had cut back production plans. 
The responses to the current survey 
are also more positive than those 
elicited in the July 2008 survey. 

In a separate series of 
questions—not posed previously—
fi rms were asked about the 
importance of exports in their 
revenue stream and about their 
marketing efforts abroad. In 
general, fi rms reported that exports 
have accounted for a rising share of 
their revenues this year: the median 
share was reported to be 6 percent 

this year, up from 5 percent in 2008 
and 2009. Fewer than 20 percent 
of respondents indicated that they 
derived no revenue directly from 
exports. Firms were also asked 
how their international marketing 
resources were allocated across 
different parts of the world. 
According to the responses, 
Canada received the largest share, 
garnering 36 percent of resources, 
on average, followed by Europe 
(20 percent) and Asia (15 percent). 
Looking ahead, fi rms on balance 
reported that they planned to devote 
more resources to marketing in all 
parts of the world—particularly 
Asia. Finally, when asked if they 
expected to sell more or less of their 
products in these broad parts of the 
world, respondents were broadly 
optimistic about sales to all areas, 
but particularly to Asia. ■
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QUESTION 3
How do you expect your fi rm’s debt levels and cash balances to change over the next twelve months? 

Debt Levels Cash Balances

Percentage of Respondents Percentage of Respondents

November 2009 November 2008 November 2007 November 2009 November 2008 November 2007
Increase 16 30 30 41 30 39
Remain the same 45 37 37 35 31 38
Decrease 39 33 33 24 39 23

QUESTION 4
To what extent do you expect your fi rm’s spending on new plant and equipment to be higher or lower in 2009 than 
in 2008? How do you expect each of these capital spending categories to change?

June 2009 Survey June 2008 Survey

Percentage of Respondents Percentage of Respondents

Planning Lower
Spending in 2009

Planning Higher
Spending in 2009

Planning Lower 
Spending in 2008

Planning Higher
Spending in 2008

Total 55.8 19.8 35.7 32.1
Structures 46.3 7.3 35.7 21.4
Non-computer-related equipment 47.1 20.0 33.7 37.3
Computers and related hardware 41.2 14.1 32.1 25.0
Software 40.7 14.0 31.0 27.4
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Supplemental Report, continued

QUESTION 1
Please estimate the percentage change in your fi rm’s 
sales and employment levels from 2009 to 2010—both 
the change for the fi rst half of the year and the 
expected change for the full year:

Median Percentage Change
from Prior Year

July 2010 July 2009 July 2008

Total sales
  First half 7.0 -15.0 5.0
  Full year 8.0 -15.0 5.0

Number of employees
  First half 0.0 -10.0 0.0
  Full year 0.0 -10.0 0.5

QUESTION 5
Looking ahead to 2011, do you plan to devote more or 
fewer international marketing resources than you did 
in 2010 in each of these areas?

Percentage of Respondents

Fewer 
Resources

More 
Resources

Canada 8.9 12.5 53.6 21.4 8.9
Latin America 14.8 3.7 51.9 27.8 14.8
Europe 13.2 3.8 49.1 34.0 13.2
Asia 13.2 5.7 41.5 32.1 13.2
Rest of the world 13.2 1.9 49.1 34.0 13.2

QUESTION 2
In the past several months, to what extent have you 
modifi ed your production plans for the second half 
of the year?

Percentage of Respondents

July 2010 
Survey

July 2009 
Survey

July 2008 
Survey

Reduced substantially 1.6 31.3 8.7
Reduced somewhat 17.5 31.3 26.1
No change 47.6 16.7 38.0
Increased somewhat 30.2 19.8 21.7
Increased substantially 3.2 1.0 5.4

QUESTION 3
Approximately what percentage of your overall 
revenues comes from exports (in 2010, 2009, and 
2008)?

Percentage of Revenues

Median for 2010 6.0
Median for 2009 5.0
Median for 2008 5.0

QUESTION 4
What proportion of your international marketing 
resources is targeted toward the following areas?

Average Proportion

Canada 35.6
Latin America 8.4
Europe 20.3
Asia 14.9
Rest of the world 12.9

QUESTION 6
Do you expect to sell more or fewer products in each 
of these areas over the next twelve months, compared 
with the past twelve months?

Percentage of Respondents

We Don’t Sell 
in This Area Fewer Same More

Canada 12.3 3.5 59.6 24.6
Latin America 25.0 1.8 44.6 28.6
Europe 30.4 1.8 41.1 26.8
Asia 32.7 0.0 32.7 34.5
Rest of the world 29.1 5.5 36.4 29.1
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The Recession’s Impact on the State 
Budgets of New York and New Jersey
Richard Deitz, Andrew F. Haughwout, and Charles Steindel

In the wake of the most recent U.S. recession, both New York State 
and New Jersey have faced multibillion-dollar budget gaps. An 
analysis of the makeup of their budgets reveals that the states’ 
heavy reliance on personal income taxes—particularly from high- 
wage earners in the fi nance sector—has exacerbated revenue 
shortfalls. To close their budget gaps, New York and New Jersey 
have had to make diffi cult choices about tax increases and service 
cuts. In the future, the states might take steps to avert such budget 
quandaries by establishing “rainy day” funds or restructuring 
taxes to make them less sensitive to the business cycle.

Households and businesses were not alone in feeling the strain of the 2007-09 
recession.1 The economic downturn has put considerable stress on the budgets 
of state and local governments as well. Declines in employment, income, and 

business activity have translated into lower tax revenues. Meanwhile, the need for 
government support, including unemployment benefi ts and other forms of social 
assistance, has increased. As a result, many state governments have large budget gaps 
and are facing diffi cult choices in how to close them (Gerst and Wilson 2010). 

This fi scal stress has been particularly acute in states that have relied heavily on 
tax revenues from economic sectors hit hard by the recession. New York State and 
New Jersey are cases in point: Throughout much of the 1990s and 2000s, both states 
depended on the fi nancial industry to supply a large and rapidly growing share of 
revenues. As the fi nancial crisis took hold, however, tax revenues from this industry 
dropped rapidly, contributing to the emergence of large budget holes in both states. 
New York’s fi scal year 2010 budget gap—the difference between anticipated revenues 
and previously planned expenditures—was as large as $16 billion when the state 
budget was being prepared in early 2009, representing roughly 30 percent of the 
budget under discussion. For New Jersey, reports cited a gap of $9 billion, or roughly 
25 percent.2 In early 2010, both states were again confronting multibillion-dollar 
gaps as they prepared their budgets for the 2011 fi scal year.

In this issue of Second District Highlights, we provide an overview of the budget 
process in New York and New Jersey and explore why the recession has taken such a 
toll on the states’ fi scal condition. We begin by reviewing some general principles of 

1 The National Bureau of Economic Research determined that the peak in U.S. economic activity occurred 
in December 2007 (see http://www.nber.org/cycles/dec2008.pdf). It may declare a month in mid-2009 as 
the trough of the business cycle. 
2 Recent actions, including large increases in federal aid, helped close an estimated aggregate gap of 
$162.5 billion in states’ fi scal 2010 budgets, according to the Center on Budget and Policy Priorities (CBPP). 
Nonetheless, signifi cant budget strains are expected in the years ahead. The CBPP reported in May 2010 
that states were already anticipating at least $112 billion in additional gaps for the 2011 fi scal year. See 
McNichol and Johnson (2010). 
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state government fi nance and then take a closer look at the 
specifi c revenue sources and expenditures of New York and 
New Jersey and the rules that govern the two states’ budgets. 
We also consider the steps that state offi cials have taken to close 
emerging gaps in their budgets—both recently and in the past.

Our overview of the New York and New Jersey budgets sheds 
light on the genesis of the states’ current fi scal diffi culties. We 
suggest that the revenue structure of the two states has helped 
to create the potential for recessions to produce severe and 
sustained fi nancing problems. Specifi cally, both states’ heavy 
reliance on personal income taxes has made their revenue 
streams especially vulnerable to economic downturns. The wage 
reductions, layoffs, and capital losses that accompanied the most 
recent recession—and that were particularly severe in the fi nance 
industry so central to the New York and New Jersey economies—
have sharply reduced these tax infl ows. Moreover, the budget 
rules in the two states—most notably New York’s fairly lenient 
budget balance rule and the constraints affecting New Jersey’s 
allocation of tax revenues across different needs—may make it 
more diffi cult to deal with rising economic pressures.

In the article’s concluding section, we consider some of the 
policy options that might help state offi cials avert enormous 
budget shortfalls during future economic declines. New York and 
New Jersey could diversify their economies away from fi nance, 
create reserve funds that would provide a buffer against eco-
nomic shocks, raise more revenue from sources less volatile than 
personal income taxes, or commit to imposing temporary tax 
increases on high-income households during downturns. As our 
discussion makes clear, however, all of these measures pose 
challenges of their own.

State Budget Rules
In principle, state governments are required to have annual 
balanced budgets (Vermont is the only exception). In practice, 
however, this requirement is fairly elastic. Normally, only the 
operating budget (often referred to as the “general budget,” 
although states use different names) is required to balance, while 
state and local governments typically raise and disburse funds 
outside of this sphere. 

For example, capital budgets, which encompass funds for 
public construction and transportation infrastructure, and 
employee pension funds are not part of operating budgets and 
are not usually required to balance every year. Indeed, in the 
case of capital budgets, fi nancing frequently takes the form of 
long-term debt issuance, while pension funds can run surpluses 
in anticipation of future payments to retired employees. In addi-
tion, state disbursements funded by the federal government are 
often omitted from operating budget expenditures, and federal 
payments are not counted in operating budget receipts. 

The requirement for balanced budgets is designed to keep 
state governments from borrowing to fund their current opera-

tions. This treatment guarantees that the cost of goods and ser-
vices fully used in the short run—such as health care services—
cannot be passed on to future taxpayers through longer-term 
fi nancing. By contrast, public goods and services used over an 
extended period—for example, roads and infrastructure—could 
appropriately be funded over time because their benefi ts are real-
ized by generations of users.3 Of course, formal balanced-budget 
regulations are not the only curb on excessive borrowing by state 
governments. The cost of fi nancing debt in the bond market has 
a similar effect: When states try to borrow too much, they may be 
perceived as a risky bet by bondholders; consequently, they are 
likely to see the credit ratings on their bonds decline while their 
interest charges rise.

The particular rules that states must follow in balancing their 
budgets vary across the country. In some states, the only require-
ment is that the governor submit a budget that is prospectively 
balanced—that is, a budget in which projected revenues match 
or exceed projected expenditures. In other states, the legislature 
is required to pass a balanced budget. The most stringent rule 
in effect among the states is a prohibition against carrying a 
defi cit into the next fi scal year (meaning that a portion of next 
year’s revenues will be used to pay this year’s defi cit). This rule 
is included in the constitutions of some states and enforced by 
their state supreme courts. The variations in rules can have large 
effects on budgetary outcomes, and states with stricter require-
ments tend to have larger and more frequent surpluses.4 

By these measures, New Jersey’s balanced-budget require-
ments are fairly rigorous. The state constitution requires 
enactment of a prospectively balanced budget and prohibits 
any carrying over of defi cits from one fi scal year to the next. 
In contrast, New York’s constitution is fairly lenient in this area, 
requiring only that the governor submit a balanced budget. In 
a 1987 rating of states’ balanced-budget stringency on a scale 
of one to ten (with ten being the most stringent), New Jersey 
received a ten and New York a three (Advisory Commission 
on Intergovernmental Relations 1987). 

In addition to preparing a balanced budget at the start of the 
fi scal year, states typically need to monitor their budgets during 
the year to determine whether revenues and expenditures remain 
in balance. Since the recession began, many states have found 
themselves facing large intra-year defi cits as projected infl ows 
fall markedly short of projected expenditures. The budget rules 
in most states call for some corrective action to deal with such 

3 This treatment is in contrast to the way the federal budget is balanced. The 
most widely reported measure of federal budget balance is the difference between 
receipts and expenditures, as refl ected in the cash payments that occur during a 
federal fi scal year. In federal government accounting, no distinction is typically 
made between spending on long-lived capital goods and spending on operating 
expenditures.
4 Bohn and Inman (1996) show that a prohibition against defi cit carryover, for 
example, increases state surpluses by approximately $100 per resident; they also 
fi nd that “constraints which only require governors to submit or the legislature to 
pass a balanced budget are at best weak inducements to fi scal discipline” (p. 42).



prospective budget gaps. Certain states require an aggressive 
response—New Jersey, for example, must close any emerging 
defi cit to avoid carrying it over to the next fi scal year. 

How a Recession Affects State Budgets
Recessions create budget pressures because they tend to slow the 
growth of revenues while creating a need for higher spending in 
a number of areas. 

Impact on Revenues
How a recession affects a state’s revenues depends on the parti-
cular mix of revenue sources used by the state and the response 
of these sources to deteriorating economic conditions. All states, 
however, are likely to see some decline in revenue growth, which 
in turn may affect not only their income streams in the short run, 
but also their ability to raise revenues for years to come.

A state’s tax revenues come from some combination of four 
main sources: individual income tax, corporate income tax, 
general sales tax, and various other taxes. During the 2007-09 
recession, the national numbers show that all sources of state tax 
revenue fell on a year-over-year basis, a phenomenon not seen 
since the 1980s (Chart 1).5 Revenues from personal income taxes 
and corporate income taxes, which together account for nearly 
half of all tax revenues, have been especially sensitive to the busi-
ness cycle and have declined signifi cantly in the past two years. 

The extent to which states’ revenues fall when economic activ-
ity declines has been the subject of an extensive literature, much 
of it focused on general sales taxes and personal income taxes, 
which together constitute about two-thirds of state tax revenues 
nationwide. One recent study fi nds that when state revenues are 
booming, a 1 percent decline in personal income, on average, 
causes a drop in sales and income tax revenues far greater than 
1 percent in that fi scal year (Bruce, Fox, and Tuttle 2006). For all 
states that have an income tax, revenues from this tax fall more 
in response to a 1 percent drop in economic activity than do rev-
enues from sales taxes (2.7 percent as opposed to 1.8 percent). 

While these averages across states are revealing, the features 
of individual states’ economies and tax systems can make them 
more or less responsive to overall changes in economic condi-
tions. For example, states that tax capital gains or whose income 
tax structures are progressive—including both New York and 
New Jersey—might be expected to have income tax revenues that 
are more sensitive to overall economic conditions than are those 
of other states.

 Bruce, Fox, and Tuttle (2006) fi nd modest evidence that 
supports these propositions. But their research also shows that 

5 The chart does not refl ect changes in tax rates and structures. On an 
aggregate level, such changes will generally not be apparent over the course 
of a business cycle, but they can be quite meaningful for individual states. 
New Jersey, for example, did not have a personal income tax at the time of 
the 1973-75 recession.

even though the loss of income tax revenues in New York and 
New Jersey is not very different from the average, both states are 
disproportionately dependent on income taxes and, as a result, 
their aggregate revenues are probably more vulnerable to a down-
turn. Moreover, in both states, the revenue loss from a one-time 
drop in income has typically persisted over several fi scal years.

Impact on Expenditures
The decline in revenues during a recession often coincides with 
increased demand for state spending. State expenditures from 
operating budgets typically fi nance general state operations 
(mostly public employee compensation), support local govern-
ments, and fund various social services. In a downturn, spend-
ing on social services—particularly unemployment insurance 
benefi ts, welfare, and Medicaid—tends to rise.6 Furthermore, 
reduced rates of return on investments, or even outright losses, 
can worsen shortfalls in public employee benefi t funds, intensify-
ing pressures to step up funding from tax revenues. 

Unfortunately, these pressures occur at a time when measures 
to contain or reduce other forms of public spending—mainly 
compensation paid to public employees to provide government 
services—are hard to enact quickly in any substantial way. It is 
diffi cult to reduce staff when such cuts can interrupt the delivery 

6 Some procurement costs (such as for vendor payments and materials) may drop 
in a recession as prices fall, but these savings are likely to be relatively small. In 
some areas, however, recent price declines may have been noticeable. According to 
Peter Hughes, mayor of Glen Ridge, New Jersey, “The recession has not slowed any 
of the projects that we are doing to upgrade the borough’s infrastructure. In fact, 
one benefi cial result of the recession is that we have realized prices lower than we 
have anticipated for many of the projects; and in some cases we have been able to 
do more work than initially planned.” See “From the Mayor” in Glen Ridge Town 
Talk, Autumn 2009, p. 2. 
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Source: U.S. Department of Commerce, Bureau of the Census, Quarterly Summary 
of State and Local Tax Revenue. 

Note: Corporate net income tax revenues rose 64.1 percent on a year-over-year basis 
in the second quarter of 2005.
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of essential services or leave workers to face a weak private sector 
job market. Furthermore, workers are resistant to reductions in 
wage growth. In many instances, layoffs of public employees and 
cuts in wage levels are subject to union contract terms. 

State budgets are also affected by the fl ow of funds between 
governments—that is, between the federal government and 
state governments and between state governments and local 
(municipal) governments. During recessions, federal grants to 
state and local governments tend to rise in order to help these 
entities fund programs such as unemployment insurance or other 
forms of social welfare. However, the opposite often occurs in the 
relationship between state governments and local governments. 
In response to increased pressure on their own budgets, states 
will frequently try to trim grants to local governments, adding 
to strains on municipal budgets.

In short, recessions can place great stress on state and muni-
cipal budgets. States that rely more heavily on volatile income 
taxes—New Jersey and New York are prime examples—will 
face more fi scal stress during economic downturns (Dye and 
McGuire 1991). In practice, states adjust to cyclical revenue 
declines in different ways. Poterba (1994) fi nds that a state’s 
reaction to an unexpected worsening of its fi nances depends 
heavily on the nature of its budget rules. States with stringent 
rules tend to rely more heavily on spending cuts when faced 
with revenue losses. So given the differences in their budget 
rules, New York and New Jersey would be expected to respond 
differently to revenue losses. 

The Budgets of New York and New Jersey

New York
New York State’s budget process starts with the governor over-
seeing the preparation of a budget that outlines planned receipts 
and outlays for the coming year, portions of which are items 
that make up its operating budget, or what New York terms its 
“general budget.” Within the general budget, expenditures cannot 
exceed revenues. The state legislature modifi es the budget and 
enacts it into law. The governor is also required by state law to 
manage the budget through administrative actions during the 
fi scal year (that is, to order spending cuts to close emerging gaps 
in the general budget). 

New York’s budget, like those of other states, does not follow 
the calendar year but the fi scal year, which begins April 1 and 
ends March 31. Budget preparation begins well in advance; the 
governor and state legislature review drafts of the upcoming 
fi scal year’s budget in January.7

The general budget accounts for less than half of the state’s 
expenditures. In the fi scal year that ended in March 2009, 

7 For more on New York’s budget process, see http://www.budget.state.ny.us/
citizen/process/process.html.

New York’s total spending was roughly $120 billion. Of this 
amount, about $52 billion was contained in the general budget. 
The balance of spending by the state and its entities is generally 
funded either by the federal government8 or by public authorities 
whose spending falls outside the executive budget process. Within 
the general budget, the state’s revenue stream comes primarily 
from personal income taxes, which account for roughly 55 per-
cent of the monies raised, a share that has been rising steadily 
in recent decades (Chart 2). Sales taxes and other consumption-
related taxes and fees contribute another 30 percent, followed by 
corporate taxes and other taxes, each of which contributes less 
than 10 percent. Compared with other states, New York is consid-
erably more dependent on cyclically sensitive personal income 
taxes and business taxes for its revenues. 

New York’s personal income tax base includes wages, capital 
gains, interest and dividends, and other sources of income that 
rise and fall with the tides of the economy. In particular, high-
income residents in New York contribute large amounts to state 

8 An example of a state-administered program partially funded by the federal 
government is Medicaid.

Source: U.S. Department of Commerce, Bureau of the Census, Annual Survey 
of State Government Finances.
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coffers, and the 2007-09 recession—with its associated layoffs 
and capital losses—has placed signifi cant downward pressure on 
this source of revenue. To understand the sensitivity of the state’s 
revenues to swings in upper-income earnings and capital gains, 
consider that the top 1/2 of 1 percent of income earners paid 
about 30 percent of New York State’s personal income taxes in 
fi scal year 2009,9 while capital gains tax payments from all 
households accounted for more than one-quarter of all income 
taxes. A notable share of state income tax receipts comes from 
Wall Street bonuses, which are estimated to have declined from 
$32.9 billion in 2007 to $18.4 billion in 2008, resulting in a state 
revenue loss of $1 billion in fi scal 2008.10 

As for expenditures, education and social services account for 
more than two-thirds of the state’s outlays in its general budget 
(Chart 3). By far the largest component, education constitutes 
45 percent of the budget, while Medicaid represents close to 
19 percent and other social services almost 6 percent. State 
operations account for much of the remaining spending. This 
category includes the operations of various departments, such 
as the Department of Taxation and Finance and the Department 
of Labor, and public funding of the State University of New York 
(SUNY).

A gap of roughly $16 billion emerged in New York State’s 2010 
budget in early 2009, when projected tax revenues were revised 

9 See New York State, Division of the Budget (2009, Table 6, “Percent Distribution 
of Returns, Liability and Adjusted Gross Income by Income Groups under Current 
Law,” p. 200).
10 See “Wall Street Bonuses Fell 44 Percent in 2008,” press release issued by the 
Offi ce of the New York State Comptroller, January 28, 2009, available at http://
www.osc.state.ny.us/press/releases/jan09/012809.htm.

downward as the economy sank deeper into recession. This gap 
meant that the scale of spending projected, essentially by assum-
ing the maintenance of the earlier legislated level of services, was 
$16 billion greater than anticipated revenues. The adopted budget 
was brought into balance primarily through tax increases and 
proceeds from the federal “stimulus bill,” or American Recovery 
and Reinvestment Act (ARRA) of 2009. About half of the gap was 
closed through tax increases (which included a temporary tax 
increase on high-wage earners), elimination of the School Tax 
Relief (STAR) tax rebate for property owners, increases in various 
fees and licenses, and a SUNY tuition hike. For specifi c parts of 
the general budget, federal aid through ARRA covered about 
$8 million, or the other half of the $16 billion gap. 

In December 2009, the Division of the Budget announced that 
a $3 billion gap remained in the 2010 budget. To deal with this 
shortfall, the division proposed various legislative and executive 
actions, including substantial delays in payments to local govern-
ments. By early 2010, New York State’s prospective budget gap 
for fi scal 2011 stood at $7.4 billion. Governor David Patterson’s 
budget proposed to address this gap with across-the-board cuts 
in virtually all state agencies and approximately $1 billion raised 
from higher taxes and fees. 

In the past, New York has adopted many similar measures to 
meet budget gaps. Various forms of both temporary and perma-
nent tax increases have been used to raise revenues, primarily 
through income taxes and sales taxes. For example, in 2003, 
a temporary income tax surcharge and a temporary sales tax 
increase were both instituted. The state has also relied on other 
forms of raising cash that go beyond standard increases in taxes. 
For example, after the 2001 recession, the state issued bonds 

Sources: New York State Office of the Comptroller, Annual Report to the Legislature on State Funds Cash Basis of Accounting, Exhibit A; New Jersey Department of the Treasury; 
authors’ calculations.

Notes: The budget categories for New York and New Jersey do not match because of different accounting methods. The components of New Jersey’s expenditures do not sum 
to 100 percent because of rounding.
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secured by future tobacco settlement payments—which had 
been negotiated in the course of settling claims and are scheduled 
to be received by the state over many years—and used the money 
raised to help pay for operating expenses. Also at that time, the 
state ran down some of its built-in reserve funds to help pay for 
current expenditures. 

New York has also moved funds from other parts of its budget 
to its general budget. For example, independent agencies within 
the government, such as the New York Power Authority, have 
turned over excess funds to the state’s general budget. And to off-
set spending, New York increased tuition in its public university 
system. Many of these actions have been temporary in nature and 
defer diffi cult choices to the future (Ravitch 2010).

New Jersey
New Jersey’s constitution requires the legislature to enact a bud-
get for the fi scal year—July 1 to June 30—in which expenditures 
do not exceed anticipated revenues from taxes and other sources. 
The governor certifi es the revenue projections used to construct 
the budget. New Jersey’s two principal sources of revenue are the 
personal income tax and the sales tax, which together account for 
more than three-fourths of state tax revenues (Chart 2). 

Like New York, New Jersey depends more on personal income 
taxes to generate revenue than do most states. The state is also 
more reliant than most on sales taxes, a relatively stable source 
of funds. In addition to the $33.2 billion in revenue counted in 
the budget for fi scal year 2008, state entities received more than 
$11 billion in funds from sources outside the regular budget pro-
cess, roughly three-fourths of which were federal grants-in-aid 
but also included items such as tuition payments at state colleges. 

One unusual feature of New Jersey’s tax system is that a large 
share of the personal income earned by residents consists of 
wages and salaries earned in, and taxed by, other states; thus, 
this income is unavailable to New Jersey as a revenue source.11 
Another feature of note is that both food and clothing purchases 
are exempt from the sales tax, leaving this revenue source with a 
narrower base than is typical among states.

 Much of the state’s revenue stream is constitutionally man-
dated to fund strictly defi ned expenditures. Most notably, all 
personal income tax revenues, as well as a portion of sales tax 
receipts, are directed into the Property Tax Relief Fund. Outlays 
from this fund must be used in ways that relieve the burden of 
local property taxes (in other words, to prevent New Jersey’s 

11 The U.S. Bureau of Economic Analysis (2010) estimates that, in 2009, the 
difference between personal income earned by New Jersey residents and personal 
income earned in New Jersey was equal to $36.6 billion, or more than 8 percent 
of the state’s personal income. This is by far the highest such dollar fi gure in 
the United States. The net share of Maryland’s personal income earned outside 
the state, presumably to a large extent in the District of Columbia, was more than
10 percent; however, the District of Columbia does not levy its local income tax 
on nonresident workers, meaning that income earned by Maryland residents 
working in the District can be taxed by Maryland.

high property taxes from rising even higher). The monies are 
primarily disbursed to local school boards, county governments, 
and municipal governments, as well as to households in the form 
of direct property tax rebates. 

Outside of disbursements from the Property Tax Relief Fund, 
the state’s largest spending category is direct state services, which 
consists primarily of salaries and benefi ts for state workers and 
amounts to one-fi fth of the total budget (Chart 3). Health care—
mostly the state’s contribution to Medicaid—is the next largest 
spending category. 

Given the current structure of New Jersey’s revenues and 
expenditures, the state’s options for dealing with a large budget 
gap are rather limited. As noted earlier, all personal income tax 
receipts (as well as a portion of sales taxes) can be used for only 
a fairly narrow range of purposes. A hike in the personal income 
tax can be used to sustain spending on these items, but cannot 
directly fund other expenditures such as state employee compen-
sation. It is true that other state revenues are also used to help 
fund the programs fi nanced by the Property Tax Relief Fund. In 
principle, the more income tax receipts that are available, the less 
need there would be to devote other tax revenues to the Property 
Tax Relief Fund. These revenues could then be used for other 
programs, although the amount that can be shifted in this fashion 
might be limited. 

A move to increase other state taxes presents its own issues. 
As noted earlier, the sales-tax base is fairly narrow and consists 
largely of discretionary goods and services; thus a large increase 
in the sales tax may be needed to raise a substantial sum during 
a recession. Increases in direct business taxes, such as the state’s 
corporate income tax, may also be insuffi cient to raise signifi cant 
amounts of money in slack times. Moreover, increases in either 
the corporate or personal income tax create a risk of taxpayer 
fl ight, especially given the state’s small size.12

Another potential option for addressing a large budget gap 
during an economic downturn is to scale back aid to New Jersey’s 
public schools and municipalities.  However, large reductions 
in these programs could put pressure on localities to increase 
property taxes in order to maintain what are often mandated 
services.  Trimming state spending on state employee compen-
sation and benefi ts also poses signifi cant challenges. Reducing 
compensation quickly in a meaningful way while still maintain-
ing overall services would be diffi cult, and near-term cuts in 
employee benefi t programs could imply the need for enhanced 
spending in this area in the future. One other approach to 
bridging a budget gap—cuts in Medicaid, welfare, and other 
forms of aid to persons—would have the disadvantage of 
reducing social assistance at the very time such programs were 
most in demand.

12 New Jersey has seen an unusually large increase in the out-migration of high-
net-worth persons in recent years (Havens 2010).
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These general considerations are important to understand-
ing the state’s current situation and the policies that have been 
adopted. At around the time the budget for the 2010 fi scal year 
was passed, offi cials projected that, in the absence of legislative 
changes, revenues from the state’s own sources would fall 
4.7 percent, from $28.3 billion in fi scal 2009 to $27.3 billion 
in fi scal 2010. State expenditures for fi scal 2009 amounted to 
$30.2 billion. Hence, even with no increases in spending, the 
state faced a gap of about $3 billion.13

The 2010 state budget addressed this gap by trimming 
operating costs (achieved by freezing state workers’ pay and 
imposing mandatory furloughs), scaling back property tax 
rebates, applying for enhanced federal aid, boosting revenue 
collections through a tax amnesty program, and temporarily 
raising income taxes. The budget also reduced contributions to 
employee benefi t funds and increased a variety of other taxes 
and fees. Only the last of these should be expected to have a 
permanent impact on the state’s budget balance.

The steps taken by New Jersey in the 2010 budget are in 
line with the state’s past actions. In episodes of fi scal stress, 
New Jersey has often closed projected or actual budget gaps 
without the use of either broad-based tax increases or major cuts 
in services. For example, in 1991 the state “sold” a short stretch 
of highway to the New Jersey Turnpike Authority in exchange for 
several hundred million dollars. And, like New York, New Jersey 
has issued bonds secured by future tobacco settlement payments 
and has used the receipts to fund current outlays. In fi scal year 
2005, the state issued $1.9 billion in general obligation bonds 
to cover operating expenses, arguing that the issuance could be 
viewed as a form of revenue.14 These actions, like those used to 
address the 2010 budget gap, were designed to sustain the state 
through a temporary downturn in revenues, but did not provide 
long-term relief from budgetary pressures. 

 In general, New Jersey has relied a bit more than New York 
on spending cuts15 to deal with budget gaps, in line with the 
differing budget institutions in the two states. Because of New 
Jersey’s requirement that future revenues cannot fund current-
year spending, state offi cials probably have more incentive to 
trim spending in tight times than do their New York counter-
parts. However, given that New Jersey has tended to experience 
relatively smaller budget gaps than New York, probably because 

13 Some presentations showed a “structural” gap approaching $9 billion for fi scal 
year 2010 (State of New Jersey, Department of the Treasury 2009). However, 
such calculations were based on the fi scal 2010 “baseline” spending estimate of 
$35.7 billion, rather than on the substantially lower amount of actual spending 
in the 2009 fi scal year. 
14 The New Jersey State Supreme Court approved the move, though it warned 
that future actions of this type would not necessarily pass judicial review. See 
New Jersey Supreme Court, Lance v. McGreevey, 180 N.J. 590 (2004). 
15 A large portion of these spending cuts have been in the form of reduced 
contributions to pension funds.

New Jersey relies less heavily on income taxes for revenue, the 
scale of the spending cuts in the two states has been more or less 
comparable.

Challenges Ahead
When state offi cials in New York and New Jersey began planning 
their budgets for the 2011 fi scal year, the continued downgrading 
of revenue forecasts relative to spending estimates meant that 
large gaps would need to be addressed. For instance, the adminis-
tration of New Jersey Governor Chris Christie estimated that 
state tax revenues in fi scal 2011 would be no larger than those in 
fi scal 2010.  Consequently, if spending were restored to the levels 
anticipated in past legislation, the result would have been a very 
large budget gap of roughly $10.7 billion. The New Jersey budget 
adopted in June 2010 addressed this gap largely through reduc-
tions in state aid—from already reduced fi scal 2010 levels—to 
county and local governments and school boards, as well as the 
deferral of contributions to government employee pension plans. 
At the time this article was being prepared, New York was still 
considering its fi scal 2011 budget, so its approach to balancing 
its budget was not yet clear.

Going forward, New Jersey and especially New York will con-
tinue to receive substantial funding from the American Recovery 
and Reinvestment Act. A large share of the money—about 
$140 billion nationwide—was allocated essentially to provide 
budgetary relief to states and localities. This fi gure comprises 
about $54 billion for the State Fiscal Stabilization Fund and 
an $87 billion increase in federal Medicaid funding. The latter 
increase allows states to substitute federal spending for their 
own Medicaid contributions.

New York and New Jersey are expected to receive approxi-
mately $16 billion and $4 billion, respectively, in ARRA funding 
designed specifi cally to provide budgetary relief. The table above 
reports these allocations alongside the other stimulus funds 

Federal Stimulus Funds to New York 
and New Jersey State Governments 
Billions of Dollars

Category New York New Jersey

Fiscal relief   15.9   4.0

   Medicaid relief   12.9   2.6

   Fiscal Stabilization Fund   3.0   1.4

Infrastructure and energy   3.6   1.7

Education and training   3.4   1.0

Health and human services   5.4   3.4

Other   0.1   0.0

     Total   28.3   10.1

Sources: Center for American Progress, 2009; authors’ calculations.
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high-income sector for a more diversifi ed and stable but lower-
income mix of industries would present its own diffi culties by 
reducing a large source of revenue. 

In the end, it may be desirable for the states to look into poli-
cies that will allow for the continued smooth delivery of services 
even when revenues—from the fi nance industry and other 
sectors—fl uctuate sharply. For instance, each state could build 
a substantial reserve (“rainy day”) fund to help insulate it from 
recession-generated revenue losses and other economic shocks. 

To be sure, some studies of reserve funds have argued that 
the funds are unable to help states manage revenue swings. Gold 
(1995), for example, contends that in the recession of the early 
1990s, most states lacked the political will to maintain rainy day 
funds large enough to provide a budgetary cushion that would 
see them through the downturn. However, Douglas and Gaddis 
(2002), building on work by Sobel and Holcombe (1996), con-
clude that suffi ciently stringent rules can overcome the political 
disincentives to creating a reserve fund and thereby make the 
reserve fund option more viable than earlier studies suggested. 

Other policy options for New York and New Jersey, and for 
states in similar positions, might focus on adjusting the composi-
tion of revenues to avoid dramatic budget shortfalls. New York 
and New Jersey are heavily dependent on the highly cyclical per-
sonal income tax. One approach to smoothing revenue streams 
is to reduce reliance on cyclically sensitive tax bases and raise 
revenues from less volatile sources, notably sales taxes (Sobel 
and Wagner 2003). Such a strategy would reduce the downward 
momentum of tax revenues during a recession. However, higher 
sales taxes would increase burdens on low-income households, 
who typically come under disproportionate stress during an 
economic downturn. 

Another approach to closing sizable budget gaps like New York’s 
and New Jersey’s is to follow a policy rule of temporarily raising 
income taxes on high-income households during a downturn. 
The advantage of this approach is that it places a larger burden on 
households that are less liquidity-constrained than the average 
household during an economic decline (and less liquidity-
constrained than the state itself). Such a tax would be removed 
once the economy begins to improve. Edgerton, Haughwout, 
and Rosen (2004) point out that New York City has adopted this 
balancing strategy in the past, adding temporary surcharges to 
the top income tax bracket during downturns.19

19 For discussions of New York City’s budget and how it has fared during the most 
recent recession, see New York City, Independent Budget Offi ce (2010). Of course, 
many observers have suggested that New York and New Jersey need to make 
fundamental changes in the amount and nature of government services they 
supply, with an eye to bringing down the levels of both taxes and expenditures. 
But while such proposals may have merit, their adoption alone would not 
necessarily eliminate cyclical budget gaps, which depend primarily on the 
behavior of expenditures relative to receipts, not the absolute size of either. 

designated for the two states.16 Disbursement of these funds 
began in 2009 and will continue throughout 2010. The increased 
Medicaid reimbursement rate, for example, will be available each 
quarter through the end of 2010.17 

Although these federal resources are providing welcome relief 
in the short run, both New York and New Jersey face the risk that 
this funding, even when combined with recent budget actions, 
will be insuffi cient to deal with any revenue shortfalls. Both states 
may therefore need to trim expenditures substantially to prevent 
budget defi cits. The portion of state budgets subject to balanced-
budget requirements suggests that the largest categories for 
spending cuts would be social services, education, and state 
operations. However, such reductions could occur at a time when 
public service needs are particularly acute. 

A key challenge for New York and New Jersey will be the 
alignment of revenues and expenditures after federal aid is 
scaled back. An optimistic view is that a cyclical upswing 
will help restore state fi nances, most visibly by boosting the 
revenue stream from the fi nancial industry. Such a development 
would likely be associated with strengthened market values and 
enhanced returns, which in turn would reduce the need to fund 
employee retirement plans from tax revenues. An alternative and 
more troubling view is that the recent suppression of income and 
revenues from the fi nancial sector will be prolonged (consider 
that New York State revenues were under strain for most of the 
1990s, refl ecting an extended Wall Street slump). In this view, 
budget problems in New York and New Jersey could remain 
sizable after the federal support fades. 

As in many states, Medicaid and public education have put 
upward pressure on spending in New York and New Jersey, and it 
seems imprudent to assume that this pressure will ease mark-
edly in the next few years.18 Moreover, some of the one-time 
economies implemented in recent years, such as a deferral of 
capital spending and reduced contributions to public employee 
retirement plans, may intensify funding needs in the future. For 
these reasons, the legislatures and governors of both states could 
face the painful choice of either making signifi cant cutbacks in 
services or enacting permanent increases in taxes. 

In principle, if the economies of the two states were diversifi ed 
away from fi nance, a prolonged slump in that sector would be 
less worrisome for offi cials concerned about revenues. However, 
fi nance has the advantage of being—and will likely continue to 
be—a high-income sector. Trading off dependency on a volatile 

16 For more details on the national allocation of stimulus funding, see the 
Center for American Progress website at http://www.americanprogress.org/
issues/2009/02/compromise_map.html.
17 For more information on particular programs, see http://www.recovery.gov.
18 Haughwout (2001) discusses trends in New York and New Jersey fi nances 
throughout the 1980s and 1990s. Of course, it is possible that some of the 
proposals to revamp public education, as well as ongoing and potential changes 
in medical programs, might cause spending pressures in these areas to ease.
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Conceivably, New York and New Jersey, like many other states 
facing budget diffi culties, may ultimately reexamine their budget 
rules with an eye to clarifying appropriate actions for offi cials 
when revenue shocks occur. For example, the states might offer 
guidelines for choosing which spending areas might be cut, and 
which taxes might be increased, if the need should arise. In the 
near term, however, offi cials in Albany and Trenton will continue 
to face hard choices in dealing with the immediate realities of 
shortfalls in revenues and ongoing demands for spending. 
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Other articles in the Current Issues series have addressed recent 
developments and longer-term structural changes in the 
New York-New Jersey region’s economy and local revenue systems.

Bypassing the Bust: The Stability of Upstate 
New York’s Housing Markets during the Recession
Jaison R. Abel and Richard Deitz 
Volume 16, Number 3, March 2010

Over the past decade, the United States has seen real estate 
activity swing from boom to bust. But upstate New York has been 
largely insulated from this volatility, with metropolitan areas such 
as Buffalo, Rochester, and Syracuse even registering home price 
increases during the recession. An analysis of upstate housing 
markets over the most recent residential real estate cycle indicates 
that the region’s relatively low incidence of nonprime mortgages 
and the better-than-average performance of these loans contrib-
uted to this stability.

Is the Worst Over? Economic Indexes and 
the Course of the Recession in New York 
and New Jersey
Jason Bram, James Orr, Robert Rich, Rae Rosen, and Joseph Song
Volume 15, Number 5, September 2009

The New York–New Jersey region entered a pronounced down-
turn in 2008, but the pace of decline eased considerably in spring 
2009 and then leveled off in July, according to three key Federal 
Reserve Bank of New York economic indexes. These develop-
ments, in conjunction with a growing consensus that the national 
economy is headed for recovery, suggest that the worst may be 
over for the region’s economy. However, a downsizing of the area’s 
critical fi nance sector could pose a major risk to the economic 
outlook going forward—particularly for New York City.

New Measures of Economic Growth 
and Productivity in Upstate New York
Jaison R. Abel and Richard Deitz
Volume 14, Number 9, December 2008

Newly available measures of GDP at the metropolitan area level 
now afford a more comprehensive view of regional economic 
activity. An analysis of upstate New York’s economic performance 
using these measures points to below-average output growth 
between 2001 and 2006 along with productivity levels and 
productivity growth below the U.S. average. The region’s perfor-
mance overall, however, is somewhat better than that of many 
manufacturing-oriented metro areas in the Great Lakes region. 

The Price of Land in the New York 
Metropolitan Area
Andrew F. Haughwout, James Orr, and David Bedoll
Volume 14, Number 3, April/May 2008

The price of vacant land in an urban area is a fundamental 
indicator of an area’s attractiveness. However, because the value 
of vacant land is hard to measure, indirect methods are typically 
used to gauge prices. A more direct approach to measuring 
land prices, using a unique data set, reveals that the price of 
unimproved land in the New York area is high, and rose sharply 
from 1999 to 2006. The rising trend suggests the underlying 
strength of the area’s economy and the increasing value of 
the area’s productivity and amenities.

FEDERAL RESERVE BANK OF NEW YORK PUBLICATIONS ON RELATED TOPICS

Companion Video Available 

A video interview with the authors of “The Recession’s Impact on the State Budgets of New York and New Jersey” is available on 
the Bank’s website, at http://www.newyorkfed.org/aboutthefed/videos.html?bctid=111757963001&bclid=111857998001. The 
authors provide additional insights into the genesis of the states’ current fi scal diffi culties, compare budget strains in New York 
and New Jersey with those in other states, and assess the outlook for state fi nances in the period ahead.
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The Foreign-Born Population 
in Upstate New York
James Orr, Susan Wieler, and Joseph Pereira
Volume 13, Number 9, October 2007

An analysis of upstate New York’s foreign-born residents suggests 
that they contribute to the region’s human capital in important 
ways. This population boasts a greater concentration of college 
graduates than either the region’s native-born population or 
immigrants downstate. While some immigrants upstate may 
compete with U.S.-born workers for jobs, the more highly edu-
cated appear to be entering skilled occupations—in medicine, 
science, and research particularly—that complement those 
of native-born residents.

Evaluating the Relative Strength 
of the U.S. Capital Markets
Stavros Peristiani
Volume 13, Number 6, July 2007

Concern is growing that the U.S. capital markets are losing 
market share to overseas competitors. A decline in foreign initial 
public offerings indeed suggests that the U.S. equity market is 
becoming less attractive to certain issuers. However, evidence on 
the competitiveness of the U.S. equity market is mixed, since the 
trends affecting it are likewise shaping equity markets abroad. 
A less ambiguous decline in the share of global issuance can be 
seen in the U.S. corporate bond market, which is facing a growing 
challenge from the Eurobond market.

Challenges Facing the New York Metropolitan 
Area Economy
James Orr and Giorgio Topa
Volume 12, Number 1, January 2006

The skilled and well-educated workforce of the New York 
metropolitan area has played a large role in enabling the region 
to withstand adverse economic shocks and adapt successfully to 
a services economy. A further expansion of this “human capital” 
will enable the metro area to meet the challenges ahead: attract-
ing new fi rms, maintaining immigration fl ows, and competing 
successfully with fast-growing metro areas in other parts of 
the country. 

Revenue Implications of New York City’s 
Tax System
Jesse Edgerton, Andrew F. Haughwout, and Rae Rosen
Volume 10, Number 4, April 2004

A study of New York City’s tax system fi nds that over the past 
three decades, the system has become less reliant on property 
and general sales taxes and more dependent on corporate and 
personal income taxes. This shift has made the city’s tax 
revenues less stable than the revenues of the 1970s and more 
sensitive to cyclical swings.

Fiscal Policy in New York and New Jersey: 1977-97
Andrew F. Haughwout
Volume 7, Number 7, July 2001

Between 1977 and 1997, real government spending in New York 
and New Jersey rose more than 40 percent, led by sharply higher 
outlays for public welfare and education. Increased tax revenues 
offset the spending hikes, allowing the states to run large cash 
surpluses in most years, but both states saw their long-term 
debt grow markedly. As a result, net fi nancial wealth rose only 
marginally in New Jersey and declined slightly in New York 
over the twenty-year period.

Declining Manufacturing Employment 
in the New York-New Jersey Region: 1969-99
Jason Bram and Michael Anderson
Volume 7, Number 1, January 2001

Between 1969 and 1999, the New York-New Jersey region 
experienced a steeper drop in manufacturing employment than 
any other area of the United States. Much of the unusually sharp 
job decline can be attributed to the geographic dispersion of 
manufacturing—that is, the gradual movement of manufactur-
ing activity from the more urbanized and industry-intensive 
states of the Northeast to the less industrially developed states 
of the South and West.
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Long Island Mortgage Distress:
Analysis at the Neighborhood Level
New York State’s relatively low share of homes with distressed nonprime mortgages is
masking a more troubling reality on Long Island.1 While New York’s overall ratio of
distressed mortgages to housing units is below that of many states, Long Island’s
Suffolk and Nassau counties have some of the highest ratios in the country.
Furthermore, the majority of distressed loans in the two counties are concentrated
in a small number of Zip codes. Accordingly, housing practitioners and program
administrators grappling with this reality at the local level would benefit from
information that systematically identifies the variation in severity and highlights the
extent of the distressed mortgage problem in the neighborhoods that they serve.

This issue of Facts & Trends examines nonprime mortgage conditions in Long Island
neighborhoods by using Zip-code–level data. We focus on the severity of Long Island’s
overall nonprime mortgage distress relative to other regions of the country and identify
the specific Zip codes with greatest distress. We also consider the potential effect of
falling home values on mortgage distress in these neighborhoods. This part of our
analysis applies the concept of negative equity—a condition that occurs when a house
is worth less than what is owed on the loan—and builds on national studies suggesting
that borrowers with negative equity have a higher risk of defaulting on their mortgage.2

Applying this concept at the neighborhood level, our analysis offers a fresh perspective
on local mortgage distress by using a new data set that allows us to match housing
values and first-lien loan balances by Zip code.3

Our study reveals that Nassau and Suffolk counties indeed have high concentrations
of nonprime mortgage foreclosure and delinquency relative to New York State and the
nation. Moreover, at-risk loans—attributable to negative borrower equity—are located
primarily in those neighborhoods where distressed mortgages are already concentrated.
These findings suggest that housing practitioners and program administrators may
anticipate additional demand for counseling and other services among nonprime
mortgage borrowers concentrated in the areas that are currently hardest hit. 

Long Island’s Distressed Nonprime Mortgages 
Delinquencies and foreclosures among nonprime mortgages are widespread across the
United States, but they occur with varying levels of severity across regions. Our
examination of these spatial patterns relies on certain key data and definitions:
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Our data source for mortgages is a rich national data
set that includes securitized, first-lien nonprime
residential mortgages—both subprime and alt-A—as
of February 1, 2010 (see “About the Numbers”). The
data set does not capture the entire market of
nonprime mortgages and, as a consequence, the
results of this analysis are limited to relative
comparisons among neighborhoods. 

Our calculations of negative equity include only first
liens because second liens are not consistently
available for all loans. Consequently, our calculations
are likely to underestimate negative equity. Inclusion
of second liens would potentially raise debt and lower
borrower equity.

Our Long Island data set contains about 61,000 active
nonprime mortgages, of which nearly 40 percent are
distressed: 18 percent are at least ninety days
delinquent, 21 percent are in foreclosure, and
2 percent are REO. Thus, we measure a stock of
distressed loans at a particular time. 

To measure the severity of distressed mortgages, we
use a ratio of nonprime distressed mortgages to
housing units (DMR), calculated as the number of
such mortgages per 1,000 housing units. This ratio
is useful for comparing places of varying size and
housing density, because numerous distressed
mortgages might reflect the large size of a region
rather than a high underlying distress severity. Note,
however, that we do not control for the length of the

foreclosure process, which, for legal and other
reasons, varies by state. 

State-Level Data Mask Severity of Distressed Mortgages
in Nassau and Suffolk 
Our national comparison of DMRs reveals that New York is
not among the states with the highest levels of distressed
mortgages (Chart 1). 

New York’s DMR of 9 is near the middle of the range
across states; it is below the U.S. DMR and well below
the DMRs of the top three states: Florida, California,
and Nevada.

New York’s mid-range DMR masks considerable intrastate
variation in severity, a condition that is especially notable
on Long Island. Our comparison of 544 U.S. counties with
at least 1,000 active loans reveals that Suffolk and Nassau
rank in the top 10 percent by DMR (Table 1). 

County-Level Data Mask Severity in Certain Long Island
Zip Codes
Variations in the severity of distressed mortgages also
occur within Long Island, where DMRs range from 0 to
slightly more than 100. The map groups Long Island’s Zip
codes into three tiers of severity: those with DMRs of 32
or less, 33 to 66, and more than 66. We refer to the latter
two tiers as “hotspot” Zip codes, because of their
relatively high concentrations of distressed mortgages.4

▲

▲
▲

▲
▲

Chart 1

Ranking of States by Distressed Mortgage Ratio

Sources: First American CoreLogic, LoanPerformance data; GeoLytics.

Note: The distressed mortgage ratio (DMR) is the ratio of nonprime distressed mortgages per 1,000 housing units.
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The twenty-two hotspot Zip codes account for half
of all Long Island nonprime mortgages in distress
(47 percent), but only a fifth of housing units
(21 percent). 

The rest of the Zip codes, with DMRs ranging from 0
to 32, contain the remaining half of all mortgages in
distress and four-fifths of housing units.

The hotspot Zip codes include Hempstead and Central
Islip, towns with some of Long Island’s lowest median
incomes. 

Falling Home Values Contribute to Emerging Risk 
Having identified concentrations of nonprime mortgages
where the borrowers are in distress, we turn to
concentrations of nondistressed borrowers who may be at
risk of default because of recent declines in home values.
When home values depreciate, borrowers can find
themselves with negative equity. Because nonprime
borrowers typically have little equity to begin with, even
a small decrease in home values can leave them with
negative equity. Borrowers with second mortgages are

▲
▲

▲
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Table 1

U.S. Counties Ranked by Distressed Mortgage Ratio
Number of Number of

Ranking State County Distressed Mortgages Housing Units DMR
1 FL Miami-Dade 46,811 934,889 50.1
2 FL St. Lucie 5,260 112,427 46.8
3 CA San Bernardino 28,869 676,749 42.7
4 FL Osceola 3,575 93,408 38.3
5 FL Broward 30,991 817,076 37.9
6 CA San Joaquin 8,377 224,490 37.3
7 CA Riverside 28,056 752,141 37.3
8 CA San Benito 610 17,028 35.8
9 FL Flagler 1,572 44,151 35.6
10 FL Lee 11,881 342,686 34.7
21 NY Suffolk 15,025 548,771 27.4
44 NY Nassau 9,488 458,642 20.7

New York State 73,246 7,944,478 9.2
United States 1,326,494 128,071,864 10.4

Sources: First American CoreLogic, LoanPerformance data; GeoLytics.

Note: The distressed mortgage ratio (DMR) is the ratio of nonprime distressed mortgages per 1,000 housing units.

Shirley
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Mastic

Central Islip Mastic Beach
Wyandanch

Uniondale
Roosevelt

DMR greater than 66
DMR 33-66
DMR 32 or less

Suffolk County

Nassau County

Sources: First American CoreLogic, LoanPerformance data; GeoLytics.

Note: DMR is the ratio of nonprime distressed mortgages per 1,000 housing units.

Hotspot Long Island Zip Codes



even more likely to have negative equity.5 While not all
nonprime borrowers with negative equity will default, one
study finds that such borrowers are “twice as likely as
those in positive equity to be seriously delinquent, or in
default, on their first-lien mortgage.”6

Negative Equity and Default
Borrowers with negative equity are at greater risk of
mortgage default largely because they have a limited
range of options should they want or need to sell their
home. For example, if a borrower loses her job, ordinarily
she might sell the house, pay off the mortgage, and move
to less expensive housing or to an area with better
employment prospects. However, if she has negative
equity, she is left still owing on the mortgage if she sells
her house. With no clear path out of the mortgage
obligation, she faces considerable obstacles whether she
stays or leaves, and her possibility of default increases.

Even borrowers who can afford to continue paying their
mortgage may have a weakening motivation as their
equity declines and turns negative. If better housing
options are available, borrowers with no home equity to
lose might opt to default on the loan rather than
continue to pay. These borrowers are sometimes called
“strategic defaulters” or “walk-away homeowners.” 

At-Risk Borrowers on Long Island
Given the link between negative equity and heightened
mortgage default risk, we consider how recent declines in
home values may have created a pool of negative equity
borrowers, or “NEBs,” and whether these borrowers are
concentrated in certain neighborhoods. 

To identify the at-risk NEBs, we first isolate nonprime
borrowers in our database whose mortgages are not
distressed (that is, the individuals are current or less than
ninety days late on their payments). We then account for
changes in home values using a house price index. This
allows us to calculate an adjusted equity amount for each
nondistressed borrower and determine whether the amount
is negative and, if so, by how much. Our calculations of
negative equity are based on the month in which the loans
were made and changes in home values at the Zip-code
level. (The methodology is explained in the box.)

Next, we calculate the number of nondistressed loans
for Suffolk and Nassau counties and New York State as
well as the shares of NEBs (Table 2). The table also
presents the percentages of nondistressed homes that
decreased in value and the amount by which they
changed. 

In Suffolk County, 82 percent of nondistressed
borrowers’ homes have declined in value since
mortgage origination, with a median value decrease
of 18 percent. However, only one in five of the
nondistressed borrowers are NEBs. 

▲

FACTS & TRENDS: LONG ISLAND MORTGAGE DISTRESS MAY 2010

▲

4 www.newyorkfed.org/regional

Adjustments to Borrower Equity
To identify the nondistressed negative equity
borrowers, we calculate an adjusted loan-to-value ratio
for each loan in our sample. A ratio larger than 1
indicates that the balance owed on the loan exceeds
the value of the home, which represents negative
equity. For the numerator of our ratio (L), we use the
reported outstanding balance on each loan as of
February 1, 2010. For the denominator (V), we adjust
the origination sales price (for purchases) or appraisal
value (for refinancings) using a Zip-code–level House
Price Index (HPI). For properties in Zip codes that do
not have an index, we use a county-level HPI. To
mitigate small-sample concerns, we use a three-month
moving average of the HPI that includes all sales in the
Zip code, including distressed sales.

Table 2

Calculations of Negative Equity and Changes in Home Value
Suffolk County Nassau  County New York State

Number of nondistressed nonprime loans 20,782 15,634 135,888
Percentage with decreased home values 82 78 62
Percentage with negative equity 20 14 12

Change in home market values since loan origination
Median percentage decline 18 16 15
Median percentage increase 10 9 11

Source: First American CoreLogic, LoanPerformance data and LoanPerformance House Price Index.
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In Nassau County, 78 percent of nondistressed
borrowers’ homes have declined in value since loan
origination with a median value decrease of 16 percent.
Consequently, 14 percent of nondistressed borrowers
have negative equity. 

Both Suffolk and Nassau counties have higher
percentages of NEBs than New York State’s 12 percent. 

Concentrations of At-Risk Borrowers on Long Island

We now consider how defaults on negative equity loans in
Long Island might add to mortgage distress at the local
level. Focusing on the hotspot Zip codes, we illustrate the
potential effect of declining home values on these
neighborhoods (Chart 2).

We start by assuming that present patterns of
mortgage distress will persist. (The DMR bars, shown in
light and dark green, correspond to the two hotspot tiers
of severity in the map). We then consider how the
concentration patterns would change if NEBs were to
default. While the percentage of NEBs who might default
is unknown, one assumption is that they all default
(shown in blue in Chart 2).7 This assumption is not
inconceivable, because second liens are not included in
our calculations of negative equity. In any case, the
relative pattern of negative equity by Zip code

points to concentrations of borrowers who may be at risk
of default because of recent declines in home values. 

Grouping loans by Zip code, we find more than half of
negative equity borrowers (53 percent) in areas where
mortgage distress is already the most severe: the
twenty-two hotspot Zip codes identified earlier. 

Even in areas where negative equity loans are less
concentrated, defaults by NEBs could result in large
proportional increases in mortgage distress and in
demand for services.

Conclusion
Delinquency and foreclosure among securitized, nonprime
first-lien mortgages affect a large share of housing units
on Long Island compared with most other counties in the
United States. The severity of this problem, however, is
masked by New York State’s relatively low share of
housing with mortgages in distress. Our study finds that
variation extends down to the Zip-code level, where about
half of Long Island’s distressed mortgages are on
properties located in just 22 of the 221 Zip codes that
make up Suffolk and Nassau counties. The detailed
information derived from this type of local-level analysis
can be useful for neighborhood housing program
administrators and others who work to provide critical
and timely homeowner assistance. 

▲
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Chart 2

Mortgage Distress and Negative Equity in Hotspot Long Island Zip Codes 

Sources: First American CoreLogic, LoanPerformance data and LoanPerformance House Price Index; GeoLytics.

Note: DMR is the ratio of nonprime distressed mortgages per 1,000 housing units.
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Our study also considers the relationship between
declining home values and mortgage distress. When home
values depreciate, borrowers can wind up with negative
equity and be at greater risk of default. We find negative
equity concentrated primarily in those Long Island
neighborhoods where mortgage distress is already highest.
Going forward, further research, along with the “ground-
level” insight of housing practitioners, can build on our
analysis by examining other factors that contribute to
mortgage distress. These factors include high levels of
consumer debt, rising unemployment, overly flexible
underwriting terms, and the growing level of distress
among borrowers with prime mortgages.

About the Numbers
Our loan data source is First American CoreLogic’s
LoanPerformance data set. Loan figures are based on February 1,
2010, data for active mortgages on one-to-four-unit residential
properties that have been pooled and packaged into securities
assigned a grade of either subprime or alt-A. The underlying data
do not represent every nonprime mortgage. We exclude balances
on second liens. As of February 1, 2010, the data set provided
monthly loan-level information on approximately 4.1 million
active securitized loans with total balances of more than $1 trillion.
While the LoanPerformance data set captures more than 90 per -
cent of securitized nonprime loans after 1999 and nearly 100 percent
of the crucial 2003-05 vintages, it excludes all loans held in bank
portfolios—loans that may look substantially different. Total
housing units data are 2008 estimates prepared by GeoLytics
(http://www.geolytics.com). The map was created using ESRI
software (http://esri.com). The House Price Index is from First
American CoreLogic.

Notes
1. Our analysis uses a broad concept of distressed mortgages, which
we define as nonprime mortgages that are severely delinquent (at
least ninety days), currently in foreclosure, or REO (real-estate-
owned by a financial institution). Nonprime mortgages consist
primarily of subprime and alt-A loans. Compared with prime
mortgage loans, subprime mortgages are typically of smaller value
and made to borrowers with some blemish on their credit history.
Alt-A, or “near-prime,” mortgages are typically larger value loans
made to borrowers who, for a variety of reasons, may not choose to
provide the documentation of income or assets usually required to
obtain a prime mortgage.

2. See, for example, Andrew F. Haughwout and Ebiere Okah, “Below
the Line: Estimates of Negative Equity among Nonprime Borrowers.”
Federal Reserve Bank of New York Economic Policy Review 15, no. 1,
July 2009. 

3. For a local-level analysis of nonprime mortgages in New York
City, see Ebiere Okah and James Orr, “Subprime Mortgage Lending in
New York City: Prevalence and Performance.” Federal Reserve Bank
of New York Staff Reports, no. 432, February 2010.

4. To identify the hotspots, we choose Zip codes with DMRs of 33
and above and with at least 200 distressed loans. We exclude data
for which a Zip code was determined to be invalid. 

5. However, recall that second mortgages are not included in our
analysis, so our calculations of the amount of negative equity on
Long Island are likely to be conservative.

6. Haughwout and Okah (2009). 

7. Our analysis assumes that loans currently in distress will not be
prepaid, or in some other way resolved, as additional loans become
distressed. It also assumes that all negative equity borrowers want,
or need, to sell; thus, the fact that these borrowers have not yet
defaulted does not indicate that they are no longer at risk.

Additional resources, including tables, maps, and charts, are available
at http://www.newyorkfed.org/regional.
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