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Dear Colleagues:

I am providing you with the NYS Assembly Ways and Means Committee Revenue Report for State
Fiscal Year (SFY) 2010-11 and 2011-12. This report is part of our commitment to presenting clear and
accurate information to the public. It provides an overview of the national and State economies, as
well as an analysis of the Committee staff revenue forecast for SFY 2010-11 and 2011-12.

The Committee staff projects that total All Funds receipts will reach $134.5 billion in SFY 2010-11,
which represents an increase of $7.8 billion, or 6.2 percent, over SFY 2009-10. The Committee staff
estimate is $49 million lower than the Executive’s estimate for SFY 2010-11.

The Committee staff projects that All Funds receipts will total $132.8 billion in SFY 2011-12, a
decrease of $1.7 billion, or 1.3 percent, over SFY 2010-11. The Committee staff forecast is
$37 million lower than the Executive’s forecast for SFY 2011-12. This difference is largely
attributable to differences in economic projections and how this translates into receipts.

The Committee staff projections are reviewed by an independent panel of professional economists
drawn from major financial corporations, prestigious universities, and private forecasters from across
the State. Assembly Speaker Sheldon Silver and | would like to express our appreciation to all of the
members of our Board of Economic Advisors. Their dedication and expert judgment have been
invaluable in helping the Ways and Means Committee staff refine and improve this forecast. They
have served to make the work of the staff the best in the State. Of course, they are not responsible for
either the numbers or any of the views expressed in this document.

| wish to acknowledge the fine work done by the talented Ways and Means Committee staff. Their

forecasts are integral to the budget process. The Speaker and | look forward to working with you to

achieve our goal of crafting a fair budget for all New York families during this challenging time.
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erman D. Farrell, J-
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Financing Overview

The Assembly Ways and Means Committee staff forecasts moderate growth in revenues
which is consistent with modest growth in the economy:

» In State Fiscal Year 2010-11 State funds taxes are estimated to increase by 5.3 percent
or $3.0 billion, when including Miscellaneous Receipts and Federal grants All Funds
receipts are estimated to increase by 6.2 percent or $7.8 billion;

» In State Fiscal Year 2011-12 State funds taxes are forecast to increase by 6.7 percent
or $4.0 billion as the economy maintains its current growth momentum. However, as
funds from the Federal stimulus expire, All Funds receipts are forecast to decline
1.3 percent or $1.7 billion.

The two-year WAM staff projections show no significant difference from the Executive
forecast:

»  For SFY 2010-11 the staff forecast for All Funds receipts is $49 million below the
Executive’s forecast;

> For SFY 2011-12 the staff forecast is $37 million below the Executive’s forecast.

The Executive’s Budget contains over $1.2 billion in new revenue, most of it non-
recurring in nature:

» For SFY 2011-12 the Executive proposes revenue enhancements totaling
$340 million (primarily through tax modernization and abandoned property);

» In addition, the Executive is proposing non-recurring actions totaling $805 million,
such as utilizing available funds from the MTA, pay-as-you-go capital spending,
negotiating funding agreements with public authorities, limiting State’s liability for
School Aid claims, and other transactions.
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Temporary revenue provisions decrease from $15 billion in SFY 2010-11 to $6.9 billion
in SFY 2011-12, most of which are set to expire this year:

»  The major temporary actions include $4.96 billion in revenues, $862 million in
federal stimulus aid and $1 billion in other actions;

»  The primary decline is in the Personal Income Tax (PIT) surcharge estimate to
$3.5 billion from $4.5 billion or a decrease of $1.0 billion;

»  Revenue from sales tax on clothing is estimated to decrease by $110 million in
SFY 2011-12;

»  The Executive Budget projects to receive $1.1 billion in Federal Stimulus aid in
SFY 2011-12, a reduction of $5.2 billion. Lower federal stimulus aid of $5.2 billion
consists of $4.1 billion in Medicaid and $1.1 billion in education grants.

The proposed financial plan is balanced in the current year, but the State will still have
out-year deficits:

»  The State faces budget gaps of $10 billion in 2011-12, $15.3 billion in 2012-13,
$17.9 billion in 2013-14, and $21.4 billion in 2014-15;

»  The estimated gaps, which are sizeable by any measure, reflect the short-term impact
of the recession on State tax receipts and economically-sensitive programs, and the
phase-out of the Federal government’s stimulus funds;

»  The annual increase in State spending includes the phase-out of Federal ARRA State
Fiscal Stabilization funding that results in an annual increase of roughly $330 million,
offset by an annual reduction of approximately $200 million driven by the 2011-12
Executive Budget recommendations described below.

The Executive Budget replaces temporary funding measures with new spending
limitations in the area of education and health care:

»  The Executive is proposing limits on the annual growth rates for major programs,

including Medicaid and School Aid. The target growth rate for Medicaid will be the
long-term average change in the medical component of the Consumer Price Index.
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The target growth rate for School Aid will be based on the change in New York State
personal income,;

With the proposed spending limitations and other spending reductions, targeted
disbursement growth and revenue actions the out year budget gaps are reduced to
$2.3 billion in SFY 2012-13, $2.5 billion in SFY 2013-14, and $4.4 billion in
SFY 2014-15.

The state’s debt outstanding is getting critically close to the maximum level of allowable

debt:

>

State-related debt outstanding is projected to total $58.1 billion in 2011-12, an
increase of $1.7 billion or 3.0 percent from 2010-11;

Over the period of the Financial Plan, State-related debt outstanding is projected to
increase from $56.4 billion in 2010-11 to $58.3 billion in 2015-16, or an average
increase of 0.6 percent annually;

Overall, debt affordability measures from 2010-11 through 2015-16 show that State-
supported debt outstanding is projected to remain two percent below the statutory
debt cap over the Plan period.

General Fund stability continues to be susceptible to down cycles as the Rainy Day Fund
has limited resources and the Tax Stabilization Reserve Fund will be used to meet current
year cash flow needs:

>

Funds from the Tax Stabilization Reserve Fund (TRSF) may be borrowed by the
General Fund temporarily and repaid within the same fiscal year. They may also be
borrowed to cover an operating deficit at year-end. These loans must be repaid within
six years in no less than three annual installments;

Cash assets of the TSRF are routinely loaned to the Local Assistance Account or the
State Purposes Account during the fiscal year, but repaid in cash by March 31 of any
fiscal year.
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The financial plan contains the following measures to support this year’s budget:

>

In 2010, the State amortized pension costs above a certain percentage of payroll,
reducing State Operating Funds spending by $249 million in SFY 2010-11,
$635 million in SFY 2011-12, $789 million in SFY 2012-13, and $1.01 billion in
SFY 2013-14;

The State enacted laws in 2010 to defer the payment of tax credits on businesses that
were expecting to receive a tax credit in excess of $2 million of tax credits for three
years saving $970 million in SFY 2011-12.

The Executive Budget is required to be presented, for informational purposes, on a GAAP

basis:

>

In SFY 2010-11, the Executive estimates an Operating Deficit of $86 million,
increasing the Accumulated Deficit from $3.5 billion to $3.6 billion;

For the upcoming fiscal year the Executive anticipates an Operating Surplus of
$165 million for SFY 2011-12, reducing the Accumulated Deficit of $3.5 billion;

For the out-years the Executive estimates annual Operating Deficits of $3 billion in
SFY 2012-13, $3.4 billion in SFY 2013-14, and $5.3 billion in SFY 2014-15;

This leads to Accumulated Deficits of $6.5 billion in SFY 2012-13, $9.9 billion in
SFY 2013-14, and $15.2 billion in 2014-15.

The Executive proposes to extend HCRA until March 31, 2014, with the fund remaining
in balance without support from the General Fund:

>

HCRA is anticipated to receive $5.4 billion, an increase of $360 million above
SFY 2010-11;

Additional proceeds from the sale of insurance company conversions are estimated to
generate $150 million;

All receipts in HCRA, except cigarette tax receipts, are projected to show modest
growth in SFY 2011-12.
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Economic Overview

KEY NATIONAL INDICATORS AND TRENDS

>

Real GDP: the forecast calls for real gross domestic product to grow by 3.2 percent in
2011, above the 2.8 percent rate of 2010. The U.S. economic recovery will maintain
momentum through 2012 with growth of 3.1 percent;

Table 1

Key Economic Forecast Variables
(Percent Change)

Actual Estimate Forecast Forecast
2009 2010 2011 2012
US Variables
Real GDP (2.6) 2.8 3.2 3.1
Personal Income (1.7) 3.0 4.7 3.2
Corporate Profits (0.4) 29.2 8.0 29
Employment (4.4) (0.7 1.2 21
S&P 500 (22.5) 20.5 16.4 5.9
Treasury Bill Rate (3 month)* 0.2 0.1 0.2 13
Treasury Note Rate (10-year)* 3.3 3.2 3.6 4.2
NYS Variables
Employment (3.1) 0.1 0.9 1.2
Wages (7.2) 4.4 3.8 6.6
*Annual Average Rate
Source: NYS Assembly Ways and Means Committee Staff

Consumption and Investment: Consumption spending is forecast to experience
positive growth going forward following unprecedented declines in 2008 and 2009.
U.S. consumption is forecast to increase by 3.1 percent in 2011, following growth of
1.8 percent in 2010, and further grow by 2.8 percent in 2012. Following historic
declines over the last three years, investment spending is recovering as business
confidence is slowly recovering. The U.S. ISM Manufacturing Index rose to
60.8 percent in January from 58.5 percent in December, indicating an expanding
sector. The current Ways and Means Committee staff forecast does not expect
significant growth in residential investment until 2012, reaching levels that will still
be well below the 2004 and 2005 peak. Overall, investment spending is forecast to
increase by 6.8 percent growth in 2011, following growth of 16.8 percent in 2010;
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Monetary Policy: The Federal Reserve is expected to continue its current monetary
accommodation through early 2012 and is expected to slowly increase its federal
funds rate target to 2.5 percent by the end of 2012. At its November 2010 meeting
the Federal Open Market Committee (FOMC) announced that it would resume its
purchase of assets, buying $600 billion of long-term U.S. Treasuries, through the
second quarter of 2011. Overall, the Federal Reserve maintains its stance that the
economic outlook warrants keeping interest rates at historically low levels;

Fiscal Policy: following the unprecedented fiscal policy initiatives of 2008, 2009, and
2010, government spending growth is expected to decelerate in 2011, driven by
0.8 percent growth in Federal spending — down from 4.8 percent in 2010 — and
negative 0.5 percent State & Local government growth, the third consecutive annual
decline;

Inflation: aggregated consumer prices, as measured by the Consumer Price Index, are
expected to increase by an average of 2.1 percent in 2011 followed by 2.2 percent
growth in 2012. However, as commodity prices — especially oil prices — are on the
rise while various primary and intermediate products inflation rates accelerate, a
more rapid acceleration of inflation provides a source of risk to this forecast;

Employment: U.S. employment is expected to increase by 1.2 percent in 2011,
followed by growth of 2.1 percent in 2012. However, as the level of job gains is not
adequate to compensate for the severe losses experienced during the period January
2008 to December 2009, the unemployment rate will be at 8.2 percent by the fourth
quarter of 2012, down from 9.0 percent as of January 2011,

Equity Markets: Broad measures of financial wealth, such as the S&P 500 index have
registered impressive gains since the lows of early 2009. Overall, the S&P 500
declined by 22.5 percent in 2009, following a decline of 17.3 percent in 2008, and is
forecast to grow by 20.5 percent in 2010, with further growth of 16.4 percent in 2011
and 5.9 percent in 2012;

Foreign Growth: The world economy ended 2010 surprisingly stronger than what
analysts had expected at the beginning of the year. A trade-weighted index of foreign
GDRP is forecast to increase by 3.8 percent and 4.0 percent in 2011 and 2012,
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respectively." However, the risks remain substantially high on several key fronts for
2011. Developments in emerging markets, the stability of the Euro area as several
peripheral European countries are still unable to finance debt at sustainable rates, will
combine in providing renewed uncertainty in the overall outlook;

NYS ECONOMIC INDICATORS AND KEY MODEL DRIVERS

»  Employment: New York State employment is estimated to have registered a small
0.1 percent gain in 2010, following a decline of 3.1 percent in 2009. Employment
growth is expected to accelerate to 0.9 percent in 2011 and 1.2 percent in 2012. As
of December 2010 the NYC unemployment rate stood at 8.9 percent — compared to
8.2 percent for the State — but below the 10.5 percent rate in December 2009. The
private sector in the City added 50,800 jobs in December 2010 over December
2009, or a growth rate of 1.6 percent compared to only 0.5 percent growth in the
Upstate area. However, employment still remains 99,000 jobs or three percent below
the peaks of early 2008. The critical financial services sector is still down 38,000
jobs. Securities employment is down 27,000 jobs or 15 percent from peak
employment levels;?

»  Wages: New York State tax receipts, in particular the withholding component of the
personal income tax, critically depend on wages and salaries. In 2010 wage growth is
forecast to have recovered with positive 4.4 percent growth, while bonuses are
forecast to have increased by 19.1 percent. For 2011, the Committee staff expects
wage growth of 3.8 percent while bonuses are expected to average 3.2 percent
growth. In 2012, total wages are forecast to increase by 6.6 percent with variable
wages increasing by 23.5 percent. The 2012 increase is due to the timing of bonus
allocation based on the anticipation of the expiration of the Bush tax cuts in
December 2012, following the two-year extension achieved in December 2010;

»  Capital Gains: Capital gains activity is another critical component in determining the
State’s personal income tax liability. Growth in capital gains is important because, as
discussed more fully in the personal income tax section of this report, payments from
high-income individuals that realize a significant amount of capital gains account for
much of the estimated payments component of personal income tax collections. The

! “International Notes”, Macroeconomic Advisers, February 9, 2011.
2 “Monthly Report on Current Economic Conditions”, The City of New York, Office of Management and
Budget, January 19, 2011.
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Committee staff projects net capital gains will increase to $40.9 billion in 2010, up
from only $29.1 billion in 2009, followed by an increase of 27.4 percent in 2011 and
51.3 percent in 2012, as a result of the expectation of higher tax rates on capital gains
in 2013;

»  Consumption Trends: consumption growth is critical in forecasting sales tax receipts.
As mentioned in the previous section, consumption growth is expected to make
steady gains through 2011 and 2012, while auto sales are also forecast to continue
growing in 2011 and 2012 with rates of 5.3 percent and 4.7 percent, respectively,
following a decline in 2009 and growth of 5.8 percent in 2010. Tourism activity was
strong with a 4.5 percent increase in October 2010 - over the year ago levels - in
passenger activity at NYC airports, with 6.3 percent increase in travelers arriving via
international carriers. Hotel occupancy was 85.1 percent in November 2010, up from
82.4 percent in November 2009, signifying upward price pressures.
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Revenue Forecast

STATE FISCAL YEAR 2010-11

Economically sensitive taxes, following modest growth in the economy, are beginning to
recover from the global economic recession. The NYS Assembly Ways and Means
Committee staff projects All Funds tax revenue for SFY 2010-11 to be $60.714 billion,
representing an increase of 5.3 percent or $3.046 billion over the prior year. Adding
miscellaneous receipts and Federal grants, the total would be $134.546 billion, an increase
of $7.798 billion or 6.2 percent. Temporary tax law changes have helped to boost current
year tax revenues a modest 7.0 percent growth with two months remaining in the fiscal
year.

Table 2
SFY 2010-11 Forecast Summary
($ in Millions)

2009-10 2010-11 Percent Diff.
Actual Estimate Change Growth Exec.
Personal Income Tax $34,751 $35,762 $1,011 2.9% ($107)
User Taxes 12,852 14,171 1,319 10.3% (12)
Business Taxes 7,459 7,651 191 2.6% (22)
Other 2,606 3,130 524 20.1% 93
Total All Funds Taxes 57,668 60,714 3,046 5.3% 47)
All Funds Misc. Receipts 23,557 23,734 177 0.8% (2)

Federal Grants 45,523 50,098 4 575 10.0%
Total All Funds Receipts $126,748 $134,546 $7,798 6.2% ($49)

The majority of the increase in tax receipts is split between the personal income tax (PIT)
and user taxes and fees, which are estimated to increase by $1.011 billion or 2.9 percent
and $1.319 billion or 10.3 percent, respectively. Other taxes are expected to increase by
$524 million or 20.1 percent while business taxes are estimated to increase $191 million
or 2.6 percent.

The Assembly Ways and Means Committee staff’'s State Funds tax revenue estimate is

$47 million below the Executive Budget Financial Plan. Committee staff estimates are
$49 million below the Executive’s when estimates for miscellaneous receipts and Federal
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grants are included. The largest difference between the Committee staff estimate and the
Division of Budget estimate is in personal income tax receipts—the Committee staff
estimate is $107 million below the Executive.

Year-to-Date Results

Through the first ten months of the fiscal year, All Funds tax revenues are up 7.0 percent.
This increase is largely attributable to a $1.949 billion or 6.7 percent increase in PIT—the
majority of which was in withholding and estimated payments. Also contributing to the
year-to-date increase is a $1,065 billion or 9.8 percent increase in user taxes and fees.
Other taxes increased $528 million, an increase of 25.2 percent. Business taxes, however,
have declined 4.4 percent or $235 million. The sharp increase in business taxes in the last
two months of the year reflect the administrative delay of $200 million in refunds, strong
audit collections and the general belief that business tax collections have “turned the
corner.” Tax collections are expected to decrease by 2.5 percent over the last two months
of the fiscal year due to the timing of certain payments.

Status of Ways and Means Staff Forecast Through January

PIT User Business Other Total
30% -+ 25.2%
20% A 20.0%
o, 12.8%
10% 4 6.7% 9.8% 7.0%
0% T T T T 1] 1
5 lm -0.8% -2.5%
-10% - a0
-20% - -16.7%
@ Through January ® Growth Needed

Source: Office of the State Comptroller, Ways and Means Committee staff estimates

Figure 1
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Tax Forecast
Personal Income Taxes

The NYS Assembly Ways and Means Committee staff estimates that personal income
tax (PIT) receipts will total $35.762 billion in SFY 2010-11, representing growth of
2.9 percent or $1.011 billion over the prior year. Gross receipts are expected to increase
by 5.2 percent or $2.157 billion over SFY 2009-10, driven largely by expectations for
growth in withholding of 4.4 percent or $1.287 billion, as well as an increase in voucher
payments of 6.3 percent or $434 million. Final payments and extension payments are
expected to conclude with increases of 8.2 percent or $150 million and 12.7 percent or
$266 million, respectively. The Committee staff estimates that delinquencies will increase
by 1.8 percent, or $20 million.

Offsetting the annual growth in gross receipts is an anticipated 16.8 percent or
$1.116 billion increase in total refunds, resulting from significant growth in all of the major
refund components. The growth in both prior and current year refunds is directly
attributable to an administrative shift in refund allocation between fiscal years, as
$500 million in what would have otherwise been SFY 2009-10 current year refunds was
distributed as SFY 2010-11 prior year refunds for cash flow savings.

Through January 2011, net personal income taxes have totaled $29.122 billion year-to-
date, an increase of 6.7 percent, and will actually require an average decline of
16.7 percent in the final two months to reach SFY 2010-11 estimates — however this
decline is overstated due to the deferral of tax refunds in SFY 2009-10.

User Taxes

User taxes are estimated to total $14.171 billion in SFY 2010-11, an increase of
10.3 percent or $1.319 billion. Sales tax revenue, the largest tax in this category, is
estimated to increase by $972 million or 9.2 percent—reflecting the general recovery of the
economy. In particular, the increase in user taxes is also reflective of increased consumer
spending after years of frugality. The growth in user taxes is aided somewhat by tax law
changes, which are expected to create an additional $390 million in sales tax and
$254 million in cigarette tax revenues.
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Through the first ten months of the fiscal year, sales tax revenues are up 8.7 percent, and
have grown year-over-year in every month this fiscal year, except for September.
Collections in the last two months of the year are expected to grow by 12.1 percent as tax
law changes take effect and the economic recovery continues.

Business Taxes

Business taxes are estimated to increase 2.6 percent or $191 million above SFY 2009-10.
Corporate franchise taxes are expected to increase 24.5 percent or $614 million. In
contrast, utility taxes and insurance taxes are estimated to decrease by 13.6 and
11.1 percent, respectively. A slight decline is estimated in the petroleum business tax, and
the bank tax is expected to yield $112 million or 8.0 percent less than the prior year.

Through ten months of the fiscal year, business taxes are 4.4 percent below where they
were last year, and growth of 20.0 percent is expected in the last two months of the fiscal
year. Bank tax collections are currently down 18.7 percent from last year, but are expected
to increase 21.6 percent in the remainder of the year to finish SFY 2010-11 down only
8.0 percent. The corporate franchise tax seems to have reached a turning point, with a
positive year-to-date growth. The Committee staff estimate accepts the Executive’s
assumptions with regard to significant audit collections in the remaining part of the fiscal
year and the deferral of $200 million in refunds.

Other Taxes

Other tax collections are estimated to increase 20.1 percent or $524 million from
SFY 2009-10. Estate and gift taxes are at $1.027 billion year-to-date, up 40.4 percent year-
to-date. With expected 0.3 percent growth in the next two months, estate and gift tax
revenues are expected to increase 34.2 percent or $297 million for the full fiscal year.

Through January, real estate transfer tax (RETT) receipts are up 17.8 percent or $73 million
over the same year-to-date period in SFY 2009-10. The federal home buyer credit, which
expired April 30, 2010, was a major factor in supporting the housing market. The
expiration of the federal tax credit in conjunction with new rules for FHA-backed loans
may diminish the rapid gains that the housing market enjoyed over the first ten months of
SFY 2010-11. Nonetheless, the number of sales and real estate prices throughout New York
appear to have stabilized. In pockets of New York City there appear to be signs of
continued modest growth. Thus, the overall RETT growth for SFY 2010-11 is expected to
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be 13.7 percent or $68 million over SFY 2009-10. In its first full year since enactment, the
MTA payroll tax experienced growth of 17.1 percent year-to-date.

Miscellaneous Receipts

All Funds miscellaneous receipts are estimated to total $23.734 billion, an increase of
$177 million. The Committee staff estimate is $2 million below the Executive.

Lottery

Through the first ten months of SFY 2010-11 sales of traditional lottery games (lotto,
numbers, win 4, pick 10, etc.) have been declining. As of January, traditional lottery
receipts are down 2.8 percent or $41 million below the same period in SFY 2009-10.
Therefore, the Assembly Ways and Means Committee staff estimates a decline in traditional
lottery of 2.3 percent or $63 million from SFY 2009-10. On the other hand, receipts from
video lottery gaming (VLT) are growing. As a result of increased VLT activity, the one-time
$380 million payment for Aqueduct licensing, as well as legislative changes that increased
the share of net machine income that goes to Education, the Committee staff estimates
substantial growth in video lottery gaming revenue of 86.2 percent or $425 million over
SFY 2009-10. The Committee staff estimates combined revenue of $3.007 billion for
SFY 2010-11, a growth rate of 13.7 percent or $362 million over SFY 2009-10.

General Fund

The Ways and Means Committee Staff estimates that General Fund taxes, before transfers,
will be $39.143 billion, reflecting growth of 5.8 percent or $2.146 billion over
SFY 2009-10. This estimate is $19 million below the Executive Budget estimate and
$733 million below the Enacted Budget financial plan. When including transfers,
miscellaneous receipts and federal grants, General Fund receipts are estimated to be
$54.167 billion, representing growth of $1.611 billion or 3.1 percent. This estimate is
$47 million below the Executive Budget estimate.
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Table 3
SFY 2010-11 General Fund Forecast Summary

($ in Millions)

2009-10 2010-11 Percent Diff.

Actual Estimate Change Growth Exec.

Personal Income Tax $22,654 $23,544 $890 3.9% (80)
User Taxes 8,087 8,796 709 8.8% 22
Business Taxes 5,371 5,622 251 4. 7% 42)
Other 885 1,181 296 33.4% 82
Total 36,997 39,143 2,146 5.8% (19)
Misc Rpts & Federal Grants 3,959 3,141 (818) -20.7% (2)
Transfers 11,600 11,883 283 2.4% (26)
General Fund Receipts $52,556 $54,167 $1,612 3.1% ($46)
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STATE FISCAL YEAR 2011-12

Key economic indicators point to an ongoing but slow recovery. The Assembly Ways and
Means Committee staff is now predicting that GDP will accelerate slightly from 2.8 percent
in 2010 to 3.2 percent in 2011. In addition, New York employment is forecast to grow
0.9 percent, while total wages are forecast to grow 3.8 percent. As a result, the Committee
staff is expecting growth of $4.039 billion to $64.753 billion, or 6.7 percent in tax revenue
for the upcoming fiscal year. The growth is due largely to 6.9 percent growth in personal
income taxes and 11.0 percent growth in business taxes. Stronger growth in consumer
spending offset by the incremental impact of partially reinstating the clothing sales tax
exemption is expected to keep growth in user taxes at 4.6 percent. The Committee staff
forecast is $37 million below the Executive Budget forecast, including estimates for
miscellaneous receipts and Federal grants.

Table 4
SFY 2011-12 Forecast Summary
($ in Millions)

2010-11 2011-12 Percent Diff.

Estimate Forecast Change Growth Exec.
Personal Income Tax $35,762 38,235 $2,473 6.9% (274)
User Taxes 14,171 14,820 649 4.6% 10
Business Taxes 7,651 8,489 838 11.0% 111
Other 3,130 3,209 79 2.5% 122
Total Taxes 60,714 64,753 4,039 6.7% (31)
All Funds Misc Receipts 23,734 23,810 76 0.3% (6)
Federal Grants 50,098 44,271 (5,827) -11.6%
Total All Funds $134,546 $132,834 ($1,712) -1.3% ($37)

Tax Forecast
Personal Income Taxes
Overall, personal income taxes, the largest component of tax collections, are forecast to total

$38.235 billion, which is $2.473 billion or 6.9 percent above the SFY 2010-11 estimate.
Calendar year 2011 wage growth is expected to be a healthy 3.8 percent, and capital gains
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are expected to increase by 27.4 percent. As a result, New York adjusted gross income is
forecast to increase by 5.4 percent, resulting in a liability increase of 7.4 percent.

The strong growth in capital gains contrasts with prior economic forecasts, which had
assumed that investors would accelerate their realization of capital gains from 2011 into
2010 to avoid higher federal tax rates in 2011. As result of the extension of the lower rates,
the Ways and Means Committee staff anticipates that estimated payments will increase by
13.2 percent in 2011-12.

User Taxes

All Funds user taxes are forecast to be $14.820 billion, which is 4.6 percent above the
current year. This forecast reflects the expectation that the economic recovery will be
relatively slow and consumer spending growth will continue to be positive, but constrained
by the slow pace of the recovery in employment and the housing market. In addition, sales
tax collections will be negatively impacted by the partial reinstatement of the exemption on
clothing and footwear, which will be effective for purchases less than $55 on
April 1, 2011.

Business Taxes

Business taxes are forecast to total $8.489 billion in SFY 2011-12, which is an increase of
11.0 percent from the current year closeout on an All Funds basis.

The Committee staff is forecasting strong growth in the corporate franchise tax, utility and
bank taxes with moderate growth in insurance taxes. The recovery in business taxes, after
the slight decline in revenues in SFY 2010-11, reflects the impact of the business tax credit
deferral that was enacted as part of the SFY 2010-11 Budget, as well as continued growth
in corporate profits.

Other Taxes
Other taxes, which consist primarily of the estate tax, real estate transfer taxes, and the
MTA payroll tax, are forecast to increase by 2.5 percent in SFY 2011-12, to a level of

$3.209 billion. After a strong recovery in 2010-11, albeit from very depressed levels in
2009-10, collections are expected to be virtually unchanged from the prior year.
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Miscellaneous Receipts

All Funds miscellaneous receipts, including lottery, are forecast to total $23.810 billion,
which represents an increase of $76 million. The 2011-12 miscellaneous receipts forecast
includes a proposal to increase abandoned property collections by decreasing the amount
of time before certain properties are considered abandoned.

Lottery

Lottery receipts are forecast to decrease 4.0 percent in SFY 2011-12. However, this decline
is due to the one-time payment of $380 million for the franchise fee to run the Aqueduct
racino that was received in SFY 2010-11. Absent this payment, lottery receipts would be
expected to increase by 9.2 percent.

General Fund

In SFY 2011-12, the Ways and Means Committee Staff forecasts that General Fund taxes
will be $41.998 billion, reflecting growth of $2.855 billion or 7.3 percent. This estimate is
$24 million below the Executive Budget forecast, or $566 million below the forecast
released with the SFY 2010-11 Enacted Budget. When including transfers, miscellaneous
receipts and federal grants, General Fund receipts are forecast to be $56.872 million,
representing growth of $2.704 billion or 5.0 percent over the SFY 2010-11 estimate. This
forecast is $130 million below the Executive, and $935 million below the forecast released
in the Enacted Budget Report.
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Table 5
SFY 2011-12 General Fund Forecast Summary

($ in Millions)

2010-11 2011-12 Percent Diff.

Estimate Forecast Change Growth Exec.
Personal Income Tax $23,544 25,383 $1,839 7.8% (205)
User Taxes 8,796 9,129 333 3.8% (24)
Business Taxes 5,622 6,330 708 12.6% 79
Other 1,181 1,156 (25) -2.1% 126
Total 39,143 41,998 2,855 7.3% (24)
Misc Rpts & Federal Grants 3,141 3,142 1 0.0% (6)
Transfers 11,883 11,732 (152) -1.3% (100)
General Fund Receipts $54,167 $56,872 $2,704 5.0% ($130)
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RISKS TO THE REVENUE FORECAST

The pace of economic activity is the largest risk to achieving our revenue forecast. The
largest share of state tax revenues is provided by the personal income tax, which is
dependent upon the Committee staff’s forecast for total wages and other measures of
income. If total wages, which include variable bonuses, grow at a slower pace than
forecast by the Committee staff total tax collections will suffer. Whether due to continued
high unemployment or shifts in the composition of bonuses from cash to equity shares in
reaction to federal legislation, a decline in taxable wages in SFY 2011-12 will have a
negative impact on tax collections. Similarly, the personal income tax and estate tax
forecasts depend on the continued growth in the equity markets throughout the forecast
period, as measured by capital gains and the S&P 500.

In SFY 2011-12 the Committee staff expects the economic recovery to also provide stable
and positive growth in the real estate market, with a heavy dependence on the commercial
real estate sector in New York City. Any significant increase in housing inventories or
higher interest rates will serve as a drag on the real estate market and provide direct
downward pressure on real estate transfer tax revenues. Also, since the real estate markets
have such a strong influence on consumer confidence, any unexpected decline in housing
or commercial property values will slow growth in consumption related tax revenue
sources.

In addition, this forecast assumes the enactment of all revenue proposals contained in the
Executive Budget and the enforcement of current laws regarding reservation sales of
cigarettes to non-Indians in SFY 2011-12.

Although the Committee staff forecasts significant growth in oil prices in 2011, this forecast

might prove too low, as continued unrest in oil producing countries may yield even higher
prices in the near future, subverting the overall economic recovery.
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Detailed Revenue Tables

Table 6
All Governmental Funds SFY 2010-11
($ in Millions)

2009-10 2010-11 Percent Diff.
Actual Estimate Change Growth Exec.
Personal Income Tax $34,751 $35,762 $1,011 2.9% ($107)
Gross Receipts 41,393 43,550 2,157 5.2% (35)
Withholding 29,443 30,730 1,287 4.4% (46)
Estimated Payments 9,028 9,728 700 7.8% (23)
Vouchers 6,938 7,372 434 6.3% 28
IT 370s 2,090 2,356 266 12.7% (51)
Final Payments 1,822 1,972 150 8.2% 5
Delinquencies 1,100 1,120 20 1.8% 29
Total Refunds 6,642 7,758 1,116 16.8% 72
Collections 34,751 35,792 1,041 3.0% ($107)
User Taxes and Fees 12,852 14,171 1,319 10.3% (11)
Sales and Use Tax 10,529 11,501 972 9.2% (12)
Motor Fuel Tax 507 514 8 1.5% (2)
Cigarette Tax 1,364 1,620 256 18.8% (1)
Highway Use 137 129 (8) -5.8% -

Alcoholic Beverage Tax 226 228 2 0.9%

Auto Rental Tax 76 95 19 25.0%
Taxi Surcharge 13 85 72 553.8% 4
Business Taxes 7,459 7,651 191 2.6% (22)
Corporate Franchise 2,511 3,125 614 24.5% (145)
Utility Tax 954 825 (129) -13.6% (11)
Insurance Tax 1,491 1,325 (166) -11.1% 17
Bank Tax 1,399 1,287 (112) -8.0% 103
Petroleum Business Tax 1,104 1,089 (15) -1.4% 14
Other 2,606 3,130 524 20.1% 93
Estate and Gift 866 1,163 297 34.2% 82
Real Estate Transfer 493 561 68 13.7% (6)

Pari Mutuel 19 17 (2) -10.5%

Other 1 1 0 29.4%
Payroll Tax 1,228 1,389 161 13.1% 17
Total All Funds Taxes 57,668 60,714 3,046 5.3% (47
All Funds Misc Receipts 23,557 23,734 177 0.8% (2)
Federal Grants 45,523 50,098 4575 10.0% -
Total All Funds Receipts $126,748 $134,546  $7,798 6.2% (49)
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Table 7
All Governmental Funds SFY 2011-12

($ in Millions)

2010-11 2011-12 Percent Diff.
Estimate Forecast Change Growth Exec.
Personal Income Tax $35,762 $38,235 $2,473 6.9% ($274)
Gross Receipts 43,550 45,844 2,294 5.3% (177)
Withholding 30,730 31,638 908 3.0% (164)
Estimated Payments 9,728 11,008 1,280 13.2% 83
Vouchers 7,372 8,415 1,043 14.1% 235
IT 370s 2,356 2,593 237 10.1% (152)
Final Payments 1,972 2,010 38 1.9% (180)
Delinquencies 1,120 1,188 68 6.1% 84
Total Refunds 7,758 7,609 (149) -1.9% 98
Collections 35,792 38,235 2,443 6.8% ($274)
User Taxes and Fees 14,171 14,820 649 4.6% 10
Sales and Use Tax 11,501 11,920 420 3.6% (30)
Motor Fuel Tax 514 516 1 0.2% (2
Cigarette Tax 1,620 1,854 234 14.4% 68
Highway Use 129 122 (7) -5.7% (18)
Alcoholic Beverage Tax 228 227 (1) -0.5% (6)
Auto Rental Tax 95 97 2 2.1% (5)
Taxi Surcharge 85 85 0 0.0% 4
Business Taxes 7,651 8,489 838 11.0% 111
Corporate Franchise 3,125 3,617 492 15.7% (19)
Utility Tax 825 912 88 10.6% 20
Insurance Tax 1,325 1,378 53 4.0% (14)
Bank Tax 1,287 1,480 193 15.0% 138
Petroleum Business Tax 1,089 1,101 12 1.1% (15)
Other 3,130 3,209 79 2.5% 122
Estate and Gift 1,163 1,141 (22) -1.9% 126
Real Estate Transfer 561 596 36 6.3% (24)
Pari Mutuel 17 14 (3) -17.6% -

Other 1 1 0 0.0%
Payroll Tax 1,389 1,457 68 4.9% 20
Total All Funds Taxes 60,714 64,753 4,039 6.7% (32)
All Funds Misc Receipts 23,734 23,810 76 0.3% (6)

Federal Grants 50,098 44271 (5,827) -11.6%
Total All Funds Receipts $134,546 $132,834 ($1,712) -1.3% (37)
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Table 8
Total Tax Collections By Fund Type

SFY 2010-11
($ in Millions)
General Special Debt Capital All
Fund Revenue Service Projects Funds

Personal Income Tax 23,544 $3,270 $8,948 $0 $35,762
User Taxes and Fees 8,796 2,085 2,694 595 14,171
Sales and Use Tax 8,083 724 2,694 11,501
Motor Fuel Tax 108 407 514
Cigarette Tax 486 1,134 1,620
Motor Vehicle Fees

Highway Use 129 129
Alcoholic Beverage Tax 228 228
Alcoholic Beverage Fees

Auto Rental Tax 35 60 95
Taxi Surcharge - 85 85
Business Taxes 5,622 1,406 623 7,651
Corporate Franchise 2,726 399 3,125
Utility Tax 626 181 18 825
Insurance Tax 1,172 153 1,325
Bank Tax 1,098 189 1,287
Petroleum Business Tax - 484 605 1,089
Other 1,181 1,389 442 119 3,130
Estate and Gift 1,163 1,163
Real Estate Transfer 442 119 561
Pari Mutuel 17 17
Other 1 - 1
MTA Payroll Tax 1,389 1,389
Total All Funds Taxes 39,143 $8,150  $12,084  $1,337 $60,714
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Table 9
Total Tax Collections By Fund Type

SFY 2011-12
($ in Millions)
General Special Debt Capital All
Fund Revenue Service Projects Funds

Personal Income Tax 25,383 $3,293 $9,559 $0  $38,235
User Taxes and Fees 9,129 2,307 2,795 590 14,820
Sales and Use Tax 8,384 741 2,795 - 11,920
Motor Fuel Tax - 109 - 407 516
Cigarette Tax 518 1,336 - - 1,854
Motor Vehicle Fees - -
Highway Use - - - 122 122
Alcoholic Beverage Tax 227 - - - 227
Alcoholic Beverage Fees

Auto Rental Tax - 36 - 61 97
Taxi Surcharge - 85 - - 85
Business Taxes 6,330 1,530 - 629 8,489
Corporate Franchise 3,155 462 - - 3,617
Utility Tax 692 202 - 18 912
Insurance Tax 1,219 159 - - 1,378
Bank Tax 1,264 217 - - 1,480
Petroleum Business Tax - 490 - 611 1,101
Other 1,156 1,457 477 119 3,209
Estate and Gift 1,141 - - - 1,141
Real Estate Transfer - - 477 119 596
Pari Mutuel 14 - - - 14
Other 1 - 1
MTA Payroll Tax - 1,457 - - 1,457
Total Taxes 41,998 $8,587  $12,830 $1,338  $64,753
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Personal Income Tax

Table 10
Personal Income Tax Collections

Forecasts by State Fiscal Year

($ in Millions)
SFY 2010-11 SFY 2011-12

WAM Percent Diff. WAM Percent Diff.
Estimate  Growth Exec. Forecast Growth Exec.
Personal Income Tax 35,762 2.9% (107) 38,235 6.9% (274)
Gross Receipts 43,550 5.2% (35) 45,844 53% (177)
Withholding 30,730 4.4% (46) 31,638 3.0% (164)
Estimated Payments 9,728 7.8% (23) 11,008 13.2% 83
Vouchers 7,372 6.3% 28 8,415 14.1% 235
IT 370s 2,356 12.7% (51) 2,593 10.1% (152)
Final Payments 1,972 8.2% 5 2,010 1.9% (180)
Delinquencies 1,120 1.8% 29 1,188 6.1% 84
Total Refunds 7,758 16.8% 72 7,609 -1.9% 98
Prior Year Refunds 5,169 3.7% 20 5,085 -1.6% 191

Current Refunds 1,750 40.0% - 1,750 0.0%
Previous Refunds 791 69.0% 52 726 -8.2%  (93)
State/City Offsets 48 -177.4% - 48 0.0% -
Collections 35,792 3.0% (107) 38,235 6.8% (275)
Transfers to STAR (3,300) -3.2% - (3,293) -0.2% -
Transfers to DRRF/RBTF (8,948) 3.0% 27 (9,559) 6.8% 69
General Fund PIT Collections $23,544  3.9% ($80) $25,383 7.8% ($206)
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PERSONAL INCOME TAX

Personal Income Tax

38.2
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Est. Fore.
Source: Tax and Finance; Ways and Means Committee Staff estimates
Figure 2
Table 11
Personal Income Tax
($ in Millions)
Year
To Y1D Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $31,071 6.7% $35,762 2.9% $35,869 ($107)
2011-12 $38,235 6.9% $38,509 ($274)

New York imposes a tax on income earned within the state by individuals, estates and
trusts. New York’s definition of income closely follows federal rules, which includes wages
and salaries, capital gains, unemployment compensation, and interest and dividend
compensation. The New York standard deduction or itemized deductions, in addition to
exemptions claimed on New York taxes, are subtracted from the federal definition of
income to arrive at New York taxable income. Certain credits are then subtracted from the
calculated tax to arrive at total tax liability.
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Personal income tax (PIT) receipts contribute more than one-half of all tax collections. PIT
receipts are received through employee withholdings, estimated tax payments, payments
accompanying tax returns, late payments, audits and assessments.

SFY 2010-11

Net Collections

The Committee staff estimates that All Funds personal income tax collections will total
$35.762 billion in SFY 2010-11. This represents an increase of $1.011 billion or
2.9 percent above All Funds collections in SFY 2009-10. Through January, PIT collections
have increased by 6.7 percent, driven primarily by moderate growth in withholding, the
largest personal income tax collections component. Net revenue is expected to decrease
by 16.1 percent over the remainder of the fiscal year, primarily due to the $500 million
increase in current year refunds relative to SFY 2009-10 due to an administrative change.

The growth in April 2010 settlement payments was tempered in comparison to recent
years, increasing by a total of $224 million between final and extension payments. This
reflects the effect of the personal income tax surcharge on taxable income in 2009 which
declined for a second consecutive year. The Committee staff estimates that 2010
settlement payments would have declined by $764 million if the surcharge had not been in
effect. Prior year refunds, based on tax year 2010, have declined by 6.2 percent through
January when the effect of last fiscal year’s refund shift is taken into account. However,
previous refunds have nearly doubled over this same time period, growing at an
unprecedented rate.

Withholding

Through January 2011, withholding collections have increased by $1.742 billion or
7.6 percent above the comparable period in SFY 2009-10. The Committee staff estimates
that by the end of the fiscal year withholding collections will total $30.730 billion. This
represents an increase of $1.287 billion or 4.4 percent compared to total collections during
SFY 2009-10. The Committee staff’s estimate is $46 million below the Executive Budget
estimate.
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Vouchers

Vouchers are quarterly estimated tax payments made by taxpayers who expect that the
amount of tax being withheld from their wages will fall short of their final tax liability. In
general, estimated payments are paid by taxpayers whose income is derived from non-
wage sources, such as capital gains, interest or dividends.

The Committee staff projects that vouchers collections for SFY 2010-11 will be
$7.372 billion, which represents an increase of $434 million or 6.3 percent versus
collections from SFY 2009-10. The Committee staff estimate is $28 million above the
Executive’s estimate.

The first quarter of the fiscal year ended with growth in voucher collections of 11.9 percent
over the previous first quarter. This was followed by a 6.1 percent second quarter increase
in vouchers relative to the equivalent time period. Voucher collections suffered from a
weak December, leading to a third quarter decline of 0.2 percent. The Committee staff
estimates fourth quarter growth of 4.9 percent to finish off the fiscal year.

Extensions (IT-370s)

Similar to final payments, extensions paid are a function of the previous calendar year’s
liability. In April 2010, extensions (IT-370s) increased by $110 million or 5.1 percent
above April 2009. The Committee staff estimates that extensions will total $2.356 billion in
SFY 2010-11, representing a growth of $266 million or 12.7 percent above the previous
fiscal year. This estimate is $51 million below the Executive’s estimate.

Final Payments

Final payments, which result from the timely filing of tax returns each April 15", increased
by $142 million or 8.6 percent through January 2011. The Committee staff estimates that
final payments will total $1.972 billion in SFY 2010-11. Since final payments are based on
previous year’s liability, this is a reflection of increased liability from non-wage income for
calendar year 2009, primarily due to the personal income tax surcharge. This estimate is
$5 million above the Executive estimate.
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Refunds

Refunds are issued to taxpayers who have paid more than their tax liability. The dollar
amount of refunds paid out between January and March of each year is administratively
determined by the Executive. The amount set to be paid during this SFY 2010-11 three
month period is currently $1.750 billion. This represents a $500 million increase relative to
SFY 2009-10. The remaining refunds, known as prior year refunds, are paid to taxpayers as
they are processed. Approximately 70 percent of prior year refunds are paid out in April
and May of each year.

The Committee staff estimates that total refunds will increase $1.116 billion or
16.8 percent, to total $7.758 billion. The Committee staff's estimate of total refunds is
$72 million above the Executive. However, $1 billion of this growth in total refunds is
attributable to the shift of $500 million, in what would have otherwise been SFY 2009-10
current year refunds, to SFY 2010-11 prior year refunds. The Committee staff estimates that
prior year refunds will total $5.169 billion in SFY 2010-11, representing an increase of
$183 million or 3.7 percent above the previous fiscal year. This estimate is $20 million
above the Executive’s estimate. Had the shift in refunds not taken place, SFY 2010-11 prior
year refunds would be expected to decline $317 million or 6.4 percent below the previous
fiscal year.

Delinquencies

Delinquency collections arise from taxpayer audits. Delinquency payments are estimated
to total $1.120 billion in SFY 2010-11, which is $20 million or 1.8 percent above
collections from SFY 2009-10. The Committee staff estimate is $29 million above the
Executive Budget estimate.

SFY 2011-12

The Committee staff's forecast for personal income tax collections during SFY 2011-12
reflects growth across all major components of income, partially offset by the expiration of
the surcharge with the conclusion of calendar year 2011. All Funds collections are forecast
to be $38.235 billion, which is $2.473 billion or 6.9 percent higher than the Committee
staff’s SFY 2010-11 estimate.
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Withholding

Withholding collections are forecast to total $31.638 billion in SFY 2011-12. This
represents $908 million or 3.0 percent growth over the SFY 2010-11 withholding estimate.
The Committee staff’s forecast is $164 million below the Executive’s forecast. The growth
in withholding is based on a wage forecast of 4.5 percent growth in SFY 2011-12. This
forecast includes the tax rate reduction scheduled to take place in 2012 with the expiration
of the temporary personal income tax surcharge, affecting 2012 Q1 withholding
collections.

Vouchers

The Committee staff forecasts that voucher payments will total $8.415 billion. This
represents an increase of $1.043 million or 14.1 percent over SFY 2010-11 collections. The
forecast is $235 million above the Executive’s forecast. Strong growth in vouchers is
expected primarily due to expectations for 27.4 percent growth in capital gains in calendar
year 2011.

Extensions (IT 370s)

The Committee staff forecasts extensions (IT-370s) to total $2.593 billion in SFY 2011-12.
This represents an increase of $237 million or 10.1 percent from the SFY 2010-11 estimate
and is largely the result of growth in 2010 capital gains. Capital gains are estimated to
have rebounded from 2009 levels, which were their lowest since 2003. This forecast is
$152 million below the Executive’s.

Final Payments

Final payments are forecast to total $2.010 billion in SFY 2011-12. This represents growth
of $38 million or 1.9 percent above the Committee staff’'s SFY 2010-11 estimate. The
Committee staff’s forecast is $180 million below the Executive’s forecast.

Refunds

The Committee staff forecasts that total refunds will be $7.609 billion, representing a

1.9 percent decline versus SFY 2010-11. This forecast is $98 million above the Executive’s
forecast. Prior year refunds are projected to total $5.085 billion in SFY 2011-12,
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representing a decrease of $84 million or 1.6 percent below estimated prior year refunds
during SFY 2010-11. The Committee staff’s forecast is $191 million above the Executive.

Delinquencies

Delinquency payments are forecast to total $1.188 billion in SFY 2011-12, which is
$68 million or 6.1 percent above estimated collections from SFY 2010-11. The Committee
staff’s estimate is $84 million above the Executive’s forecast.

Adjusted Gross Income

Table 12 breaks out the components of Adjusted Gross Income. The shares for each
component highlight the importance of non-wage income. Capital gains have become
increasingly significant, but other non-wage components such as business income have
also grown in importance. The non-wage components are typically earned by wealthier
taxpayers.

Table 12
Components of AGI
($ in Millions)
Actual Estimate Forecast
2007 2008 2009 2010 2011 2012

NYSAGI

Amount $724,576 $662,053 |[$595,566 $628,455 |$662,615 $729,117

Percent Change 14.5% -8.6% -10.0% 5.5% 5.4% 10.0%
Wages

Amount $485,089 $492,900 [$465,703 $485,830 [$503,673 $537,424

Percent Change 9.0% 1.6% -5.5% 4.3% 3.7% 6.7%
Capital Gains

Amount $116,437 $53,401 | $29,655 $41,639 | $53,073 $80,353

Percent Change 41.3% -54.1% -44.5% 40.4% 27.5% 51.4%
Interest, Dividends and Pensions

Amount $79,360 $70,275 | $61,359 $62,225 | $64,365 $66,992

Percent Change 14.0% -11.4% -12.7% 1.4% 3.4% 4.1%
Business and Partnership Income

Amount $74,250 $73,560 | $71,354 $73,167 | $77,478 $82,254

Percent Change 10.4% -0.9% -3.0% 2.5% 5.9% 6.2%
Other Income

Amount ($30,561) ($28,083) | ($32,504) ($34,406)| ($35,974) ($37,905)

Percent Change -4.2% -8.1% 15.7% 5.9% 4.6% 5.4%
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Fund Distribution

Table 13
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 $23,544  $3,270 $8,948 - $35,762
2011-12 $25,383  $3,293 $9,559 - $38,235

The Committee staff estimates General Fund personal income tax receipts of
$23.544 billion in SFY 2010-11, representing growth of 3.9 percent over the prior year.
This estimate is $80 million below the Executive’s estimate. In 2011-12, General Fund
collections are forecast to equal $25,383.

A statutory amount of 25 percent of net personal income tax collections is allocated toward
the Revenue Bond Tax Fund (RBTF). Therefore, the rate of growth in the RBTF is
equivalent to that of personal income tax-related contributions to All Funds collections,
which are estimated to grow by 2.9 percent in SFY 2010-11 over the prior year. The
estimated contribution of $8.948 billion is $27 million above the Executive’s SFY 2010-11
estimate. The Committee staff’s SFY 2011-12 RBTF forecast of $9.559 billion reflects
growth of 6.8 percent.

The STAR Fund consists of revenue that is used to reimburse school districts for state-
provided school property tax exemptions, as well as New York City personal income tax
rate reductions, resulting from the School Tax Relief program. The Executive estimates a
SFY 2010-11 STAR fund total of $3.270 billion, reflecting a decline of 4.1 percent
compared to SFY 2009-10. The Executive forecasts a SFY 2011-12 STAR Fund amount of
$3.293 billion, representing growth of 0.7 percent.
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FORECAST METHODOLOGY

Models

PIT collections are forecast econometrically using a maximum likelihood regression model
for withholding and a system of simultaneous equations for the voucher and settlement
components. The model specification and related statistics are shown below; t-statistics are
shown for each predictor in parentheses.

Withholding Forecast Model
Log (quarterly withholding collections = 1.509 + 1.213*Log (quarterly wages)

(4.37) (21.54)
-.054*Dummy for 9/11 +.043*First order autoregressive lag

(-2.45) (.24)

-.948*Fourth order autoregressive lag

(-22.72)

Total R — Squared = .993
Durbin Watson Statistic = 1.85
RMSE = .030
Number of Observations = 72

Voucher and Settlement Forecast Model

The voucher and settlement model uses a system of six simultaneous equations.
Simultaneous equations are required due to the endogenous nature of the components of
the settlement that are being estimated. For example, final payments both affect and are
affected by total refunds. This violates the assumption that the direction of causation in a
typical regression model is one directional, and flows from the independent variables to
the dependent variables. Because causation flows in both directions in the case of the
settlement components, a simultaneous model is preferable because it allows the
dependent variable from one equation to be used in another equation as an independent
variable. If an equation in a system of equations were to be estimated individually, the
parameters of the model would be biased and inconsistent.
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*DL represents “first-year difference in logarithmic values,” SFY represents “State Fiscal
Year,” and CY represents “calendar year” in the following equations:

DL (SFY voucher collections) = -.012 + .228*DL (CY capital gains)
(-.704) (4.86)
+ 1.050*DL (CY property income)

(3.84)
Total R — Squared = .857
Durbin Watson Statistic = 2.23
RMSE = .059
Number of Observations = 18

DL (SFY IT-370s) = .017 + 2.230*DL (Lag (SFY voucher collections))

(.27) (4.36)
-.475*DL (Lag (SFY IT-370s))
(-2.38)
Total R — Squared = 551
Durbin Watson Statistic = 1.68
RMSE = 227
Number of Observations = 18

DL (SFY total final payments) = -.002 + .734*DL (SFY IT-370s)
(-.23) (20.92)
-.710*First order autoregressive lag

(-2.411)

Total R — Squared = 977
Durbin Watson Statistic = 2.11
RMSE = .057
Number of Observations = 18
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DL (SFY total refunds) = .056 — .923*DL (CY liability)
(3.40) (-3.05)
+ .443*DL (Lag (SFY voucher collections)) + .771*DL (Lag (CY withholding))

(2.63) (2.24)
Total R — Squared = 494
Durbin Watson Statistic = 2.37
RMSE = 044
Number of Observations = 18

DL (SFY previous year refunds) = -.072 + 2.059*DL (Lag (SFY prior year refunds))

(-91) (2.42)
Total R — Squared = 247
Durbin Watson Statistic = 2.30
RMSE = .198
Number of Observations = 18

Log (SFY delinquencies) = -1.494 + .799*Log (CY liability)
(-1.29) (6.87)
+ .235*dummy for additional auditors

(2.29)
Total R — Squared = .851
Durbin Watson Statistic = 1.43
RMSE = 110
Number of Observations = 18

ANALYSIS

Underlying Economic Conditions

The Committee staff’s SFY 2010-11 withholding estimate reflects estimated wage growth of
4.0 percent over the previous period. Growth in withholding during all months of
calendar year 2010 had been strong in comparison to 2009 months with different
withholding table rates. January 2011 marks the first month since April 2009 where
month-to-date growth will be based on equivalent rates, meaning that the elasticity of
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wages with respect to withholding should revert to more traditional levels compared to
recent quarters.

Variable wage growth over the second half of the year is estimated to be 0.4 percent. Over
the period spanning between SFY 2001-02 and SFY 2009-10, the Committee staff estimates
that approximately 87.5 percent of all variable wage collections took place in the second
half of the fiscal year. Resulting from the combined effects of stable base wage growth
throughout the State Fiscal Year and the concentration of variable wages in the second half,
withholding is expected to increase relative to SFY 2009-10. The Committee staff estimates
that $1.858 billion of the SFY 2010-11 withholding estimate will be attributable to the
surcharge.

The Committee staff’'s withholding model uses quarterly withholding collections as the
dependent variable, which is estimated and forecast by the independent variable of New
York State wages. The basis for this model is the fact that wages are the driving mechanism
behind withholding collections. As mentioned earlier, the Committee staff forecasts
SFY 2011-12 wage growth of 4.5 percent over the prior year.

Variable wages, which are withheld at a higher average rate than base wages and are
therefore more important for collections on a dollar-to-dollar basis, are forecast to increase
by 9.0 percent FY 2011-12 over the prior year. However, over 57 percent of the growth in
variable wages is predicted to take place during the first quarter of 2012, after the
surcharge has expired. The model therefore forecasts a withholding growth rate for
SFY 2011-12, after all surcharge effects are taken into account, which falls below the
growth rate of wages. (See “Analyzing the Temporary Personal Income Tax Surcharge”.)

Similar to many other tax revenue collections, the forecast for withholding is rooted in a
high degree of uncertainty, stemming from a variety of variable factors. The dominant
factor is simply the level of bonus compensation, which is historically volatile.

The ratio of wage payments to stocks awarded in bonus compensation plays a critical role
to both when and how much revenue is received by New York State. Holding tax law
constant, the issue is just a matter of timing for resident taxpayers, which is a significant risk
to the forecast since realizations may not occur until after SFY 2011-12. However, for
nonresidents the distinction can alter both the timing and the amount of revenue received
by New York. Specifically, the point in time at which a stock option is exercised
determines the amount of compensation that is deemed to be New York source and
therefore taxable.
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For example, if a nonresident is awarded a stock option in 2011, exercises the option three
years later, and sells the stock in 2016, the nonresident must pay New York taxes on the
growth in the value between 2011 and 2014. Any value growth after the exercise date in
2014 is considered a capital gain and is therefore not subject to New York personal income
tax. Similarly, if the option is exercised in 2012, taxes will be paid on the difference in
value between 2011 and 2012. The value of the stock may be the same in both situations
at the time the individual opts to sell in 2016, but the date of exercise will determine what
portion of the gain is New York source as well as when the taxes need to be paid.

The share of variable wages, relative to total wages, in New York has been trending
upward since the mid-1970s. Even in 2009, after massive declines in financial sector
bonus payments, the ratio of variable wages to total wages exceeded that of all years prior
to 2001. This increased share of variable wages or “bonuses” has made wages, and
therefore revenue, more difficult to predict. Compounded by the particularly elastic
response of withholding to variable wages, this trend presents significant risks for the
forecast.

The Growth in Significance of Variable Wages
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Figure 3
Analysis of the fourth quarter of the state fiscal year, which has historically accounted for

the majority of variable wage income, reveals the influence of this increasing trend. Not
only has the share of “bonus quarter” withholding to the overall total increased over the
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past three decades, but the volatility has increased significantly over the course of the last
ten years, as evidenced by the standard deviation of the growth rate.

Table 14
Withholding in the Last Quarter of the SFY

(Months of January, February, and March)

Average Fourth Quarter Average Standard Deviation of
SFY Range Share of Total Growth Average Growth
1981-1990 27.9% 8.7% 5.1%
1991-2000 29.4% 5.7% 6.5%
2001-2010 32.7% 0.6% 12.8%

An additional element of uncertainty stems from the influence of tax law changes on
withholding collections. Withholding is forecast using data that are adjusted for tax law
changes. The Committee staff has estimated what withholding would have been each year
if the tax law had remained unchanged. This allows for a more accurate measurement of
the relationship between the growth in wages and withholding. However, since the
Committee staff must approximate the value of tax law changes, an unknown level of error
is inserted into the forecast. This issue is of particular concern to the forecast for the first
quarter of 2012, as it represents the first quarter after the expiration of the temporary
personal income tax surcharge.

The current fiscal year growth in voucher collections, which have increased 6.5 percent
through January, follows a decrease of 12.1 percent in SFY 2009-10 and two years in
which collections dropped from a peak of $8.592 billion in SFY 2007-08 to $6.938 billion
in SFY 2009-10, a $1.654 billion reduction. The decline would have been steeper had the
income tax surcharge not been in effect for the 2009 tax year. The primary driver behind
the fluctuation in voucher collections has been capital gains, which dropped from a peak
level of $116.4 billion in 2007 to $53.4 billion in 2008, a 54.1 percent decline, and then
dropped again to an estimated $29.1 billion in 2009, a 45.5 percent decline. The
Committee staff estimates that capital gains increased by 40.5 percent in 2010, to a level of
$40.9 billion.

Figure 4 highlights the relationship between voucher collections realized in a given fiscal
year and capital gains in a given calendar year, with fiscal years identified by the calendar
year of which they are primarily composed. For example, SFY 2000-01 voucher
collections were attributable to net capital gains during the 2000 tax year. Figure 4
demonstrates that voucher collections have grown in the same direction as capital gains in
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every year displayed. The elasticity, however, varies significantly, due to the influence of
tax law changes, the highly-variable levels of capital gains from year to year, and the effect
of other non-wage components of income.

Capital Gains: A Driver of Vouchers
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Figure 4

During calendar year 2011, the Committee staff forecasts capital gains of $52.1 billion,
reflecting growth of 27.4 percent. Capital gains serve as one of the two key exogenous
variables of the voucher equation within the voucher and settlement forecast model, along
with property income. Property income, which is defined by rental, interest, and dividend
income, is forecast to increase by 5.0 percent in 2010. This contributes to the model’s
predicted growth in voucher collections of 14.1 percent after the value of the surcharge has
been included.

New York State Reliance on Personal Income Tax

The volatility that can be observed in personal income tax collections naturally carries over
into total state tax collections. While the volatility of PIT receipts may present budgeting
concerns for any state with a PIT, it is of particular interest for New York, where the PIT
accounts for the largest percentage of total tax collections for any state other than Oregon.

% Elasticity is defined as the percentage change in one variable divided by the percentage change in another.
For example, if vouchers grow by five percent and capital gains grow by 20 percent, the elasticity of vouchers
with respect to capital gains is 0.25 for this period.
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In 2009, Oregon was one of five states without a sales tax, which consequently inflates the
percentage attributable to PIT compared to states with sales taxes.

Table 15
New York State Ranked Second Nationally in Income Tax Reliance in 2009

(Income Tax Percentage of Total State Tax Collection)

State Rank PIT Share
Oregon 1 73.2%
New York 2 56.7%
Connecticut 6 49.3%
California 10 43.9%
New Jersey 18 39.2%
Pennsylvania 29 31.8%
Texas 44 0.0%
Florida 44 0.0%

Source: Federation of Tax Administrators

Seven states, including Texas and Florida, do not have a PIT. The majority of these states
received over half of their tax revenue from sales taxes, which, in New York, tends to be
more stable compared to income taxes.* This is demonstrated by Table 16 shows that
where the growth in PIT tends to deviate from the mean much more than the sales tax,
particularly when tax law adjustments are taken into account.

Table 16
Volatility of PIT vs. Sales Tax Receipts

Growth Statistics for SFY 1987-88 through SFY 2009-10

Tax Law Adjusted
Average Standard (SFY 1993-94) Standard Deviation
Growth Deviation Constant Law (Tax Law Adjusted)
PIT 4.9% 6.8% 5.9% 7.8%
Sales 3.2% 4.8% 3.6% 4.0%

Source: NYS Department of Taxation and Finance, NYS Comptroller, NYS Division of the Budget, Ways and Means Commit

4 Federation of Tax Administrators. 2009 State Tax Collection by Source.
http://www.taxadmin.org/fta/rate/09taxdis.html.
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Recessions’ Influence on Income and Liability

The effects of the previous three recessions have varied significantly in how income and
PIT liability have responded. Major tax law changes were implemented during the late
1980s and early 1990s recession, including reductions in the top rates of both earned and
investment income.”> Additionally, standard deduction amounts were increased, thereby
reducing liability.® Significant growth in both adjusted gross income and tax liability took
place in 1992, even though the State economy was still in recession.

Table 17
Liability During Recessions
($ in Million)

Peak  Peak Year  Trough Trough Year Peak-to-Trough Peak-to-Trough
Year Liability Year Liability Liability Decline Liability Growth
1988 $13,476 1991 $13,327 $149 -1.1%
2000 $24,733 2002 $20,731 $4,002 -16.2%
2007 $35,173 2009 $31,254 $3,920 -11.1%
2007  WI/O surcharge 2009 $27,555 $7,619 21.7%

Note: Peak and trough years are defined by the maximum and minimum liability totals

between years that encompass recessionary periods as defined by NYS Department of Labor.

Compared to the 1988 recession, both personal income and liability declined dramatically
during the recession of the early 2000s, which was primarily attributable to losses in capital
gains, dividends, and investment income. Business income continued to grow, with rates
of 2.7 percent and 3.5 percent during 2001 and 2002, respectively. Wages as reported for
tax purposes declined just 1.2 percent between 2000 and 2002.

“The Great Recession” was the most damaging of the three, leading to historic drops in
liability and all major components of income. The depth of the decline in liability, in
comparison to previous recessions, was a function of the historic loss of income,
particularly among the top decile of income earners, and New York State’s increased
reliance on its wealthiest taxpayers. Figure 5 illustrates the rising concentration of
investment income, and the corresponding increased share of PIT liability, paired with the

® Fiscal Policy Institute. New York State Top Personal Income Tax Rate: 1976-2007.
http://www fiscalpolicy.org/SOWNY 2006 AppendixFigures/Appendix%20chart13.pdf.
® New York State Division of the Budget Economic and Revenue Outlook, 2010.
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multi-year declines among the top decile of income earners. Note that the decline in
liability between 2007 and 2009 would have been far greater had the temporary PIT
surcharge not been enacted.

Increasing Concentration of Income and Liability
Shares and Growth for Top Decile of New York State Adjusted Gross Income
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Figure 5

NYS Resident Income and Top Marginal Tax Rate

20% 1

15% A

10% A

5%

0%

T 8%

-5% A

-10% -

Adjusted Gross Income Growth

T 7%

T 10%

T 9%

arey xe| doj

T 6%

+ 5%

g Adjusted Gross Income —A— Top Tax Rate on Earmned Income —<¢ - Top Tax Rate on Investment Income

Source: NYS Department of Taxation and Finance.

Figure 6

NYS Assembly Revenue Report

Personal Income Tax




The Expansion of Refundable Credits

New York State offers a wide variety of mechanisms to reduce personal income tax
liability, such as credits, which serve to directly reduce what would otherwise be the final
liability for a taxpayer. While both nonrefundable and refundable credits limit tax revenue,
refundable credits are particularly costly as they can reduce tax liability below zero, thus it
becomes a direct cash expenditure not accounted for in spending.

While the total amount of refundable credits actually declined between 2007 and 2008,
growth in refundable credits has expanded rapidly since 1998. Over this period,
refundable credits increased by nearly 400 percent, largely due to the additions of the
Empire State Child credit in 2006 and the College Tuition credit in 2001, as well as due to
the robust growth of the Child and Dependent Care credit. The value of the Earned
Income Tax credit increased by 147.3 percent, outpacing growth in both New York State
Adjusted Gross Income (60.2 percent) and tax liability (66.6 percent). Overall, there was a
$1.661 billion increase in the amount of refundable credits awarded by the State.

New York State Refundable Credits
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Figure 7
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Analyzing the Temporary Personal Income Tax Surcharge
Current Law

The three-year personal income tax (PIT) surcharge, enacted as part of the 2009 budget (A.
157-B Part Z-1), added two additional personal income tax brackets to the previously existing
tax tables for all filer types. The additional brackets in Table 18 affect taxpayers with annual
New York taxable income above $300,000. Taxpayers with taxable income above $200,000
and $250,000 also face additional liability if filing as single or head of household,
respectively.

Table 18

New York Taxable Income Range = New Tax Rate

Over $300,000 to $500,000 7.85%
Over $500,000 8.97%

Tax table benefit recaptures exist for each additional tax bracket. Both surcharge brackets
recaptures include $50,000 phase-ins, with the first beginning at $300,000 in annual New
York State Adjusted Gross Income (NYSAGI) and the second beginning at $500,000 in
NYSAGI.

Determining the Value of the Surcharge

The New York State personal income tax liability is based on calendar year income.
However, because the State fiscal year does not align with the calendar year and certain tax
payments are made when filing final tax returns in the following calendar year, tax
payments related to one calendar year are actually spread across three State fiscal years. To
determine the value of the surcharge on a fiscal year basis the value of the surcharge must
be estimated on a calendar year liability basis, and then the anticipated revenue is spread
over the course of the relevant time span based on historical shares.

Volatility in Surcharge-Applicable Incomes

For the State of New York, 2007 represented historic highs for both NYSAGI and tax
liability, largely due to record-high wages and capital gains realizations. NYSAGI
plummeted between 2007 and 2009, most prominently due to a reduction in capital gains

from $116.4 billion in 2007 to an estimated $29.1 billion in 2009, a two-year decline of
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75 percent. While 2010 income is expected to improve over 2009, it is estimated to have
been far lower than the 2007 peak. The income of taxpayers who are subject to the
surcharge has proven to be particularly volatile, with the bulk of capital gains realizations
being concentrated among those with incomes that meet the surcharge threshold.

Income of Taxpayers Subject to Surcharge

160 1~

140 1360 1314

123.8

117.7

=

109.0

104.0

=

N A O 0O O DN
o O O O O O o
S W N RN B

N

[ee]

ol

704 76.0

35.0

$ Billions in Income

2007* 2008* 2009 Est. 2010 Est. 2011 Fore.

Tax Year

*If surcharge had
been in effect O Wages @ Capital Gains B Other NYSAGI Components

Source: Tax and Finance; Ways and Means Committee Staff estimates

Figure 8

Income has historically been highly concentrated in the top percentile of taxpayers. In
2007, taxpayers earning more than $1 million in NYSAGI made up less than 0.6 percent of
the population, but earned 31.7 percent of total NYSAGI and paid 40.7 percent of total
liability. Since then, both the number of taxpayers earning more than $1 million and the
average income of these taxpayers has fallen, reducing the relative value of the surcharge,
had it been imposed in 2007.
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Table 19

Taxpayers Earning Over $1 Million in NYSAGI*

Average
Taxpayer Average NYSAGI
Tax Year Taxpayers Growth NYSAGI Growth
2007 84,931 17.2% $5,337,310 13.2%
2008 71,320 -16.0% $4,473,637 -16.2%
2009 62,555 -12.3% $4,187,725 -6.4%
2010 67,338 7.6% $4,384,405 4.7%
2011 72,190 7.2% $4,570,686 4.2%
Actual 2007 data, estimates/forecasts for 2008 through 2010
*Includes nonresident income not subject to New York taxes
Source: Tax and Finance, Ways and Means Committee staff estimates

While the surcharge initially affects taxpayers at varying income levels, every taxpayer with
a NYSAGI above $500,000 is subject to some degree of additional taxation. The incomes
of these taxpayers have been historically volatile, and therefore add a significant degree of
potential error to the forecast. The application of the surcharge expands the potential for
revenue variability relative to other years in recent history, due to the increased tax rates on
a small percentage of total taxpayers.

Growth in Total NYSAGI

Taxpayers with $500,000+ Income*
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Figure 9
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EXECUTIVE BUDGET PROPOSALS

Offset Tax Debt Against Lottery Prizes

The Executive proposes to require an agreement between the Division of Lottery
and the Department of Taxation and Finance regarding the establishment a
procedure for offsetting outstanding tax debt against lottery winnings in excess of
$600. The Executive Budget attributes $5 million toward the personal income tax
in SFY 2011-12 and $10 million in SFY 2012-13.

Tax Modernization Initiatives

The tax modernization initiatives that pertain directly to the personal income tax
include certain requirements that would increase the number of electronic filers by
requiring all individual filers who use software to file electronically and increasing
fines for professional preparers who do not e-file. The reduction in filing errors,
resulting in less unwarranted refunds and more final return payments, leads to an
estimated value of $157 million in both SFY 2011-12 and SFY 2012-13. The
Executive Budget attributes $100 million toward reduced refunds and $57 million
toward final payments in each year.

Adjust STAR Exemption Benefit

The Executive proposes to cap the annual growth of STAR exemption benefits at
two percent. This would reduce personal income tax contributions to the STAR
Fund by an estimated $125 million in SFY 2011-12 and $262 million in
SFY 2012-13.
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Sales and User Taxes

Table 20
User Tax Collections

Forecasts by State Fiscal Year

($ in Millions)

SFY Diff.

2010-11 Growth Exec.

User Taxes and Fees $14,171 10.3% ($11)
Sales and Use Tax 11,501 9.2% (12)
Motor Fuel Tax 514 1.5% (2)
Cigarette Tax 1,620 18.8% (1)
Highway Use 129 -5.8% 0
Alcoholic Beverage Tax 228 0.9% 0
Auto Rental Tax 95 25.0% 0
Taxi Surcharge 85 553.8% 4

SFY Diff.
2011-12 Growth Exec.

$14,820  4.6% $10
11,920 3.6% (30)
516 0.2% 2)
1,854  14.4% 68
122 5.7% (18)
227 -05% (6)

97 2.1% (5)

85 0.0% 4
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SALES TAX

Sales and Use Tax Collections
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Figure 10
Table 21
Sales Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $9,643 8.7% $11,501 9.2% $11,513 ($12)
2011-12 $11,920 3.6% $11,950 ($30)

The Sales and Compensating Use Tax, imposed by Article 28 of the Tax Law, is a
four percent broad-based consumption tax levied on the sale of tangible personal property,
excluding items such as food, medicine, products used in manufacturing, and items
purchased for resale. A limited number of services such as cleaning, parking and interior
design are also subject to this tax. Certain non-profit and charitable organizations are
exempt from paying sales tax on purchases. Sales Tax is generally paid to and collected by
the vendor at the time of purchase. Vendors remit sales tax collections annually, quarterly
or monthly, depending on their level of taxable sales. Depending on the amount of taxable
sales, some vendors are also required to remit their sales tax liability electronically. Sales
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tax collections are deposited into the General Fund, the Local Government Assistance Tax
Fund (LGAC), and the Mass Transportation Operating Assistance Fund (MTOAF).

SFY 2010-11

The Ways and Means Committee staff estimates Sales Tax revenues to be $11,501 million
in SFY 2010-11, a 9.2 percent increase over SFY 2009-10. Growth of 12.1 percent is
expected in the remaining months of the fiscal year, primarily due to the suspension of the
clothing exemption effective October 1, which is expected to increase 2010-11 revenues
by $330 million. Without the suspension of the clothing exemption, growth would be
5.5 percent year over year, and 3.7 percent in the last quarter of the fiscal year. The
Executive estimates SFY 2010-11 Sales Tax receipts to be $11,513 million, a 9.4 percent
increase over the previous year.

SFY 2011-12

Ways and Means Committee staff forecasts that SFY 2011-12 Sales Tax collections will be
$11,920 million, a 3.6 percent increase over SFY 2010-11 estimates, which includes
$43 million in proposed budget actions. This also includes $220 million in expected
revenues from the clothing exemption threshold being lowered to items $55 or less. The
2011-12 Executive Budget forecasts SFY 2011-12 collections to be $11,950 million for
growth of 3.8 percent over SFY 2010-11 estimates.

Fund Distribution

Table 22
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 $8,083 $724 $2,694 - $11,501
2011-12 $8,384 $741 $2,795 - $11,920
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The Committee staff estimates General Fund sales tax receipts of $8.083 billion in
SFY 2010-11, representing growth of 9.2 percent from the prior year. This estimate is
$20 million above the SFY 2010-11 Executive Budget estimate. In 2011-12, General Fund
collections are forecast to be $8.384 billion, which includes $32 million in proposed
budget actions.

Receipts from one percentage point of the four percent State sales tax rate is dedicated to
the Local Government Assistance Corporation (LGAC), which was created in 1990 to
eliminate annual Spring borrowing. Once the LGAC debt service obligations are paid,
excess revenues are transferred back to the General Fund along with certain other
transactions. LGAC receipts are projected to be $2.694 billion in SFY 2010-11,
representing a growth of 9.2 percent from the prior year. In 2011-12 LGAC collections are
forecast to be $2.795 billion, which includes $11 million in proposed budget actions.

In 1981, the Metropolitan Transportation Operating Assistance Fund (MTOAF) was created
to help finance the State’s public transportation system. A portion of the revenue is derived
from a separate sales tax rate that is imposed in the Metropolitan Commuter Transportation
District. Effective June 1, 2005, the rate was increased to 0.375 percent from 0.25 percent.
The forecast for collections in the MTOAF for SFY 2010-11 is $724 million, representing
growth of 10.2 percent over SFY 2009-10. In 2011-12 MTA collections are forecast to be
$741 million.
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FORECAST METHODOLOGY
Model

The sales tax forecast model uses three variables to forecast sales tax collections, lypny (log
of New York State personal income), UsedCar (interest rate on a used car loan), and ljspns
(log of U.S. S&P stock price index). The model specification and related statistics are shown
below; t-values are shown for each predictor in parentheses.

Log (Seasonally adjusted real sales tax collections) = 2.5 + 0.7 * Log (NYS Personal Income)
(6.45) (9.13)

—0.13 * Dummy for Sept. 11 — 0.005 * UsedCar + 0.09 * Log (S&P 500 Index)

(-3.57) (-1.55) (2.63)
Total R-Squared = 0.9789
Durbin-Watson = 2.1626
Observations = 94

ANALYSIS
Underlying Economic Conditions

Changes in New York State personal income are found to be related to changes in Sales
Tax collections. In addition to eroding disposable income, declining personal income
weakens consumer confidence and subsequently, willingness to make discretionary
purchases. Personal income grew as collections grew in SFY 2002-2003, and began to drop
off with the beginning of the recession in SFY 2007-08. Personal income rebounded to flat
growth in SFY 2009-10, and is estimated to grow by 4.8 percent in SFY 2010-11, with Sales
Tax collections increasing by 9.2 percent growth.

Historically, the S&P 500 index has anticipated changes in the Sales Tax receipts. The
growth rate of both collections and the S&P 500 index grew strongly from SFY 2002-03 to
SFY 2003-04. Collections growth began to decline in SFY 2003-04, when the stock market
also began to experience declines. Similarly, when the growth rate of the S&P 500 index
picked up again in SFY 2005-06, sales tax collections followed suit in SFY 2006-07. The
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growth rates of both began to decline in step in SFY 2007-08, becoming negative in
SFY 2008-09, and growing again in SFY 2009-10.

A likely reason for the correlation between the S&P 500 index and Sales Tax collections is
the wealth effect among middle-class households. This effect proposes that when the value
of real estate equity and stock portfolios grow, the households that own the assets sense
that their wealth has increased, thus increasing their confidence to spend.” The wealth
effect in the United States is generally calculated between two and seven cents—that is, for
every extra dollar in housing or stock wealth, discretionary spending is increased by
anywhere from two to seven cents.?

Another strong predictor of Sales Tax collections is the interest rate on used car loans,
which tends to be lower during times of weak consumption in order to attract customers
and stimulate sales. Interest rates have shown to be in line with sales tax collections, as
rates declined steadily throughout the recession. Interest rates picked up briefly in
SFY 2009-10 to 9.1 percent, coinciding with the Cash for Clunkers Program—a time during
which a large increase in automobile purchases did not necessitate low interest rates to
attract customers. SFY 2010-11 interest rates are estimated to decline to 8.2 percent in
SFY 2010-11. Currently U.S. auto sales are at a 2-year high, which is likely to have a
strong positive impact on sales tax collections.

Consumer Outlook and the Sales Tax

Despite the official end of the recession being declared in June 2009, nearly three-quarters
of Americans still believe the recession to be ongoing. While many economic indicators
are improving, individual consumers have yet to see the benefits in their communities as
the unemployment rate is still at very high levels.® Consumer confidence, having declined
to three-year lows at the beginning of the recession, has yet to make a long-lasting

" Smith, Charles Hugh, “Consumer Spending is Up: Is the ‘Wealth Effect’ Back?” Daily Finance, 8 April 2010,
http://www.dailyfinance.com/story/real-estate/consumer-spending-is-up-is-the-wealth-effect-
back/19430947/.

8 Congressional Budget Office, “Housing Wealth and Consumer Spending,” Background Paper, Pub. No.
2834, January 2007. http://www.cbo.gov/ftpdocs/77xx/doc7719/01-05-Housing.pdf.

® Rampell, Catherine, “Most Americans Don’t Think Recession is Over,” Economix, The New York Times, 27
September 2010, http://economix.blogs.nytimes.com/2010/09/27/most-americans-dont-think-recession-is-
over.
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recovery.” This continued apprehension over economic stability has impeded consumers’
willingness to spend disposable income.

Also impacting the behavior of consumers is their willingness to utilize credit and take on
additional debt. Throughout the recession, disposable income was significantly affected by
the rising trend of paying down debt — August 2008 saw the first decline in outstanding
consumer credit in recent U.S. history. Debt continued to decline for 23 of the 25 months
between August 2008 and August 2010. For the first time since the beginning of the
recession, however, outstanding consumer credit has seen four straight months of growth,
from September through December 2010."* Additionally the U.S. savings rate has been
experiencing a steady decline since June, after periods of sharp increases throughout the
recession.*

The impact of decreased savings, coupled with the downward pressure of uncertainty
among consumers, is in line with the Committee’s estimates for slow growth for both
SFY 2010-11 and SFY 2011-12. Many analysts argue that businesses will be reluctant to
increase hiring until demand for their products and services rebounds,” while others
contend the reverse—consumers will not boost discretionary spending until they feel
secure in their jobs again. Still others pose the possibility of a jobless recovery in which
consumer behavior rebounds, but the unemployment rate continues to remain high.'* The
recovery in sales tax receipts is premised on the overall recovery in consumer confidence
and employment. Following a necessary period of deleveraging and as the economy
slowly recovers, with both producers and consumers gaining in confidence, sales tax
receipts are poised to grow faster.

19 DePaul, Jennifer, “Consumer Confidence’s Unexpected Seven Month High,” The Fiscal Times, 25 January
2011, www.thefiscaltimes.com/Issues/The-Economy/2011/01/25/Consumer-Confidence-Unexpected-Seven-
Month-High.aspx.

1 Federal Reserve, “Consumer Credit Outstanding,” Federal Reserve Statistical Release, last updated 7
January 2011, www.federalreserve.gov/releases/g19/hist/cc_hist_sa.html.

2 Bureau of Economic Analysis, U.S. Department of Commerce, “National Economic Accounts, last updated
18 January 2011, www.bea.gov/national/index.htm.

13 Ryssdal, Kai, “President Obama calls for investment in economy,” Marketplace, American Public Media, 25
January 2011, http://marketplace.publicradio.org/display/web/2011/01/25/pm-president-obama-calls-for-
investment-in-economy.

14 Surowiecki, James, “The Jobs Crisis,” The Financial Page, The New Yorker, 3 lJanuary 2011,
www.newyorker.com/talk/financial/2011/01/03/110103ta_talk surowiecki.
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2010 Holiday Sales

The 2010 holiday season was slightly better than expectations, up four percent over
2009." This is partially reflected in the 15 percent growth in New York State sales tax
collections for December. While much of this growth is built upon already-depressed 2009
levels, online sales, up 12 percent over 2009, were also a major driver. Cyber Monday, the
rapidly growing online alternative to Black Friday, was the strongest online sales day of
2010, with over $1 billion in sales nationwide.*

Tourism

New York City saw record tourism in 2010, with 48.7 million visitors spending $31 billion.
The weak dollar served as a draw for foreign consumers, providing the City and the State
with tax revenue from lodging, transportation, dining and entertainment sales."’

Growth was particularly notable in the hospitality sector. Through December, national
revenue per available hotel room (RevPAR) was up 5.5 percent over last year, and RevPAR
for the City grew by a robust 12.9 percent. For the same period, hotel occupancy rates
were 57.6 percent nationally, 69.2 percent for the state, and 81 percent for New York
City—a five percent increase over 2009. While average daily hotel room rates were down
0.1 percent for the United States as a whole, they were up for both the State (6.1 percent)
and New York City (7.5 percent), reflecting strong demand.*®

Clothing and Footwear Exemption

Much of the growth in sales tax collections, particularly in the last quarter of 2010, is a
result of the temporary suspension of the exemption for clothing and footwear items priced
at $110 or less. This measure, enacted in the 2010-11 Budget and effective October 1,
2010, is expected to raise $330 million in sales tax revenue this fiscal year. On April 1,
2011, the exemption is scheduled to return, but only for items priced at $55 or less,
increasing SFY 2011-12 revenues by $210 million. On April 1, 2012, the exemption is

5 Wahba, Phil and Dhanya Skariachan, “Some optimistic about retail sales in 2011,” Reuters, 10January

2011, www.reuters.com/article’if USTRE7094FM20110110.

% ComScore, “U.S. Online Retail Sales for the Full 2010 Holiday Season, 5lanuary2011,

www.comscoredataine.com/2011/01/2010-holiday-online-retail-sales.

" McGeehan, Patrick, “48.7 million: That’s a Lot of Tourists,” City Room, New York Times, 4 January 2011,
http://cityroom.blogs.nytimes.com/2011/01/04/tourism-hit-record-high-in-2010.

'8 Smith Travel Research.
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scheduled to be returned permanently to include clothing and footwear items priced at
$110 or less.

The suspension of the clothing exemption accounts for a significant portion of the
estimated increase in SFY 2010-11 sales tax collections. Without this measure, year-to-date
collections would be approximately $140 million lower, and would be only 6.4 percent
instead of the current 8.7 percent above the same period in SFY 2009-10.

The measure is expected to increase full-year SFY 2010-11 collections by $330 million.
Without it, the Committee’s SFY 2010-11 estimate would be 5.5 percent above
SFY 2009-10 instead of the current 9.2 percent. While the year-over-year estimated growth
is significant, it is necessary to note that more than a third of the increase is a result of the
suspension of the clothing exemption.

The clothing and footwear exemption has historically been a tax expenditure to which
lawmakers turn when seeking to raise revenue, and it is often brought back in times of
expansion. In addition, week-long exemption periods have been used at particular times to
ease the burden of the sales tax on these necessities. This has led to a long and complex
history of repealing, reinstating, and amending the exemption. One-week periods of
exemption were provided each January and September between 1997 and 2000. The
exemption was made permanent on March 1, 2000. On May 31, 2003 the exemption was
repealed. Between August 2003 and February 2006, one-week exemption periods were
again provided twice a year. In April 2006 the exemption was again made permanent until
the recent temporary suspension in October 2010.

EXECUTIVE BUDGET PROPOSALS

e Tax Modernization Project
This measure would improve sales tax compliance by authorizing the Commissioner
of Taxation and Finance to increase reporting requirements on certain vendors with
poor compliance history. It would also require electronic filing under certain
circumstances and authorize electronic delivery of Tax Department documents
when authorized by the taxpayer.

e Extend Fuel Exemptions

This measure would extend the full exemptions on E85, CNG and hydrogen fuels,
and the partial exemption on B20 fuel, for one year.
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AUTO RENTAL TAX

Auto Rental Tax Collections
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Figure 11
Table 23
Auto Rental Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $74 32.9% $95 24.5% $95 $0
2011-12 $97 2.5% $102 ($5)

The auto rental tax, imposed by Article 28-A of the Tax Law, applies to the rental of any
passenger car with a gross vehicle weight of 9,000 pounds or less that can seat a maximum
of nine passengers. The auto rental tax was imposed at a rate of five percent on auto rental
charges incurred for use in New York State, until June 1, 2009 when the rate increased to
six percent statewide. Additionally, on June 1 a five percent tax went into effect on auto
rentals in the Metropolitan Commuter Transportation District (MCTD). The tax does not
apply to leases of one year or more. Since SFY 2002-03 all statewide auto rental receipts
are dedicated to the Highway and Bridge Trust Fund. Revenue from the additional
five percent MTA auto rental tax is dedicated to the Mass Transportation Operating
Assistance Fund (MTOAF).
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SFY 2010-11

Collections through January are $74 million, for growth of 32.9 percent over the same
period in SFY 2009-10. This is primarily due to law changes enacted in 2009. The
Committee staff estimates that collections in SFY 2010-11 will be $95 million. This
estimate is even with the Executive estimate, and represents growth of 24.5 percent from
last year.

SFY 2011-12
The Committee staff forecast for SFY 2011-12 is $97 million. This represents an increase of
2.5 percent over SFY 2010-11 estimates. The Executive forecasts collections of

$102 million in SFY 2011-12, for growth of 7.4 percent over SFY 2010-11 estimates.

Fund Distribution

Table 24
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 - $35 - $60 $95
2011-12 - $36 - $61 $97

EXECUTIVE BUDGET PROPOSALS

The Executive has proposed no actions impacting the auto rental tax.

ANALYSIS

The SFY 2009-10 Budget included an increase in the statewide auto rental tax from five to
six percent, and the introduction of a five percent auto rental tax in the Metropolitan

Commuter Transportation District (MCTD). Funds from the five percent tax in the MCTD
are deposited into the MTA fund.
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Auto Rental Tax collections follow patterns of general consumption, which has been
growing slowly, and tourism, which has been strong in 2010. These trends, coupled with

the increased tax rates, account for the double-digit year-to-date growth in Auto Rental Tax
collections.
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MOTOR FUEL TAXES

Motor Fuel Tax
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Figure 12
Table 25
Motor Fuel Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $432 0.6% $514 1.5% $516 ($2)
2011-12 $516 0.5% $518 ($2)

Article 12-A of the Tax Law imposes an eight cents per gallon tax on diesel motor fuel at
the point of import or use in New York. The tax also applies to gasoline, upon first import
into or production within New York. The tax has three components: regular tax (four cents
per gallon), additional tax (three cents per gallon) and supplemental tax (one cent per
gallon). Motor fuel tax collections are dedicated based on the following schedule: Gasoline
receipts are split between the Highway and Bridge Trust Fund (81.5 percent) and the
Dedicated Mass Transportation Trust Fund (18.5 percent). Diesel receipts are split between
the Dedicated Highway and Bridge Trust Fund (63 percent) and the Dedicated Mass
Transportation Trust Fund (37 percent).
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SFY 2010-11
The Committee staff estimates that motor fuel tax receipts will total $514 million in
SFY 2010-11, this estimate is 1.5 percent higher than the previous fiscal year. The

Committee staff estimate is $2 million below the Executive estimate.

Through January 2011, motor fuel collections are $432 million, an increase of 0.6 percent
over the comparable period in the prior fiscal year.

SFY 2011-12
The Committee staff forecast for motor fuel taxes in SFY 2011-12 is $516 million, a
0.2 percent or $2 million increase over SFY 2010-11. The Committee staff forecast is

$2 million below the Executive forecast.

Funding Distribution

Table 26
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 - $108 - $406  $514
2011-12 - $109 - $407  $516

Revenues collected from motor fuel taxes are not deposited into the General Fund, but
instead are statutorily dedicated in the following manner:

e $108 million deposited in the Dedicated Mass Transportation Trust in
SFY 2010-11 and $109 million in SFY 2011-12;

e $406 million to the Dedicated Highway and Bridge Trust Fund in SFY 2010-11
and $407 million in SFY 2011-12.
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FORECAST METHODOLOGY

The models take the following form:

1. Gasoline Tax = 44.18 - 52.1* outlier 2002 Qtrl + 15.4* outlier 2010 Qtr3 -

(1.3) (-7.9) (2.3)
.03*lag of gasoline prices + .009*New York State employment growth
(-1.67) (2.05)

Total R-squared = 0.51
Durbin Watson statistic = 1.87

2. Diesel Tax = 8.7 + 0.014*NY price of diesel — 1.17*lag of diesel prices
(3.65) (2.83) (-1.81)
-9.63* outlier for 2003 QTR2
(-4.5)

Total R-squared = 0.50
Durbin Watson statistic =191

ANALYSIS

Underlying Economic Conditions

Motor Fuel taxes are generally very stable. After falling by 4.0 percent in SFY 2008-09,
revenues exhibited modest growth of 0.6 percent in SFY 2009-10 and SFY 2010-11 year-to-
date growth of 0.6 percent. Much of the fluctuation can be explained by changes in
consumption in both gasoline and diesel fuel. Consumption of diesel fuel is largely a
function of economic activity. As the economy expands the demand for shipping expands,
thus, the consumption of diesel fuel increases. The recent decline in motor fuel taxes
results from the combination of a decrease in consumption due to higher gasoline prices
early in 2008 and the troubled economy. However, the recent trend of increasing fuel
prices is not expected to erode fuel tax revenues, as the rebounding economy will
stimulate demand. Also, because motor fuel taxes are a fixed amount per gallon, an
increase in prices will not yield additional revenues.
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EXECUTIVE BUDGET PROPOSALS

e The Executive proposed updating certain fuel definitions to be consistent with
Federal laws (No fiscal impact).

e The Executive has also proposed extending the partial and full tax exemptions
for alternative fuels for one year (No fiscal impact).
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HIGHWAY USE TAX
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Figure 13
Table 27
Highway Use Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $111 -5.4% $129 -5.8% $129 $0
2011-12 $122 -5.7% $140 ($18)

Highway use tax revenues are derived from three sources: the truck mileage tax, highway
use permit fees, and the fuel use tax. The truck mileage tax is a weight-distance tax
generally imposed on commercial vehicles having a loaded gross weight of more than
18,000 pounds. The tax is imposed at rates graduated according to the gross vehicle weight
and miles traveled on public highways. In addition, a supplemental tax equal to the base
truck mileage tax was imposed prior to January 1, 1999. Effective January 1, 1999, the
supplemental tax was reduced by 50 percent, and effective April 1, 2001, the remaining
supplemental tax was reduced by an additional 20 percent.
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Highway use permits are mandatory to owners of vehicles subject to the highway use tax.
The permits are triennial at a cost of $15 for an initial permit. The fuel use tax applies to
commercial vehicles that purchase fuel outside New York State, but is consumed while
traveling on New York highways. It has two components: the motor fuel component and
the sales tax component. The aggregate fuel use tax rate is the sum of the motor fuel tax
rate and the sales tax rate. The sales tax rate has two components, the state sales tax rate
which is four percent and the lowest county sales tax rate at the time which is currently
three percent. These rates are applied to the capped price of $2 per gallon. All Highway
Use Tax receipts are earmarked to the Dedicated Highway and Bridge Trust Fund.
Effective September 1, 2009, highway use tax renewal fees were increased from $4 to $15,
resulting in an additional $5 million in revenues in State Fiscal Year (SFY) 2009-10.
However, since this renewal only takes place every three years, no additional revenues are
anticipated in SFY 2010-11.

SFY 2010-11

The Committee staff estimates that receipts in SFY 2010-11 will total $129 million, a
decrease of $8 million, or 5.8 percent below the prior year. This estimate is equal to the
Executive estimate. The decrease in highway use taxes can be partially attributed to the
increase in the highway use tax renewal fees that took place in 2009, which are not
replicated in SFY 2010-11.

SFY 2011-12
The Committee staff’s forecast for highway use tax receipts is $122 million for
SFY 2011-12, which represents a 5.7 percent decrease from SFY 2010-11 estimates. This

forecast is $18 million below the Executive’s. This decrease reflects the recent trend of
decreasing highway use tax receipts.
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Fund Distribution

Table 28
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 - - - $129  $129
2011-12 - - - $122  $122

All Highway Use Tax receipts are earmarked to the Dedicated Highway and Bridge Trust
Fund.

ANALYSIS
Underlying Economic Conditions

The Committee Staff’s forecast reflects recent trends in highway use tax collections; no
economic variables are used to forecast the highway use tax.

EXECUTIVE BUDGET PROPOSALS

e The Executive proposed updating certain fuel definitions to be consistent with
Federal laws (No fiscal impact).

e The Executive has also proposed extending the partial and full tax exemptions
for alternative fuels for one year (No fiscal impact).
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CIGARETTE AND TOBACCO EXCISE TAX

Cigarette and Tobacco Products
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Figure 14
Table 29
Cigarette and Tobacco Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $1,384 17.5% $1,620 18.8% $1,621 (1)
2011-12 $1,854 14.4% $1,786 $68

The cigarette tax and cigarette use tax of New York State is administered through the
provisions of Article 20 of the Tax Law. Article 20 was signed into law in 1939. The cigarette
tax is an excise tax on the sale of cigarettes in New York State and is complimented by an
identical use tax on the use of cigarettes in New York.

The Commissioner of Taxation and Finance is authorized to make provisions for the sale of
stamps and may license agents to sell stamps for the payment of tax on cigarettes. The
licensed agents may retain some of the revenues from the sale as commission according to
guidelines established by the Tax Commissioner.
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Pursuant to Section 472 of Article 20, the Tax Commissioner is authorized to prescribe a
schedule of commissions, not exceeding five percent, to agents for buying and affixing
stamps. Such schedule shall be uniform with respect to the different types of stamps used,
and may be on a graduated scale with respect to the number of stamps purchased. The
commissioner may permit an agent to pay for such stamps within thirty days after the date of
purchase. The commissioner may also require any such agent to file with the department a
bond issued by a surety company approved by the superintendent of insurance as to
solvency and responsibility.

New York State also imposes a tax on tobacco products. The tobacco products tax is
imposed at a rate of two dollars per ounce on snuff and seventy-five percent of the wholesale
price on all other tobacco products (e.g. cigars, chewing tobacco, pipe tobacco, roll-your-
own cigarette tobacco) for sale or use in New York State. As of July 1, 2010 little cigars are
taxed at the same rate as cigarettes, currently the tax is $4.35 per pack of twenty.

SFY 2010-11

The Committee Staff estimates the 2010-11 closeout for cigarette and tobacco taxes will be
$1.620 billion. This estimate is based on year-to-date collections, historical collection
patterns, and an analysis of tax law changes that were enacted and in SFY 2010-11. The
closeout does not include any revenue from enforcement on the sale of cigarettes to non-
Native Americans on Native American Territory.

Cigarette and Tobacco excise taxes, on an All Funds basis, have a year-to-date growth of
17.5 percent or $207 million; the bulk of which is from cigarette taxes (including
$56 million in floor taxes). Taxes on other tobacco products have a year-to-date growth of
47.6 percent or $27 million when compared to the same time period in SFY 2009-10.

SFY 2011-12

The Committee staff’'s SFY 2011-12 forecast for cigarette and tobacco taxes is
$1.854 billion, a growth of 14.4 percent over SFY 2010-11. The Committee staff’s forecast
is $68 million higher than the Executive’s SFY 2011-12 Executive Budget projections. Both
the Executive’s and the Committee staff’s forecasts include $130 million in revenue from
the collection of taxes on cigarettes sold to non-Native Americans on Native American
Territory. The estimate does not include any revenue from increased retail registration fees
that were enacted in 2009, as there is still an active injunction on said legislation.
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Fund Distribution

Table 30
Fund Distribution
($ in Millions)
General Special Debt  Capital
Fund Revenue  Service Projects All Funds
2010-11 $486 $1,134 - - $1,620
2011-12 $518 $1,336 - - $1,854

In addition to the increases on cigarette and tobacco excise taxes, the 2010-11 Enacted
Budget modified the distribution of the cigarette tax. The Health Care Reform Act (HCRA)
share of the excise tax on cigarettes increased from 70.6 percent to 76.0 percent, effective
July 1, 2010. HCRA is a major component of New York State’s Health Care financing
laws, which determines hospital reimbursement methodologies and targets a multitude of
health care initiatives, one of which authorizes the reimbursement for smoking cessation
programs prescribed by a doctor. The increased tax, in combination with the share
change, will provide approximately $13 million in additional HCRA funding in SFY 2010-
11 and $14 million in SFY 2011-12 (based upon the Executive’s Budget assumptions that
the increase in the cigarette excise tax will bring in an additional $260 million in
SFY 2010-11 and $270 million in SFY 2011-12). If the State is able to collect taxes on
cigarettes sold to non-Native Americans on Native American Territories in SFY 2011-12,
HCRA would benefit with an additional $99 million, $7 million of which would be due to
the increase in HCRA shares.
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FORECAST METHODOLOGY

Model: Cigarette and tobacco All Funds collections are forecast econometrically by first
estimating consumption volume.

The model specification and related statistics are shown below. T-values are shown for
each predictor in parentheses.

The models take the following form:

Log (Rest of State volume) = 6.0114 - Q1 seasonal dummy *.2286 -

(41.56) (-19.75)
Q4 seasonal dummy * .0600 - New York State price * 0.5831+
(-2.87) (-4.19)
Tax Law Dummy* .0642
(-3.10)

Total R-Squared =.9791; Durbin Watson statistic=1.8153; RMSE =.04775
Number of observations= 50

Log (NYC volume) = 5.5627- Q1 seasonal dummy * .2025
(15.57) (-5.65)
- New York City price * .6220
(-2.10)

Total R-Squared =.9542; Durbin Watson statistic=1.9224; RMSE =.12462
Number of observations=53
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ANALYSIS

Historical Cigarette Tax Stamps (Consumption)

Cigarette Consumption
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Figure 15

Cigarette sales in New York State have decreased significantly over the last ten years. In
the first half of SFY 2000-01 there were approximately 467 million cigarette tax stamps
issued; in the first half of 2010 there were only 221 million cigarette tax stamps issued.
This represents a decline of 52.7 percent over ten years.

Historically, when there has been an increase in the cigarette excise tax, there is a sudden
decline in consumption; the decline generally levels off over the next four to six quarters.
For instance, in March of 2000 the tax on a pack of cigarettes went from 56 cents to $1.11
which resulted in a year over year (SFY) decline of 19.4 percent or reduction of
approximately 218 million cigarette tax stamps. The next significant tax increase became
effective April 3, 2002, the tax on a pack of cigarettes went from $1.11 to $1.50. The
result was similar, a year-over-year decline of 21.0 percent or a reduction of 190 million
tax stamps, followed by second year decline of roughly 8 percent. From SFY 2004-05
through SFY 2006-07 the number of cigarette tax stamps issued hovered around
625 million. When the next significant tax increase — from $1.50 to $2.75 per pack - took
effect on June 3, 2008, there was a year-over-year decline of 17.1 percent or a reduction of
approximately 106 million cigarette tax stamps, followed by an eight percent decline in
SFY 2009-10. Data from the first quarter of 2010-11 shows that the decline in cigarette
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stamps has leveled off; however with the enactment of chapter 134, effective July 1, 2010,
the tax on a pack of cigarettes increased from $2.75 per pack to $4.35. Since that increase
there has been a negative growth of 24.9 percent or a decline of approximately 66 million
tax stamps when compared to the same period in SFY 2009-10.

The Committee staff estimates that cigarette tax stamps will remain relatively flat
throughout SFY 2011-12, forecasting cigarette tax stamps of 380 million packs. The basis
for this assumption is due in part to the historical patterns, but also due to outside factors
such as the Federal PACT Act that took effect in late June of 2010 (provided it is actively
enforced) as well as the historically high gas prices. *° It is presumed that these factors will
significantly deter cigarette tax avoidance. However, this assumption has a downside risk
for revenues as smokers may reduce consumption due to the bad economy and/or due to
other factors — such as the inability to smoke in public places; New York City passed
legislation in February 2011 prohibiting smoking in the City’s 1700 parks and 14 miles of
beaches.”® Another downside risk involves cigarettes sold on Native American Land. In
the 2011-12 revenue projection the Executive and the Committee staff included
$130 million (roughly 30 million packs of cigarettes) in tax receipts from the enforcement
of taxes on cigarettes sold to non-Native American persons by Native American persons on
Native American Territory.

New York State Health Department (2010, July 01), new Federal pact act prohibits trafficking cigarettes on
internet, New York to recover millions in lost cigarette tax revenue”,
http://www.health.state.ny.us/press/releases/2010/2010-07-01_pact_act.htm (retrieved 17 Sept. 2010)

Bohon, David, (2011, February 14) New York City Bans Smoking in Parks, on Beaches, New America, (on-
line), Retrieved February 15, 2011, http://thenewamerican.com/index.php/usnews/politics/6303-new-york-
city-bans-smoking-in-parks-on-beaches.
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ALCOHOLIC BEVERAGE FEES

Alcoholic Beverage Fees Collections
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Figure 16
Table 31
Alcoholic Beverage Control License Fees Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive  Difference
Growth Forecast
Date
2010-11 $38 -8.6% $44 -9.4% $46 ($2)
2011-12 $43 -3.2% $49 ($6)

Distillers, brewers, retailers, wholesalers and others who sell alcoholic beverages in New
York State are required by Articles 4, 4-A, 5 and 6 of the Alcoholic Beverage Control Law
to be licensed by the State Liquor Authority (SLA). Approximately 2,500 retail outlets,
18,500 grocery stores and 26,400 bars and restaurants are licensed. Licenses are issued
triennially, biannually and annually, and fees are paid directly to the SLA.
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SFY 2010-11 Estimate

The Committee staff estimates that receipts from Alcoholic Beverage Control License Fees
will total $44 million in SFY 2010-11, a 9.4 percent decline from SFY 2009-10. This
estimate is $2 million below the SFY 2011-12 Executive Budget estimate.

SFY 2011-12 Forecast

The Committee staff forecasts receipts will total $43 million in SFY 2011-12, a decrease of
$1 million or 3.2 percent over SFY 2010-11 estimates. This is $6 million below the
SFY 2011-12 Executive Budget forecast

ANALYSIS
Underlying Economic Conditions

Recent studies have shown that, while sales of clothing and other goods are improving,
restaurant sales are declining as families continue to eat at home more.?* This has resulted
in restaurant and bar closings, and reduced liquor license fee collections for the State.

Changes in License Application Processing

Before August of 2009, the New York State Liquor Authority (SLA) had a backlog of over
3,000 Alcoholic Beverage Control License applications. Towards the end of SFY 2009-10,
the SLA began to speed up and streamline the approval process, drastically reducing the
backlog. The backlog for upstate license applications, approximately 1,000, has now been
eliminated, reducing the processing time down to 30 days from the previous six to seven
months. The backlog for downstate licenses has now been reduced by 80 percent, and the
remaining backlogged applications are being approved in three to five months, down from
the previous year-long processing time.*

A Dimopoulos, Thomas, "Home is where the food is, More families embrace eating in,” The Post-Star, 7
February 2011, http://poststar.com/news/local/fdb19548-325e-11e0-88bd-001cc4c03286.html.

2 Rosen, Dennis, “Testimony of Chairman Dennis Rosen, New York State Liquor Authority, Before the New
York State Standing Committee on Economic Development and the Assembly Standing Committee on
Oversight, Analysis and Investigation,” 6 December 2010, Albany, NY.
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This expediting of license applications is a likely explanation for the 12 percent growth
seen in SFY 2009-10. As much of the backlog has now been eliminated, Alcoholic
Beverage Control License Fee collections are back down to typical levels, which is
consistent with the 9.4 percent decline estimated for SFY 2010-11.

EXECUTIVE BUDGET PROPOSALS

The executive has proposed no actions affecting Alcoholic Beverage Control License Fee
collections.
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ALCOHOLIC BEVERAGE TAX

Alcoholic Beverage Tax Collections
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Figure 17
Table 32
Alcoholic Beverage Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $200 1.1% $228 -0.9% $228 $0
2011-12 $227 -0.3% $233 ($6)

Article 18 of the Tax Law imposes a tax on various alcoholic beverages, including beer,
wine and other spirits. The tax rate varies depending on the alcohol content of the
beverage. All of the receipts are deposited into the General Fund.

SFY 2010-11
The Ways and Means Committee staff estimates Alcoholic Beverage Tax revenues to be

$228 million in SFY 2010-11, a 0.9 percent increase from SFY 2009-10. A decline of
0.7 percent is expected in the remaining months of the fiscal year. The Executive also
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estimates SFY 2010-11 Alcoholic Beverage Tax receipts to be $228 million in the 2011-12
Executive Budget.

SFY 2011-12

Ways and Means Committee staff forecasts that SFY 2011-12 Alcoholic Beverage Tax
collections will be $227 million, a 0.3 percent decline from SFY 2010-11 estimates. The
2011-12 Executive Budget forecasts collections of $233 million, for growth of 2.2 percent.

ANALYSIS
Underlying Economic Conditions

The nearly flat growth in Alcoholic Beverage Tax collections is consistent with estimates of
0.4 percent growth in national alcohol sales. Recent studies have found that, while
consumers are ordering more alcoholic beverages when dining out, the growth in
consumption is not as strong as after previous recessions.*

Recent Law Changes

The SFY 2009-10 Budget included a provision to increase the tax on both beer and wine—
the tax on beer was increased from 11 to 14 cents per gallon, and the tax on wine was
increased from five to 7.92 cents per liter. This was the first major change in Alcoholic
Beverage Tax rates since the tax on beer was reduced in 2001, and the first change in the
tax on still wine since 1989.

% Liddle, Alan J., “Alcoholic beverage sales to rise in 2011,” Nation’s Restaurant News, 9 December 2010,
www.nrn.com/article/alcoholic-beverage-sales-rise-2011.
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Table 33

New York State Alcoholic Beverage Tax Rates History

Beverage  Liquor = Liquor - All  Natural  Art. Spkig Still Beer/ Cider/

24% Alc/liter other/liter Spklg./liter Wine/liter Wine/liter  Gallon Gallon
4/1/2009  $1.70 $0.67 $0.0792  $0.0792  $0.0792  $0.1400 $0.0379
1/1/2003 1.70 0.67 0.05 0.05 0.05 0.11 $0.0379
1/1/2001 1.70 0.67 0.05 0.05 0.05 0.125 $0.0379
1/1/1999 1.70 0.67 0.05 0.05 0.05 0.135 $0.0379
1/1/1996 1.70 0.67 0.05 0.05 0.05 0.16 $0.0379
1/1/1995 1.70 0.67 0.05 0.05 0.05 0.21 $0.0379
7/1/1994 1.70 0.67 0.05 0.05 0.05 0.21 0.01
6/1/1990 1.70 0.67 0.25 0.15 0.05 0.21 0.01
5/1/1989 1.40 0.55 0.25 0.15 0.05 0.11 0.01
5/1/1983 1.08 0.264 0.175 0.088 0.032 0.055 0.004
Before 0.86 0.21 0.14 0.07 0.03 0.04 0.00

EXECUTIVE BUDGET PROPOSALS

The executive has proposed no actions in the 2011-12 Executive Budget that impact
Alcoholic Beverage Tax collections.
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Business Taxes

Business Taxes

Forecasts by State Fiscal Year

($ in Millions)

SFY Diff. SFY Diff.

2010-11 Growth Exec. 2011-12 Growth  Exec.

Business Taxes 7,651 2.6% (22) 8,489 11.0% 111
Corporate Franchise $3,125 24.5%  ($145) $3,617 15.7%  ($19)
Utility Tax $825 -13.6% ($11) $912 10.6%  $20
Insurance Tax $1,325 -11.1% $17 $1,378 40% ($14)
Bank Tax $1,287 -8.0% $103 $1,480 15.0% $138
Petroleum Business Tax $1,089 -1.4% $14 $1,101 1.1% ($15)
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CORPORATE FRANCHISE TAX

Corporate Franchise Tax Collections
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Figure 18
Table 34
Corporate Franchise Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $2,007 16.8% $3,125 24.5% $3,270 ($145)
2011-12 $3,617 15.7% $3,636 ($19)

Article 9-A franchise taxes are imposed on every domestic or foreign corporation "for the
privilege of exercising its corporate franchise, or of doing business, or of employing capital,
or of owning or leasing property ... in a corporate or organized capacity, or of maintaining
an office in this state..." (Tax Law 8209.1).
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The corporate franchise tax is composed of three parts:

1. All corporations will pay the highest of the following four alternative bases:
e 7.1 percent of entire net income allocated to New York;
e 0.15 percent of allocated capital, subject to a maximum of $10 million;
e an alternative minimum tax of 1.5 percent of entire net income; and,
e A fixed dollar minimum tax, which ranges from $25 to $5,000, and is based
upon the amount of New York receipts.

2. For corporations that own more than 50 percent of the voting stock of another
corporation, a tax of 0.09 percent of allocated subsidiary capital is to be paid.

3. If a corporation has business attributable to the Metropolitan Commuter
Transportation District, they pay a 17 percent surcharge on their liability inside the
MCTD, which is distributed to the Metropolitan Transportation Authority.

SFY 2010-11

The Committee staff estimate for SFY 2010-11 is $3.125 billion, an increase of
$614 million or 24.5 percent over the previous fiscal year. The Committee’s closeout is
$145 million lower than the Executive’s. To reach this level of collections, corporate
franchise collections will have to increase by 41.0 percent in the final two months of the
year. Excluding growth associated with the audit forecast and law changes over the past
two years, corporate franchise tax growth is expected to be 23.2 percent over last year’s
collections.

SFY 2011-12

The Ways and Means Committee staff expects corporate tax receipts to increase by
15.7 percent or $492 million to $3.617 billion. Several law changes will have an impact
on next year’s collections. Excluding law changes from SFY 2010-11 and SFY 2011-12,
corporate franchise receipts are expected to increase 21.3 percent in SFY 2011-12. The
Committee’s 2011-12 forecast is $19 million lower than the Executive’s forecast of
$3.636 billion.
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Fund Distribution

Table 35
Fund Distribution

($ in Millions)

2010-11
2011-12

General
Fund

$2,726
$3,155

Special Debt
Revenue Service

$399
$462

Capital

Projects All Funds

$3,125
$3,617

All corporate franchise tax receipts are deposited into the General Fund except for the
MCTD surcharge, which is deposited into the MTOAF Special Revenue Fund.

In SFY 2010-11, the Committee expects General Fund receipts to increase 27.1 percent or

$581 million over last fiscal year.

raises the base and distorts the growth level downwards.

Special Revenue receipts are expected to increase
8.9 percent. The high level of audit collections in the MCTD region during SFY 2009-10

In SFY 2011-12 the Committee staff expects growth rates of 15.7 percent for both funds.
The General Fund is expected to rise by $429 to $3.155 billion and Special Revenue Fund

to $462 million.
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FORECAST METHODOLOGY

The model is driven by three main variables: a dependent variable lagged 2 quarters, a one
year lag of U.S. corporate profits, and a seasonal dummy to account for quarterly variations
in collections. The dependent variable is adjusted for unnecessary noise introduced from
audit collections, which are not connected to the business cycle, before it is forecast. After
the forecast is obtained, audits are added to the series to return it to the original levels. The
t-values are shown for each coefficient in parentheses.

The model takes the following form:

(Corporate Collections — Audits)=1.24 *(Intercept)
(1.52)
+0.28*(Lag2(Log(CorporateCollections-Audits)))+0.45*(Lag4(Log(Corporate Profits)))
(2.84) (3.32)

+0.34*(1*" Quarter Dummy) + (Et) €t=0.38*(Et-1) + put

(3.50) (3.50)
Adjusted R-Squared=0.7063, Durbin Watson Statistic=2.06, RMSE=.1863
Number of observations=53

ANALYSIS

After eight months of negative growth in the corporate franchise tax, cumulative collections
turned positive for the current fiscal year in December 2010. Tax collections are starting to
reflect the robust recovery in corporate profits. NYS has currently collected $289.5 million
or 16.9 percent more from corporate tax filers this fiscal year compared to last fiscal year.

The Ways and Means Committee staff expects SFY 2010-11 collections to reach
$3.125 billion, an increase of 24.5 percent over the previous fiscal year. Excluding growth
associated with the Executive’s audit forecast and law changes for the past two years,
corporate franchise receipts are expected to rise 23.2 percent. To reach the Committee’s
closeout, corporate franchise collections will have to increase by 41.1 percent in the final
three months of the year, well below the Executive’s projected 71 percent growth.
However, the Executive is planning on delaying $200 million in refunds at the end of this
fiscal year, and if this is excluded from the closeout, Ways and Means Committee staff
expects collections to increase 15.7percent over last year.
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Total tax payments on current year liability are up $153 million or 26.0 percent over last
year.

Excluding the $75 million administrative refund delay imposed by the Executive last spring
to ease the State’s cash flow constraints, total corporate refunds are 29.6 percent of
collections. This is below the 34.8 percent ratio that corporations used in the year
following the end of the Great Recession, but significantly higher than the 7.7 percent ratio
that businesses used at the peak of the last expansionary cycle in SFY 2006-07. |If
businesses use tax overpayments to request refunds similarly to how they did after the
2001 recession, NYS can expect elevated, but declining, levels of refunds for the next few
years.

Corporate Franchise Growth Rate: Percentage of
Refunds and Prior Year Adjustments
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Figure 19

Prior year adjustments have increased by $14 million or 1.0 percent over last fiscal year
through January.

The Division of the Budget is projecting $896 million in audit collections for this fiscal
year. Through January 2011, NYS has collected $697 million in audits from corporations.
To meet the Division’s audit forecast, New York would have to collect $199 million in the
last two months of the fiscal year. For three of the five years that the Executive has publicly
released its audit collection projections, it has over-forecasted collections for the corporate
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franchise tax. The Assembly accepts the Executive’s audit forecast, but it remains a risk to
the closeout.

The Committee expects US corporate profits to rise 26 percent in SFY 2010-11, and
5.2 percent in 2011-12.

Corporate Franchise Tax Base

Manufacturing businesses used to account for the largest share of Corporate Franchise tax
receipts. Since 1997 the share of Corporate Franchise taxes contributed by the industry has
fallen from 25.8 percent to just 13.0 percent in 2005, but it rose to nearly 17.0 percent in
2006 and 2007. This decline coincides with both the decline in manufacturing
employment in the State and the nation in general, and with the rise of tax incentives
granted to manufacturers to help stabilize their presence in the State. The share that
wholesale and retail trade accounted for during the same period experienced an upward
trend, except in 2005 when the share of the finance and insurance sector surged. Finance
and insurance industry fortunes have been a volatile source for New York State tax
receipts, but their importance has grown over the past few decades, and in 2007, finance
and insurance comprised 22.6 percent of corporate franchise receipts, down slightly from
23.6 percent in 2006.
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Impact of Previously Enacted Tax Law Changes

Table 36

Enacted Tax Law Changes

($ in Millions)
Change in Fiscal Impact Shown

2010-11 2011-12
Excelsior - (7)
Administrative Refund Delay 2011 200
Administrative Refund Delay 2010 (76) -
Empire Zone Tax Credits 17 (312)
Credits in Excess of $2 million Deferred 110 323
Film Production Credit (10) (143)
Reciprocal Tax Credit 13 -
Overcapitalized Captive Insurance Companies 4) -
Brownfield Remediation Credits (265) 164
Expiration of Capitol Base - (103)
Expiration (07/2011) of Tax Shelter Reporting - (5)
Combined Returns 1 (60)
REITs and RITs - 10
HMOs Taxed as Insurance Companies 5)
Low Income Housing 4) -
Total (23) 148

The most significant revenue raiser that New York State enacted with the 2010-11 Budget
was the business tax credit deferral. Beginning in tax year 2010, and ending after tax year
2012, if businesses plan to use more than $2 million in tax credits, the credits above
$2 million will be deferred until the payback period begins in 2013. The total tax credit
deferral across all business categories, whether C-corporations, banks, insurance
companies, or S-corporations, is expected to be $2.91 billion over three years. According
to estimates by the Ways and Means Committee staff, only 43 or 1.4 percent of all
corporate franchise, bank and insurance taxpayers who claim tax credits will be subject to
the deferral. While only 43 of 633,197 or 0.007 percent of all business taxpayers will be
affected by the deferral, 66 percent of the tax credits used will be deferred.

The 2010-11 Budget’s second most significant fiscal impact upon business taxes was the

$2.1 billion expansion of the Film Production Credit. This credit is fully refundable, and it
reimburses producers for 30 percent of production costs in New York State that are not

NYS Assembly Revenue Report -88- Business Taxes



attributable to salaries for actors, directors, and production costs considered “above the
line”.

The third most significant impact on corporate franchise taxes was the Excelsior Jobs
Program which replaced the Empire Zones Program’s 10-year tax credit benefit with a
5-year tax credit benefit. This program redesigns four tax credits that, in aggregate, are
capped at $50 million a year. On an accrual accounting basis, the State commits
$250 million in tax credits each year for five years. The total fiscal impact of this program
is currently $1.250 billion.

Corporate Franchise Adjustments to Current Year Tax Liability

How Do Adjustments to Earned Net Income Affect Tax Liability in New York State?

A corporation’s New York tax base begins with its Federal Taxable Income (FTI) before net
operating losses (NOLs) and special deductions which reduce a company’s federal taxable
income. NYS also requires companies to make additions and subtractions based on New
York tax preferences. The reasoning varies for each of the additions and subtractions
required, but many of them are designed to prevent double taxation of income by the State,
like the exclusion of all or a portion of dividends from income. These exclusions from
taxation can be a significant portion of a company’s income. In 2001, the exclusion of
50 percent of domestic dividends and foreign dividends accounted for 31 percent of FTI,
and 81 percent of earned net income (ENI). Companies might not know at the time they
file their initial return how much they will be earning in dividends from shares they own,
this could be a source of adjustment by companies when they file amended returns, which
they are allowed to do for up to three years after the end of the tax year.

In 2002 and 2003, the largest source of downward adjustment to companies’ income came
from the Net Operating Loss Deduction (NOL). It compromised 218 percent and
105 percent of FTI, respectively, but by this basis alone, in 2001, NOL deductions
accounted for 321 percent of FTI. Understanding how companies utilize net operating
losses to modify past and future tax liabilities will provide insights into the uncertainty of
forecasting corporate franchise tax revenue.

Overall, there is a large variation between the estimated payments initial returns made to
New York State while the tax year is underway, and the final liability that the Department
of Taxation and Finance reports three years after the tax year is over. The largest portion of
this variation is due to negative adjustments that companies make after gaining full
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knowledge of their income components after the tax year is over. However the
Department of Taxation and Finance only provide final information and not initial returns
and final returns. So the exact nature of how businesses adjust their returns over time is
unknown. Because the starting point for New York taxes is FTI and companies can also
amend federal returns for three years, if there are any adjustments to a company’s federal
return, the variation will flow through to New York State tax liability. FTI displays a wide
degree of variation. For example, in 2001, FTI decreased 81 percent, but in the following
two years it increased 72 percent and 143 percent. In terms of levels, FTI was $38.7
billion in 2001, but it increased to $323.2 billion in 2004, an increase of 735 percent,
creating additional variability in collections.

For most years, collections are higher than liability because the tax code places penalties
on companies if they pay less than 91 percent of their final liabilities, or less than the tax
paid in the previous year. The penalty for the underpayment of tax is calculated by adding
seven percent to the prevailing short-term interest rate, and this currently totals
approximately eight percent. However, if a company overpays its tax liability the current
rate the State will pay companies is approximately three percent, or two percent plus the
prevailing short-term rate. Figure 20 shows that the aggregate overpayment companies
make can be extremely high. In 2000, companies overpaid by $567 million or 37 percent
of final liability, and in 2006, companies overpaid by $448 million or 20 percent.
Businesses can use these overpayments to request refunds or reduce their tax liability in
future years.

Corporate Franchise Tax Collections and Liability:
1996 to 2007
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Figure 20
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Why allow businesses to use net operating losses to reduce income in past and future
years?

Business cycle fluctuations do not influence all sectors of the economy with the same
intensity. Sectors like education, health care, services in general, and agriculture do not
experience periods of speculation or intense spikes of consumer demand. Consumption
growth is less responsive to changes in personal income for some essential industries and
goods.

Durable goods manufacturers experience some of the largest swings in the business cycle
due to their capital intensive nature and large exposure to the credit cycle. Besides swings
in demand reducing short-term profits, manufacturers incur losses for fixed costs like
buildings and machinery that cannot be reduced in the short run. The finance industry also
experiences significant variability in its profits over time.

In addition to businesses that are more affected by the business cycle, such as
manufacturing and finance, new or expanding business often experience losses in the first
few years that they begin operations. The use of NOLs enables start-ups to average their
earnings over several years for tax purposes and this assists them in maintaining their
viability.

If companies with significant variability in profits, often an indicator of the risk they take,
had to pay taxes on current year profits, they could face extreme increases in tax payments,
and this would not necessarily reflect the true profitability.

Table 37
Impact of Taxes Without Net Operating Losses
Yearl Year 2 Year 3 Year 4 Year 5 Total
Business A Profit -100 -100 100 100 100 100
10% Tax 0 0 10 10 10 30
Business B Profit 20 20 20 20 20 100
10% Tax 2 2 2 2 2 10
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In Table 37, business A paid three times as much tax as business B even though their five-
year profits are identical. However, if business A carried its losses forward it would be
paying the same amount of tax as a business B.

Tax policy allows businesses to use net operating losses to foster tax equity across business
industries, and across variations of risk. Many businesses have the option to classify
themselves as corporations (C-corps) or flow-through entities (S-corps) and the tax treatment
of losses varies differently in the taxation of C-corps and S-corps. When losses flow
through to the investor, instead of accruing to the corporation, individuals can offset
income from other sources and lower their tax liability. However, tax law prohibits the use
of flow-through losses for tax credits designed for poverty alleviation, like the EITC, to
shareholders if they are not actively engaged in the business. To create a similar benefit for
corporations as managing partners receive, the state and federal tax laws allow the use of
NOLs in past and future years.

The IRS Code in section 172(c) defines net operating losses as “the excess of the
deductions allowed by this chapter over the gross income.” At the federal level, businesses
can use NOLs to reduce gross income reported in the previous two years by filing an
amended return. Additionally, businesses can use their current net operating losses to
reduce gross income up to twenty years in the future.

There are exceptions to the two-year carryback and 20-year carry forward rule. The Federal
government enacted a package of tax incentives during the Great Recession, including
allowing small businesses to use losses incurred in 2008 to offset income earned in the
previous five years. Additional modifications to the loss carryback rules include 10-year
carryback allowances for specific liability losses, and losses related to qualified Gulf
Opportunity Zones, farming, qualified disasters, qualified recovery assistance, while
gualified disaster recovery assistance receives a five-year carryback period.

Federal treatment of Net Operating Losses has varied considerably over time. NOLs were
introduced in 1918 with a one-year carryback and a one-year carryforward. Tax law
suspended the use of NOLs in the early 1930’s, but thereafter they became an
indispensable part of the Federal Tax Code which many states conform to or minimally
modify like New York. In 1997, the Federal government enacted the current general
guidelines of a two-year carryback and a 20-year carryforward.*

% Nellen, “Net Operating Losses of Individuals”,
www.cob.sjsu.edu/nellen_a/225K%20Reading/NOLsIndividuals.ppt.
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States’ current treatment of net operating losses varies considerably, and it is common for
states to alter the calculation of businesses net operating loss deductions to satiSFY revenue
or economic development concerns. In 2005, New Hampshire became the 26" state to
forbid businesses to carryback their NOLs.”® * Five states place a dollar cap, ranging from
Delaware’s $30,000 to Utah’s $1,000,000, on NOL carrybacks.?” California suspended the
use of NOLs in 2008 and 2009 due to declining revenues, but thereafter they are phasing
in full conformity to the federal provisions. New Jersey currently limits businesses NOL
deductions to 50 percent of the taxable income before the year of the NOL deduction.
Pennsylvania caps NOL carryforward deductions, in a manner reminiscent of the Federal
government’s NOL deductions calculation in the past, to the greater of $3 million or
12.5 percent of the taxable income. Some states, including Arizona, Massachusetts and
New Mexico, limit carryforwards to only five years.?®

New York conforms to the federal provisions for net operating losses, generally a two-year
carryback and a 20-year carryforward, except businesses are only allowed to carryback
$10,000 in losses a year. Companies use their New York NOL deductions to reduce their
pre-allocated or national earned net income.

Historical Use of Net Operating Losses in New York State

Net Operating Losses deductions constitute a significant portion of business and investment
income modifications in many years, and it is a major factor for the ENI allocated to NYS.
For the eight out of twelve years that detailed data are available, aggregate was negative. If
a company’s ENI is negative then they pay tax on the highest of the alternative bases: the
minimum taxable income base, the capitol base, or the fixed dollar minimum base.

In 2007, businesses did not generate or use a large volume of NOL deductions because
businesses were profitable and they had depleted the majority of those generated. Overall,
47 percent of businesses that claimed NOL deductions paid tax under the ENI base
generating 91 percent of the tax liability paired by businesses claiming NOL deductions
which did not pay the minimum tax.

% CCH, Multistate Corporate Tax Course: 2010 Edition, CCH, Chicago, 2009, p.104.

% Mazerov, M., “Minority of States Still Granting Net Operating Loss “Carryback” Deductions Should
Eliminate Them Now?”, Center on Budget and Policy Priorities, May 11, 2009. p.2.

" |bidem. p.9.

% CCH, pp. 99-104.
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In 2001, the year with the highest ratio of NOL deductions to FTI, businesses were able to
generate and use NOL deductions to reduce their ENI base enough so they paid tax on one
of the alternative bases. Overall, 49.9 percent of taxpayers that paid under the ENI base,
paid 87.6 percent of the total tax liability owed by businesses using a NOL deduction. The
percentage of taxpayers paying under the capitol base remained largely the same, but the
percentage of taxpayers paying the fixed minimum tax increased.

An analysis of the industries that used NOLDs in 2001, a year in which businesses
generated and used a high level of NOL deduction, indicates that they are the types of
companies that are most impacted by the business cycle. Finance and Insurance claimed
24.9 percent of NOLDs. Manufacturers also are traditionally affected by recessions due to
their high ratio of fixed costs and volatile swings in customer demand, and they claimed
16.6 percent of all NOLDs in 2001.

Table 38
Net Operating Los Deductions in 2001
Range of NOLD % of NOLD Percentage of Number of
Generated and Used Used Corporations Taxpayers Average NOLD
Up to $6 million 3.27% 95.5% 22,303 $182,325
Up to $90 million 20.29% 99.1% 23,149 $1,089,138
$90 to $8,900 million 79.70% 0.9% 207  $478,414,344

In 2001, 570,376 corporations filed taxes under article 9-A and 23,356 or 4.1 percent of
the companies that did not pay the minimum tax used net operating losses to reduce their
tax liabilities. Ninety nine percent of businesses claimed 20.3 percent of the NOL
deductions. Less than one percent of the taxpayers claimed 79.7 percent of the net
operating losses.

What we are not able to discern from the analysis of the existing data is which industries
are claiming tax losses, but do not have economic losses. Another pattern of business
behavior that generates an unpredictable element in tax collections is how companies
utilize their NOLs over time. How much are they carrying backward and how much are
they carrying forward, and, more importantly, how far are they carrying them forward. If
revenue forecasters knew more about how businesses used prior year losses, revenue
forecasting would be more accurate.
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What is the Responsiveness of Corporate Profits to Corporate Tax Collections?

Ways and Means Committee staff analyzed time periods identified by the Department of
Labor that were classified as NYS recessions. Using regression analysis the impact of
changes in US corporate profits on changes in NYS corporate franchise tax collections was
examined. The analysis finds preliminary evidence that tax collections have a 22 to
27 percent higher responsiveness in recessions than in expansions. One reason that
collections are less responsive in expansions could be that companies can use NOLs
generated in recessions to reduce their tax liabilities in expansions. Evidence demonstrates
that the use of NOLs by businesses moderates the volatility of corporate franchise
collections.

EXECUTIVE’S BUDGET PROPOSALS

e Enhance Excelsior Jobs Program: Increases the tax credit for each new employee.
Increases reimbursement for research and development by a factor of five. Ensures
that the Real Property Tax Credit includes reimbursement for improvements to the
property. Allows businesses to claim the State’s existing R&D credits in addition to
the Excelsior credits. Authorizes utilities to offer discounted electricity and gas.
Extends businesses eligibility for Excelsior Jobs Program tax credits from five to 10
years. Sunsets the program in 2025. $1 billion in additional credits over 2016 to
2024.

e Make Tax Shelter Reporting Provisions Permanent: Ensures that all businesses
engaging in tax sheltering transactions report them to the State. Preserves
$5 million in revenue annually.

e Empire Zone Program Monitoring: Ensures that the Department of Economic
Development has the continuing ability to decertify businesses that do not comply
with program requirements. Preserves revenue.

e Extends Gramm-Leach Bliley provisions for two years and makes the Bank Tax
extender permanent: Extends current law and preserves existing revenue.

e Extends the Financial Services Investment Tax Credit: Extends for four years, until
October 1, 2015, the investment tax credit for financial services. Foregone revenue
from the credit extension is already included in the State Financial Plan.
$40 million in additional credits annually.
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e Enhance the Low-Income Housing Credit: Increases the annual allocation of tax
credits for low-income housing from $28 million to $32 million. $40 million in
additional credits over 10 years.
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BANK TAX
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Figure 21
Table 39
L IEN
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $835 -18.7% $1,287 -8.0% $1,184 $103
2011-12 $1,480 15.0% $1,342 $138

In general, the bank tax is imposed on all corporations performing banking business in
New York. Corporations subject to the bank tax will pay the highest of the following four
alternative bases:

e 7.1 percent of entire net income allocated to New York; or,

e 3 percent of alternative entire net income allocated to New York; or,

e avariable tax that ranges from 1/10 million per dollar of assets allocated to New
York; or,

e a fixed minimum of $250.
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e If a corporation has business attributable to the Metropolitan Commuter
Transportation District, they pay a 17 percent surcharge on their liability inside the
MCTD, which is distributed to the Metropolitan Transportation Authority.

SFY 2010-11

The Ways and Means Committee staff expects Bank collections to be $1.287 billion this
fiscal year, a decrease of $112 or eight percent from last year. This is $103 million more
than the Executive expects for this year. To meet the Committee’s closeout, bank
collections will have to grow 21.6 percent in the final two months of the year.

SFY 2011-12

The Committee expects bank collections to be $1.48 billion in SFY 2011-12, an increase of
$193 million or 15.0 percent. Without the impact of audits and law changes over
SFY 2010-11 and SFY 2011-12, the bank tax is expected to increase by a much smaller
percentage, only 0.9 percent. The Ways and Means Committee staff is forecasting
$138 million more in receipts than the Executive is for 2011-12.

Fund Distribution

Table 40

Fund Distribution
($ in Millions)
General  Special Debt Capital
Fund  Revenue Service Projects All Funds

2010-11 $1,098 $189 - - $1,287
2011-12 $1,264 $217 - - $1,480

All bank tax receipts are deposited into the General Fund except for the MCTD surcharge,
which is deposited into the Metropolitan Transportation Operating Assistance Fund.

In SFY 2010-11, the Committee expects General Fund receipts to decrease 6.4 percent or
$75 million over last fiscal year. Special Revenue receipts are expected to decrease
16.5 percent.

In SFY 2011-12 the Committee staff expects growth rates of 15.0 percent for the General
Fund and 15.5 percent for the Special Revenue Fund. The General Fund is expected to
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increase by $165 million to $1.264 billion and Special Revenue Fund is expected to
increase by to $18 million to total $217 million.

FORECAST METHODOLOGY

The model specification and related statistics are shown below. The dependent variable
relies upon the lagged, total collections less audits, logged and differenced dependent
variable as well as the lag of an interest rate spread. The t-values are shown for each
coefficient in parentheses.

Dif(Log(Bank Collections - Audits))=

-1.37 - 0.79*(Lag(Dif(Log(Bank Collections - Audits)))

(-3.34) (-6.68)

+0.33*(Lag(Dif(Log(Bank Collections-Audits)))?
(4.83)

+0.11*(Lag 12(US 10yr-US 3m Interest Rate)) + € t
(3.05)
Et=-0.25*Et-1 - 0.42*€ t-2 +|ut
(-2.17) (-2.85)

Total R - Squared=0.6410, Adjusted R-Squared=0.6028
Durbin Watson Statistic=2.04, RMSE=0.4151, Number of observations=53

ANALYSIS

Through January, bank tax collections are down $193 million or negative 18.7 percent
from last year, but the decreasing trend is slowing and the turning point for gross
collections is assumed to be just ahead. If one eliminates the noise introduced into the
series by audits and law changes, the bank tax is expected to have 11 percent growth.

Excluding the Executive’s delay of $156 million in bank refunds from SFY 2009-10 to
SFY 2010-11 due to constraints in the State’s cash flow, refunds have decreased
$100 million or 54 percent over the first 10 months of this fiscal year. In other words, this
fiscal year, banks are requesting 8.6 percent of their payments in refunds, and last year the
request was 18.7 percent through January. This declining rate of refunds indicates that
banks are becoming more profitable.

NYS Assembly Revenue Report -99- Business Taxes




The Federal Reserve has indicated that it will continue to maintain the interest rate target at
0.0 to 0.5 until growth improves. While a high interest rate spread has become less
important for banks to make high profits, as the industry has transformed in the past two
decades, it remains a key indicator of the profitability of traditional banking. Banks were
able to use the relatively high interest rate spread from 2009Q2 to 2010Q2 to build profits,
but their margins are expected to remain more constrained for the next eight quarters. In
SFY 2010-11, the 10 year bond and three month treasury spread is expected to decrease
0.9 percent, but next fiscal year it is expected to increase 9.7 percent.

EXECUTIVE’S BUDGET PROPOSALS

e Make Tax Shelter Reporting Provisions Permanent: Ensures that all businesses
engaging in tax sheltering transactions report them to the State. Preserves at least
$5 million in revenue annually.

e Empire Zone Program Monitoring: Ensures that the Department of Economic
Development has the continuing ability to decertify businesses that do not comply
with program requirements. Preserves revenue.

e Extend the Financial Services Investment Tax Credit: Extends for four years, until
October 1, 2015, the investment tax credit for financial services. Foregone revenue
from the credit extension is already included in the State Financial Plan.

e Enhance Excelsior Jobs Program: Increases the tax credit for each new employee.
Increases reimbursement for research and development by a factor of five. Ensures
that the Real Property Tax Credit includes reimbursement for improvements to the
property. Allows businesses to claim the State’s existing R&D credits in addition to
the Excelsior credits. Authorizes utilities to offer discounted electricity and gas.
Extends businesses eligibility for Excelsior Jobs Program tax credits from five to 10
years. Sunsets the program in 2025. No fiscal impact to the current State Financial
Plan, but this proposal would increase State tax expenditures by $1 billion.

e Extends Gramm-Leach Bliley provisions for two years and makes the Bank Tax
extender permanent: Extends current law and preserves existing revenue.
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INSURANCE TAX
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Figure 22
Table 41
Insurance Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $818 -16.4% $1,325 -11.1% $1,308 $17
2011-12 $1,378 4.0% $1,392 ($14)

Insurance companies in New York State are taxed by two separate taxing bodies, the Tax
Department and the Insurance Department. Pursuant to Article 33 of the Tax Law, the Tax
Department imposes an income and/or a premium tax on insurance companies. The
Insurance Department imposes taxes on insurance companies pursuant to Articles 11 and
21 of the Insurance Law.
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Article 33 of the Tax Law imposes a tax on insurance companies for the privilege of
operating in a corporate form in New York State. Significant Legislative changes to Article 33
were enacted in 2003. The new calculation and rates vary by type of insurer as illustrated
below:

Life Insurers
The greater of:

1. The highest of four alternative bases listed below, plus 0.7 percent of premiums
written on risks assigned to New York State; or,
2. 1.5 percent of premiums written on risks assigned to New York State.

Four Alternative Bases of Tax for Life — Insurance Calculation

7.1 percent on allocated entire net income;

1.6 mills for each dollar of allocated business and investment capital;
9 percent on statutory allocated income and salaries; or,

$250.

Plus 0.8 million for each dollar of allocated subsidiary capital.

a bk wnNpE

The total amount of tax cannot exceed 2.0 percent of taxable premiums and cannot be
lower than 1.5 percent of net premiums.

Non-Life Insurers

1. 1.75 percent of premiums written on risks assigned to New York State for
Accident and Health (A/H) insurers; or,

2. 2.0 percent of premiums written on risks assigned to New York State for
Property and Casualty (P/C) insurers.

If a corporation has business attributable to the Metropolitan Commuter Transportation

District, they pay a 17 percent surcharge on their liability inside the MCTD, which is
distributed to the Metropolitan Transportation Authority.
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SFY 2010-11

The Ways and Means Committee staff expects collections to be $1.325 billion in
SFY 2010-11. This is a decrease of 11.1 percent or $166 million from the previous year.
Collections for the rest of the fiscal year would have to decrease one percent below last
year’s final quarter to reach this closeout. The Committee’s closeout is $17 million more
than the Executive’s estimate.

SFY 2011-12

The Ways and Means Committee staff expects collections to be $1.378 billion in
SFY 2011-12. This is an increase of four percent or $53 million from the previous year.
Included in the Committees forecast is $22 million attributable to a Executive Budget
proposal. The Committee’s forecast is $14 million less than the Executive’s forecast.

Fund Distribution

Table 42

Fund Distribution
($ in Millions)
General  Special Debt Capital
Fund  Revenue Service Projects All Funds

2010-11 $1,172 $153 - - $1,325
2011-12 $1,219 $159 - - $1,378

All insurance tax receipts are deposited into the General Fund except for the MCTD
surcharge, which is deposited into the Metropolitan Transportation Operating Assistance
Fund.

In SFY 2010-11, the Committee projects General Fund receipts to decrease 12 percent or
$159 million over last fiscal year. Special Revenue receipts are expected to decrease
4.1 percent or $7 million.

In SFY 2011-12 the Committee staff projects growth rates of four percent for both funds.

The General Fund is expected to rise by $47 million to $1.21 billion and the Special
Revenue Fund is expected to rise by to $6 million to $159 million.
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FORECAST METHODOLOGY

The model specification and related statistics are shown below. The dependent variable is
forecast using a series capturing premiums paid in New York that are taxable and national
corporate profits series. The t-values are shown for each coefficient in parentheses.

The model takes the following form:

Log(Insurance Receipts)= -8.80+ 0.79*(Log(NY Taxable Premiums 1))
(-3.54) (4.14)

+ 0.20*(Log(US Corporate Profits)) + &t Et= 0.35*(Ep1)+pt
(1.74) (1.67)
Total R — Squared =0.9619, Adjusted R-Squared=0.9565,
Durbin Watson Statistic=2.04, RMSE=0.081, Number of observations=25

ANALYSIS

Year to date collections through January are $818 million, a decrease of $161 million or
16.4 percent below the prior year. One reason that collections have been decreasing is
that the mortgage and financial guaranty insurers experienced weakness in their
profitability. People leave private health insurance when they become unemployed or
they are dropping health insurance and this reduces premiums written in New York.
Recessions also force people to eliminate luxuries like boats and additional cars, and the
insurance thereof.

Total prior year adjustments were negative $74.4 million through January; this is
$12 million or 19 percent more in negative adjustments than last year through January.
Prior year adjustment ratios also indicate financial stress in the industry. In March 2010,
the cumulative prior year adjustment to all funds collections ratio was negative 6.2 percent;
and for the first three quarters of this fiscal year, the ratio has gradually risen to negative
9.0 percent.

The historical series of annual prior year adjustment to all funds collection ratios shows that

while the industry is experiencing some stress economic conditions are not as difficult as
they were after the 2001 recession.
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Table 43
Insurance Historical Ratios

Prior Year Adjustments to All Funds Collections

State Fiscal Year Ratio
2002-03 -18.4%
2003-04 -13.0%
2004-05 -10.8%
2005-06 -7.1%
2006-07 -3.3%
2007-08 -7.9%
2008-09 -9.6%
2009-10 -6.2%

2010-11 YTD -9.0%

Refunds have a marginal impact on collections, totaling $24.9 million or 3.6 percent of all
funds collections through January. The historical ratio of refunds to all funds collections
indicates that this fiscal year is not as difficult as the ones following the last recession.

Table 44
Insurance Historical Ratios

Refunds to All Fnds Collections
State Fiscal Year Ratio
2002-03 7.4%
2003-04 4.9%
2004-05 6.3%
2005-06 4.3%
2006-07 2.9%
2007-08 3.3%
2008-09 7.7%
2009-10 2.0%
2010-11 2.6%
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EXECUTIVE BUDGET PROPOSALS

e Conform New York State Insurance and Tax Laws to the Federal Dodd-Frank Act
provisions covering excess lines and authorizes NYS to participate in a national
compact that collects and remits excess lines taxes to the states. Preserves existing
excess lines tax revenue.

e Reform Cooperative Insurance Taxation Exemption: Limits the exemption for
cooperative insurance companies to those companies with premiums of less than
$25 million annually. $22 million in increased revenue in 2011-12 and $16 million
thereafter.
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Figure 23
Table 45
Utility Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $517 -20.9% $825 -13.5% $836 ($11)
2011-12 $912 10.6% $891 $20

All transportation or transmission companies exercising their corporate franchise, doing
business, employing capital, owning or leasing property in the state in a corporate or
organized capacity, or maintaining an office in New York are subject to a franchise tax.
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Section 183 imposes tax on transportation and transmission companies. They pay the
highest tax after determining their liability under these 3 methods:

1. $75;

2. mills per dollar of net value of issued capital stock; or,

3. if dividends paid on the par value of any stock during any calendar year amount
to six percent or more, 0.375 mill for each one percent of dividends paid,
computed at par value of the stock.

Section 184 taxes the same companies taxed under section 183, with a 0.375 percent tax
on gross receipts within New York State.

Section 186-a imposes a two percent gross receipts tax on the sale of the transportation,
transmission, distribution, or delivery of electric and gas utility service.

Section 186-e imposes a 2.5 percent excise tax on the gross receipts from the sale of
interstate and intrastate telecommunication services.

Companies subject to the supervision of the Public Service Commission are required to pay
Section 186-e, the telecommunication services tax and section 186-a, a tax on their non-
telecommunications receipts.

Additionally, companies with business attributable to the Metropolitan Commuter
Transportation District (MCTD) pay a 17 percent surcharge on a company’s liability
attributable to the MCTD.

SFY 2010-11

Utility tax collections for SFY 2010-11 have been worse than projected for the first three
quarters of the year, but companies have recently been reporting growing revenues, and
the Committee staff projects tax payments the final quarter of the fiscal year to reflect this.
Overall, through January, utility tax collections have decreased $1356 million or
20.9 percent. Payments from companies on current year liabilities have decreased
4.5 percent or $30.6 million this year compared to last year.

The Executive estimate is $836 million, or a 12.3 percent decline from the prior year.
Collections would have to increase by 5.9 percent over the last two months of the fiscal
year to meet DOB estimates.
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Committee staff projects collections for SFY 2010-11 to be $825 million, a decline of
13.6 percent or $129 million below the previous fiscal year. The Ways and Means forecast
is $11 million below the Executive. The Committee staff estimates collections for the
remainder of the year to be 2.2 percent higher than last fiscal year.

SFY 2011-12

The Ways and Means Committee staff forecast utility tax collections to be $912 million, an
increase of $88 million or 10.6 percent, in SFY 2011-12. This is $20 million higher than
the Executive’s 2011-12 Budget forecast.

Fund Distribution

Table 46

Fund Distribution
($ in Millions)
General  Special Debt Capital
Fund  Revenue Service Projects All Funds

2010-11 $626 $181 - $18 $825
2011-12 $692 $202 - $18 $912

The Committee staff expects General Fund utility tax receipts to be $626 million in
SFY 2010-11, a decline of $96 million or 18 percent. The Executive expects $634 million
in General Fund utility tax collections for SFY 2010-11, a difference of $8 million.

Eighty percent of the tax receipts from tax sections 183 and 184 are deposited into the
Mass Transportation Operating Assistance Fund (MTOAF) and the remainder is deposited

into the Dedicated Highway Bridge and Trust Fund (DHBTF).

The Metropolitan Commuter Transportation District (MCTD) surcharge of 17 percent on a
company’s liability attributable to the MCTD is deposited into the MTOAF.
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FORECAST METHODOLOGY

The forecast model is composed of a variable composed to explain the NYS share of
telecommunications services consumed, lagged dependent variables, and an assortment of
seasonal and law change dummy variables. The t-values are shown for each coefficient in
parentheses.

The model takes the following form:
(All Funds Receipts)= 286.52+0.0005*((US Consumption of Telephone Services)

(25.97) (0.67)
*((N'YSPersonal Income)/(US Personal Income)) t4) -0.21*(AF Utility Collections 1)

(-2.23)
-0.22*(AF Utility Collections 4) -85.81*(2nd Qtr. Dummy) -72.90*(3rd Qtr. Dummy)
(-2.38) (-7.10) (-5.51)
-60.39*(4th Qtr. Dummy) +136.74*(Law Change Dummy)

(-4.97) (10.07)

Total R — Squared =0.7920, Adjusted R-Squared=0.6146
Durbin Watson Statistic =1.94, RMSE =$41.10 million
Number of observations =112

ANALYSIS

186 A&E, the tax on telecommunications services and the largest component of the
Article 9 corporation and utilities tax, has collected $339.4 million through January, a
decrease of 18 percent, or $74.5 million. Collections for section 184, a gross receipts tax
on transportation and telecommunication transmission companies, have decreased
27.1 percent or $15 million in the first ten months of this fiscal year.

Utility tax refunds are $3 million more than they were last year through January, and the

refund to collection ratio has risen from 5.4 percent to 6.2 percent. This indicates that
companies are using tax overpayments from prior years to supplement their cash flow.
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In March of 2010, the NYS Tax Tribunal decided a case in favor of ConEdison in regards to
the tax treatment of the mandated divestment of property by the New York State Public
Service Commission in 1994. This decision cost the State $37 million in taxes this year.?

Audit collections are currently expected to be $21 million lower in 2010-11 than in
2009-10.

The utility tax heavily relies on the consumption of telecommunications (CTELE) which,
according to the latest economic forecast, has been revised downward significantly from
previous forecasts. From October to February, the forecasted growth rate for CTELE in
SFY 2010-11 decreased from positive 2.9 percent to negative 0.3 percent. The forecast also
changed for SFY 2011-12, the growth rate decreased from 3.6 percent to 3.3 percent.

EXECUTIVE’S BUDGET PROPOSALS

The Executive has proposed reforms of the current Power for Jobs program, as well as
extending the program until June 30, 2012, a two-year extension. The program would be
directly funded by an exemption from section 186-a taxes, but this would later be
reimbursed by the New York State Power Authority, therefore eliminating any fiscal impact
upon the State.

2 state of New York, Tax Appeals Tribunal, “In the matter of the Petitioners of Consolidated Edison Company
of New York Inc., Decision Nos. 821016 and 821017, March 29, 2010.
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PETROLEUM BUSINESS TAX
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Figure 24
Table 47
Petroleum Business Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $909 -3.7% $1,089 -1.4% $1,075 $14
2011-12 $1,101 1.1% $1,116 ($15)

Article 13-A of the Tax Law imposes the Petroleum Business Tax (PBT) on every petroleum
business for the privilege of engaging in business, employing capital, owning or leasing
property, or maintaining an office in the state. Gasoline is subject to tax at the time it is
imported, while diesel is taxable upon the first sale. The petroleum business tax also
applies to the fuel that motor carriers purchase outside New York State, but consume
within the State.

On each January 1st, the tax rates are indexed based on the producer price index for
refined petroleum products published by the Bureau of Labor Statistics. Therefore, unlike
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the motor fuel tax or highway use tax, petroleum business tax revenues are directly related
to the price of fuel, albeit lagged. The rates of tax rounded to the nearest 1/10 of one cent
and limited to a five percent annual change.

All revenues from the basic tax are earmarked to dedicated funds, namely the Dedicated
Mass Transportation Trust Fund, Dedicated Highway and Bridge Trust Fund and the
Metropolitan Transportation Operating Assistance Fund. The dedication is as follows:
19.7 percent to the Mass Transportation Operating Assistance Fund and 80.3 percent to the
Dedicated Mass Transportation Trust Fund and the Dedicated Highway and Bridge Trust
Fund. The supplemental tax as well as the tax on Carriers (section 301-h of the tax law) is
fully earmarked to the dedicated funds. This fund is comprised of the Public Transportation
System Operating Assistance Account and the Metropolitan Transportation Operating
Assistance Account. Receipts from the dedicated funds are split 37 percent and 63 percent
respectively between the two funds.

SFY 2010-11

The Committee staff anticipates All Funds receipts of $1.089 billion for SFY 2010-11,
representing a 1.4 percent decrease from SFY 2009-10. This estimate is $14 million above
the Executive’s. Through January 2011 petroleum business tax collections are
$909 million, 3.7 percent below the comparable period in the prior fiscal year. Revenues
from this tax are split between various dedicated funds.

SFY 2011-12

In SFY 2011-12, All Funds receipts are forecast to total $1.101 billion, a 1.1 percent
increase over SFY 2010-11 estimate. This forecast is $15 million below the Executive’s
forecast. The increase in the PBT forecast is directly tied to the increase in fuel tax rates,
effective January 1, 2011.

Revenue Trends

This forecast assumes that demand for gasoline and diesel will be higher in SFY 2011-12

compared to the prior year. Lower consumption from the increase in petroleum prices will
be offset by higher demand from a recovering economy.
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Fund Distribution

Table 48
Fund Distribution

($ in Millions)
General  Special Debt Capital
Fund  Revenue Service Projects All Funds

2010-11 - $484 - $605 $1,089
2011-12 - $490 - $611 $1,101

Revenues collected from petroleum business tax are not deposited into the General Fund,
but instead are statutorily dedicated in the following manner:

e Of the total expected in SFY 2010-11, $484 million is deposited into special
revenue funds — with $353 million deposited in the Dedicated Mass
Transportation Trust Fund, and $131 million deposited into the Mass
Transportation Operating Assistance Fund. The remaining $605 million is
deposited into the Dedicated Highway and Bridge Trust Funds.

e Of the total expected in SFY 2011-12, $490 million goes into the Special
Revenue fund, with $358 million deposited in the Dedicated Mass
Transportation Trust Fund and $132 million deposited into the Mass
Transportation Operating Assistance Fund. The remaining $611 million will be
deposited into the Dedicated Highway and Bridge Trust Fund, held within the
capital projects fund.
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FORECAST METHODOLOGY

Forecast Model

The model specification and related statistics are shown below. T-values are shown for each
predictor in parentheses.

The model takes the following form:

Petroleum business tax collections = 103.1*dummy variable for 6/1/90 rate increase

(8.34)
+ 91.15*dummy variable for indexing effective 4/1/91 and supplemental tax 7/1/91
(7.52)
+72.36*EFT beginning 12/1/92 + 0.14*CPI Gas
(4.64) (3.36)
Total R - Squared =0.98
Durbin Watson Statistic =1.97
ANALYSIS

Underlying Economic Conditions

The Committee Staff’s forecast is consistent with the growth in gasoline consumption and
regulatory changes to the petroleum business tax index. It also reflects a five percent
increase in PBT rates, the maximum allowable by law. Notwithstanding this limitation,
rates would grow by more than 15 percent according to T&F. However, PBT collections
have been extremely steady over time. PBT revenues have varied by less than $100 million
or 10 percent from the 11-year average over the last 11 years. Likewise, collections have
not grown by more than six percent or declined by more than five percent over this period.

EXECUTIVE BUDGET PROPOSALS
e The Executive proposed updating certain fuel definitions to be consistent with
Federal laws (No fiscal impact).

e The Executive has also proposed extending the partial and full tax exemptions
for alternative fuels for one year (No fiscal impact).
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Other Taxes

Other Taxes
Forecasts by State Fiscal Year
($ in Millions)
SFY Diff.
2010-11 Growth Exec.
Other 3,130 20.1% 93
Estate and Gift 1,163 34.2% 82
Real Estate Transfer 561 13.7% (6)
Pari Mutuel 17 -10.5% 0
Other 1 29.4% 0
Payroll Tax 1,389 13.1% 17

SFY
2011-12

3,209
1,141
596
14

1
1,457

Diff.

Growth  Exec.
2.5% 122
-1.9% 126
6.3% (24)
-17.6% 0
0.0% 0
4.9% 20
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ESTATE TAX

Estate and Gift Tax
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Figure 25
Table 49
Estate and Gift Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $1,027 40.4% $1,163 34.2% $1,081 $82
2011-12 $1,141 -1.9% $1,015 $126

Article 26 of the Tax Law imposes a tax on the transfer of property upon death. Commonly
known as the estate tax, article 26 imposes a graduated rate structure on the value of
estates in excess of one million dollars. All of the receipts from this tax are deposited into
the General Fund. In 1997, legislation was enacted which phased-in a reduction of New
York’s Estate Tax making the tax liability equal to the Federal credit for state estate taxes
paid. New York automatically conformed State law to the unified credit provisions
specified in Federal Law, but capped the maximum credit at $1 million. However, the
Federal “Economic Growth and Tax Relief Reconciliation Act of 2001” repealed the credit
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for state estate taxes over four years.*® In order to avoid a massive loss of revenues at a time
of fiscal pressure, New York amended State law such that New York’s estate tax is equal to
the Federal estate tax credit as it existed in 1998. Subject to extensions, estate taxes must
be filed and payments made within nine months of the decedent’s death.

SFY 2010-11

The Committee staff estimates that estate tax collections will total $1.163 billion in
SFY 2010-11, which represents an increase of 34.2 percent or $297 million from the
previous fiscal year. This estimate is $82 million above the Executive’s estimate. This
estimate represents a significant recovery from last year, when declines in equity and real
estate markets contributed to decreases in net worth and, thus, the taxable value of estates.

SFY 2011-12

Estate Tax collections are forecast to total $1.141 billion in the upcoming fiscal year, a
decrease of 1.9 percent. The forecast reflects continued growth in household net worth,
reflecting healthy growth in the equities and housing markets during the coming year offset
for one abnormally large estate in January of 2011. The Committee staff estimate is
$126 million above the Executive’s forecast.

30 «By the time the 2001 Act was passed, every one of the 50 states and the District of Columbia had in place a state death tax that
reflected, largely or entirely, the federal credit.” Lee, Carolyn Joy. “The Unfortunate State Tax Side Effects of Federal Death Tax ‘Repeal.’”
State Tax Notes. December 17, 2001. P. 935 — P. 949.
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FORECAST METHODOLOGY

Model

The model specification and related statistics are shown below. T-values are shown for
each estimator in parentheses.

The model takes the following form:

Estate Tax Collections = 26.46 + 203.7*Estate Dummy Jan 2005 and July 2007

(1.66) (7.13)
+0.046*change in Stock Market Index
(3.15)
Total R-Squared = .39
Durbin Watson statistic = 1.67

ANALYSIS

Underlying Economic Conditions

The Ways and Means Committee staff model utilized for forecasting estate tax revenues
depends heavily on the value of the S&P 500. Since most taxable estates have significant
stock holdings, this variable serves as a proxy for the value of estates. As the value of the
stock market fell in SFY 2008-09, estate tax collections followed suit. Likewise, as the
market began to recover so did estate tax collections. However, because estate tax
collections are dependent on the passing of very wealthy individuals, the tax cannot be
expected to link directly to any economic trends. Therefore, our model utilizes a dummy
variable to account for collections stemming from the settlement of abnormally large
estates.
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REAL ESTATE TRANSFER TAX (RETT)
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Figure 26
Table 50
Real Estate Transfer Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $481 17.8% $561 13.7% $566 ($6)
2011-12 $596 6.3% $620 ($24)

Article 31 of the New York State Tax Law levies a two dollar per $500 or 0.4 percent tax
on real property transfers in excess of $500. The tax also applies to transfers of economic
interest such as shares in cooperatively owned apartments. An additional tax of
one percent, referred to as the “mansion tax” is levied on the transfer of one-two-or three-
family residences over one million dollars. Typically, the party conveying the property
(grantor) is liable for the additional one percent mansion tax, where applicable. The tax is
collected at the local level. All payments are due to the recording agent within 15 days of
transfer. The transfer of funds to the State Tax Commissioner is dependant upon the
liability; counties with more than $1.2 million in liability during the previous calendar year
must submit payment twice a month (10™ and 25™), all other counties must remit receipts
by the 10™ of following month following the receipt of the RETT payment.
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SFY 2010-11

The Committee staff estimates Real Estate Transfer Tax (RETT) collections will be
$561 million in SFY 2010-11. This is an increase of 13.7 percent or $68 million over
SFY 2009-10. The Committee staff’s closeout estimates is $6 million less than the
Executive’s SFY 2011-12 Budget estimate.

RETT closeout estimate is based on year-to-date collection and collection patterns over the
past three years, from SFY 2007-08 through SFY 2009-10.

There were no tax law changes that would affect the overall tax collections. However,
legislation was enacted in the 2010-11 Budget that altered the distribution of funds; the
revenue dedicated to the Environmental Protection Fund was reduced from $199.3 million
to $119.1 million. All remaining funds are deposited into the Clean Water/Clear Air Bond
Debt Service fund (CWCA).

SFY 2011-12

The Committee staff projects Real Estate Transfer Tax (RETT) collections will be
$596 million in SFY 2011-12. This is an increase of 6.3 percent or $36 million over
SFY 2010-11. The Committee staff’s SFY 2011-12 estimates is $24 million lower than the
Executive’s 2011-12 Budget estimate.

The forecast reflects only modest gains in RETT in SFY 2011-12; this is consistent with the
current economic climate of real estate in New York. New York’s real estate market
remains mixed; in the fourth quarter of 2010 (calendar year) the housing market in New
York was sluggish but generally stable, while new construction activity remained
exceptionally weak.*

31 Federal Reserve Board, “Beige Book” (2011, Jan. 11), Federal Reserve Districts Second District -New York,
Construction and Real Estate, http://www.federalreserve.gov/fomc/beigebook/2011/20110112/2.htm
(retrieved 28 Jan. 2011)
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Fund Distribution

Table 51
Fund Distribution
($ in Millions)
General Special Debt Capital
Fund Revenue  Service Projects  All Funds
2010-11 - - $442 $119 $561
2011-12 - - $477 $119 $596

The 2010-11 Executive’s Budget reduced the share of RETT revenue that is to be deposited
into the Environmental Protection Fund from $199.3 million to $119.1 million. The
remaining share is to be deposited into the Clean Water/Clean Air Fund (CW/CA) for Debt
Service. When the CW/CA obligation is paid, the excess revenue is to be transferred to the
General Fund.

According to the 2011-12 Executive Budget Five-Year Finance Plan (Table 302), the
Executive anticipates that $334 million and $394 million of excess RETT revenue receipts
will be transferred to the General Fund from CW/CA in SFY 2010-11 and SFY 2011-12,
respectively.
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FORECAST METHODOLOGY
Model

The forecast uses a linear regression model which regresses real estate transfer tax revenues
against New York Housing Prices, Housing Starts, and a dummy variable for the housing
boom in 2004, 2005, and first quarter 2006.

The model specification and related statistics are shown below. T-values are shown for each
predictor in parentheses.

The model takes the following form:

Real Estate Transfer Tax Collections =.4128*(Housing Price) +
(12.54)
.000840*(Housing Starts) + 35.0842*(Housing Boom dummy variable)
(2.92) (2.68)

Total R — Squared = .9299; Durbin Watson Statistic =2.0333; RMSE =$20.43889; Number
of observations =77

ANALYSIS
Underlying Economic Conditions

According to the National Bureau of Economic Research, the United States entered into a
recession in December of 2007; the Bureau believes the recession ended in June 2009.%*
However, data from the New York’s real estate transfer receipts would suggest that New
York’s real estate market did not feel the effects of the recession until June of 2008 and did
not start to realize a recovery albeit modest until the last quarter of SFY 2009-10.

For New York, the outlook for the real estate transfer tax is still very fluid. Positive growth in

3 National Bureau Of Economic Research (2010, September 20), Business Cycle Dating Committee,

Http://Www.Nber.Org/Cycles/Sept2010.Html (Retrieved 10 Feb. 2011)
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the real estate market will rely heavily on the availability of credit, on a healthy employment
rate, consumer confidence as well as the number of foreclosures that enter the market. Thus,
the Committee staff remains cautiously optimist and anticipates only modest growth in the
fourth quarter of SFY 2010-11 and SFY 2011-12.

It is important to point out that New York City and Long Island’s real estate market will play
heavily into the recovery of New York’s real estate transfer tax receipts. Historically, New
York City accounts for over 50 percent of all real estate transfer tax receipts. Key
components of New York City’s real estate transfer tax receipts are commercial properties
and high-end co-op and condominiums in Manhattan. Thus, any true recovery relies heavily
on the City’s real estate market. In the fourth quarter of calendar year 2010, luxury
apartments in Manhattan experienced an average price increase of 9 percent when
compared to the third quarter of 2010; however, there was a decrease in the number of sales
of approximately 13.5 percent. Thus, the high-end Manhattan apartment sales (having an
average sale price of $6 million), which are subject to the additional one percent real estate
transfer fee (mansion tax), provides some confirmation that the housing market is slowly
turning around.** In contrast, Long Island — which historically accounts for approximately
15 percent of the yearly real estate transfer tax — experienced an average negative growth in
the fourth quarter of calendar year 2010 of 3.6 percent when compared to the previous
quarter; however, the number of sales were mixed, Nassau County saw the number of sales
decrease by 9.9 percent, while Suffolk experience a positive growth of 4.3 percent.*
Elsewhere in the State real estate sales are mixed; notably the Mohawk Valley and the
Western tier continue to have double digit negative growth when compared to the same
three quarters in SFY 2009-10. However, unlike Long Island the negative growth in the
Mohawk Valley and the Western tier will have minimal impact on overall RETT receipts as
these two regions account for less than 4 percent of annual RETT receipts.

3 Prudential Douglas Elliman Real Estate, (2010, 4q), A Quarterly Survey Of Manhattan Co-Op and Condo Sales,
Http://Www.Millersamuel.Com/Reports/Pdf-Reports/Mmo4q10.Pdf (Retrieved 01 February 2011)

34 New York State Association of Realtors, Inc., Statistics - Housing Survey
Http://Www.Nysar.Com/Content/Upload/Assetmgmt/Pdfs/Annualmedian.Pdf (Retrieved 1 Feb. 2011)

NYS Assembly Revenue Report -125- Other Taxes



Data from Moody’s economic forecast suggests New York State housing prices will have a
negative growth of approximately 2.1 percent in SFY 2011-12. Their forecast indicates that
there will be a significant increase in housing starts/building permits in SFY 2011-12, with
the greatest growth in the last two quarters of SFY 2011-12. |If their data holds true, the
housing market should continue to show steady and continuous growth throughout
SFY 2011-12. Of course much of the optimistic outlook relies on a higher employment rate
and continuing increases in consumer confidence. Thus, the Committee staff’s observations,
data collection and economic projections, as well as others that track the housing market,
point to a mixed and timid housing market in the coming months.

EXECUTIVE BUDGET PROPOSALS

The Executive’s SFY 2011-12 Budget provided no amendments that would affect the
collections of Real Estate Transfer Taxes.
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PARI-MUTUEL TAXES

Pari-Mutuel
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Figure 27
Table 52
Pari-Mutuel Tax
($ in Millions)
Year
To YTD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $15 -7.9% $17 -10.5% $17 $0
2011-12 $14 -17.6% $14 $0

The Racing, Pari-mutuel Wagering and Breeding Law imposes a pari-mutuel tax on bets
placed at racetracks, simulcast theaters and Off-Track Betting (OTB) facilities. For-profit and
not-for-profit racing associations, as well as OTB Corporations, are taxed a percentage of
their total betting pools for the privilege of conducting pari-mutuel wagering. All of the
receipts are deposited into the General Fund.

The tax is paid on the last business day of each month for the period from the 16" day of
the preceding month through the 15™ day of the current month. Payments that are required
to be made on March 31 must include all taxes due and accruing through the last full week
of racing in March.
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SFY 2010-11

The Committee staff estimates Pari-Mutuel revenues will total $17 million in SFY 2010-11,
a decline of 10.5 percent or $2 million compared to SFY 2009-10. This estimate mirrors the
Executive’s SFY 2010-11 Budget estimate. Pari-mutuel receipts through the month of
January 2011 of SFY 2010-11 are down 7.9 percent or $1 million compared to the same
period in SFY 2009-10.

SFY 2011-12
The Committee staff forecast for Pari-mutuel revenue for SFY 2011-12 is $14 million,
representing a negative growth of 17.6 percent over SFY 2010-11. The Committee staff’s

forecast mirrors the Executive’s SFY 2011-12 Budget estimate.

Fund Distribution

Table 53
Fund Distribution
($ in Millions)
General Special Debt Capital
Fund Revenue  Service Projects  All Funds
2010-11 $17 - - - $17
2011-12 $14 - - - $14

The revenue received from Pari-mutuel taxes is deposited into the State’s General Fund.
ANALYSIS

Pari-mutuel receipts have steadily decreased over the pass 20 years. As of February 1,
2011, pari-mutuel receipts are down by 8.1 percent or $1.3 million over the same period
in SFY 2009-10. The overall decline in pari-mutuel gambling is believed to be related to
increased competition from other forms of gambling (e.g. lottery, casinos). However, in the
fourth quarter of SFY 2010-11 and into SFY 2011-12 there will be additional pressure to
maintain pari-mutuel revenue collections due to the closure of New York City’s Off-Track
Betting parlors.
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In calendar year 2009, New York City’s OTB generated approximately $6 million in pari-
mutuel taxes for the State.*® NYC’s OTB closures will have a negative fiscal impact on pari-
mutuel receipts; however, it will likely be minimized by the fact that the New York Racing
Association (NYRA) was quick to respond to the shut-down. It immediately provided other
outlets for New York City’s racing enthusiasts and betting clientele to participate. For
instance, NYRA promoted off-track betting at Belmont Park, by offering free bus rides and
free parking, and it secured the rights to broadcast races on the former NYC OTB cable
channel. NYRA also adopted measures to streamline the registration process to capture the
phone and internet wagering accounts of New York City participants.>®*

In September 2010, the Ghenting Corporation acquired the rights to operate VLTs at
Aqueduct Raceway. There is concern that VLT operators at Aqueduct Raceway will lure
horse racing enthusiasts and their dollars to the VLTs instead of wagering on horses.
However, others are optimistic that VLTs at Aqueduct may actually increase interest in
horse racing.

35New York State Racing and Wagering Board, “2009 Annual Report and Simulcast Report”, pg. 40

%Bossett, Jerry  (sports  writer) NY  Daily  News, (2010 December  13). “The Day At the Races”,
http://www.nydailynews.com/sports/more_sports/2010/12/13/2010-12-13 the_day_at_the races_december_13.html (retrieved 15 Dec.
2010)

%7 post, Paul, The Troy Record, (2011 January, 11). “NYRA sees big increase in Internet, phone gambling”, ,
http://www.troyrecord.com/articles/2011/10/26/news/doc4cc63efe4f22f828022943.txt, (retrieved 26 Oct. 2010)
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METROPOLITAN COMMUTER TRANSPORTATION MOBILITY TAX

Table 54
Metropolitan Commuter Transportation Mobility Tax
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast
Date
2010-11 $1,100 17.1% $1,389 13.1% $1,372 $17
2011-12 $1,457 4.9% $1,437 $20

Chapter 25 of the Laws of 2009 levied a payroll tax of 0.34 percent on all employers,
including the self-employed, within the Metropolitan Commuter Transportation District
(MCTD). The MCTD includes New York City and Nassau, Suffolk, Westchester, Rockland,
Orange, Dutchess and Putnam counties. The revenues from this tax are deposited into the
Mass Transportation Operating Assistance Fund (MTOAF) for the benefit of the
Metropolitan Transportation Authority (MTA).

Liability for the tax began payrolls as of March 1, 2009, however the first payment was not
due until October 31, 2009. Those taxpayers who are required to remit withholding taxes
electronically must also remit their portion of the payroll tax electronically. Taxpayers who
are not required to remit withholding taxes electronically will remit the payroll tax
quarterly following the wage reporting schedule (October 31, January 31, April 31, July
31). While all employers, including the self-employed are subject to this tax, school
districts are reimbursed for payroll tax costs the following April, May and June.

SFY 2010-11

The Committee staff estimates that the Metropolitan Commuter Transportation Mobility tax
will yield $1.389 billion in SFY 2010-11 for the Metropolitan Commuter Transportation
District, representing growth of 13.1 percent over the prior year. This estimate is
$17 million above the Executive estimate. Through January, payroll tax collections have
been $1.100 billion, reflecting growth of 17.1 percent. However, this is the first full year
that the tax has been imposed.

NYS Assembly Revenue Report -130- Other Taxes



SFY 2011-12

The Committee staff forecasts that the MTA payroll tax will yield $1.457 billion in
SFY 2011-12, representing growth of 4.9 percent. This growth rate reflects the Committee
staff’s assumptions regarding growth in wages. The Committee staff forecast is $20 million
above the Executive.

ANALYSIS
Underlying Economic Conditions

The Committee staff forecasts that New York State non-farm wages will grow by
4.0 percent in SFY 2010-11 over SFY 2009-10. In SFY 2011-12, non-farm wages are
forecast to grow an additional 4.5 percent. Likewise, self-employed income is estimated to
grow 4.1 percent in SFY 2010-11 and 5.8 percent in SFY 2011-12. As income grows
within the MTA region, collections from the MTA payroll tax are also expected to
experience strong growth.

EXECUTIVE BUDGET PROPOSALS

e The Executive has made no legislative proposals related to the Metropolitan
Commuter Transportation Mobility Tax in the SFY 2011-12 Executive Budget.
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Lottery
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Table 55

Lottery
($ in Millions)
Year
To YD Closeout/ Growth Executive Difference
Growth Forecast

Date
2010-11 $2,354 19.3% $3,007 13.7% $3,005 $2
2011-12 $2,887 -4.0% $2,892 ($5)

The New York State Lottery was established via a Constitutional amendment in 1976 for
the express purpose of raising revenues for education. The Lottery is currently comprised of
Instant Games, Daily Numbers, Win 4, Pick 10, Take 5, Quick Draw, Lotto, Mega millions,
Powerball, Instant Win, Promotional “Sweet millions”, and Video Lottery Terminals (VLTS).

Traditional lottery games are sold by approximately 16,700 licensed retailers throughout
the State. A percentage of sales from each game are dedicated to fund education.
Traditional lottery games dedicate between 15 and 45 percent of sales to education while
VLTs dedicate on average between eight and nine percent of the VLT credits played
(wagers) to education. The prize payouts for traditional lottery vary as well, from
40 percent of Lotto sales to as much as 75 percent for certain “instant” games. The prize
payout for VLTs ranges between 91 and 93 percent.

The Division of Lottery (DOL) administrative expenses are appropriated by the Legislature
each year as part of the State Operating Budget, but are funded completely with revenues
from Lottery sales. DOL is required to set aside 15 percent of lottery sales for administrative
expenses; expenses include retailer commissions, contract fees, telecommunication lines,
and miscellaneous administrative costs. DOL has control over the administrative
expenditures, which are generally limited to 10 percent of sales, thus they end the year
with a surplus.

When there is an administrative surplus, the remaining funds are transferred to the general
Lottery account and dedicated to education. The Lottery Aid Guarantee (LAG), which is the
amount of revenue that will be dedicated to education from lottery sales, is established in
the State Budget and is based on expected revenues; the LAG includes anticipated unused
administrative surpluses. If Lottery proceeds exceed the LAG, any surplus will be dedicated
to education in the next fiscal year (termed a carry-out). In SFY 2010-11 and SFY 2011-12
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the Committee staff estimates approximately $405 million and $435 million respectively in
unused lottery administration aid; the unused administration aid is included in the
SFY 2010-11 closeout and 2011-12 lottery forecast.

SFY 2010-11

The Committee staff’s estimates for lottery receipts in SFY 2010-11 is $3.007 billion,
representing a 13.7 percent or $362 increase over SFY 2009-10. The Executive’s
proposed SFY 2011-12 Budget estimates lottery receipts for SFY 2010-11 will increase
13.6 percent or $360 million over SFY 2009-10. The SFY 2010-11 closeout includes a
one-time payment of $380 million for video gaming rights at Aqueduct Raceway.

SFY 2011-12

The Committee staff projects the combined Lottery revenue in SFY 2011-12 will be
approximately $2.887 billion, representing negative growth of 4.0 percent or a decrease of
$120 million over SFY 2010-11 estimates. The Committee staff’'s SFY 2011-12 projections
are 0.1 percent or $5 million less than the Executive’s 2011-12 proposed budget
projections. The negative growth can be attributed to the nonrecurring one-time
$380 million payment for VLTs rights at Aqueduct that was received in September of 2010.

Fund Distribution

Table 56
Fund Distribution
($ in Millions)
General Special Debt Capital
Fund Revenue  Service Projects  All Funds
2010-11 - $3,007 - - $3,037
2011-12 - $2,887 - - $2,887

All monies received from Traditional Lottery games and Video Lottery games after payout
of prizes and expenses (e.g. administrative costs, racetrack commissions, marketing, and
capital expenditures) is considered special revenue and is deposited into the general lottery
account to fund education. In addition, any surplus in administrative aid is annually
transferred to the general lottery account and used for education aid.
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ANALYSIS

As of week ending February 12, 2011 (week 46) the Division of Lottery’s weekly report
shows a combined Lottery (Traditional and VLTSs) revenue increase of $381 million or
19.3 percent over the same time period in SFY 2009-10. This increase is somewhat
misleading, as $380 million is from the licensing fee for Aqueduct. Accordingly, when
omitting the one-time licensing fee, as of week 46 the Division of Lottery weekly data
reports indicate an overall year-to-date decrease of 0.7 percent or $1 million when
compared to the same year-to-date week in SFY 2009-10.

Traditional Lottery year-to-date proceeds as of week 46 are down 3.8 percent or
$60 million over the same period in SFY 2009-10. The decrease in revenue is across the
board, most notably the decrease in Lotto and Take Five. Lotto, which had a modest
increase in activity in SFY 2009-10, is currently experiencing its worst decline in the past
ten years; as of week 46 the Lotto game had a negative growth of 27.8 percent or
approximately $20 million less than the same period in SFY 2009-10. In SFY 2009-10,
Take Five ended the year with a negative growth of 4.6 percent. Take Five has shown no
signs of improvement thus far in SFY 2010-11; as of week 46 Take Five had a negative
growth of 11.1 percent or $11 million less than the same time period in SFY 2009-10.

Mega Millions is also experiencing significant negative growth of 28.3 percent or
$50 million, however, that decline had been expected. It was presumed that Powerball,
which was introduced in February of 2010, would draw some Mega million players. The
Division of Lottery anticipated that the losses incurred by Mega millions would be offset
and perhaps exceeded by the revenue gains in Powerball. As of week 46, the combined
revenue from Powerball and Mega Million was approximately $191 million, an increase of
$5 million or 2.8 percent when compared to the same time period in SFY 2009-10.

Unlike traditional Lottery games, video lottery gaming has consistently had positive growth
throughout SFY 2010-11. As of week 46, the year over year revenue growth for education
aid is 11.4 percent or $46 million dollars over the same time period in SFY 2009-10. A
large portion of the increase in revenue receipts can be attributed to the re-distribution of
Net Machine Income (NMI) (revenue after payout of prizes), which became effective on
August 11; the education share was increased by one percent with an offsetting reduction
in racetrack commissions. However, video lottery sales are up by 6.3 percent over the
same time period in SFY 2009-10. The increase in sales can be attributed to legislation that
was enacted at the same time as the revenue shares legislation (see L. 2010, c. 57) that
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extended the video lottery gaming hours until 4:00 am (from 2:00 am) and consecutive
hours of play were increased from sixteen hours to twenty.

EXECUTIVE BUDGET PROPOSALS

The Executive’s 2011-12 Budget includes several changes to enhance New York State’s
Lottery. The Executive estimates these changes will provide an additional $154 million in
revenue for SFY 2011-12 and $198 million in 2012-13 when fully implemented. The
proposals are as follows:

¢ Increase the Division of Lottery’s workforce by 50 (for a total of 369 employees) so as to
expand the sales opportunities through:

= Reducing the number of retailers to marketers;
= Recruitment of chain stores; and,
= Expansion of prepaid subscriptions.

Estimated Revenue: $100 million.
e Eliminate restrictions related to the game of Quick Draw, in particular:

= Bars and taverns must have 25 percent of their sales from food;
= Square footage of 25,000 feet if no alcohol is served; and,
= Persons must be 21 years of age to play Quick Draw in a Bar/Tavern.

Estimated Revenue: $10 million SFY 2011-12, $44 million thereafter

e Authorizes the Division of Lottery (DOL) to allocate video lottery terminal “free-play”
credits of up to 10 percent of the net machine income (income after payout of prizes)
and clarifies “free play credits” are not included in the net machine income.

Estimated Revenue: $38 million annually

e Authorizes the DOL to increase from three to five the number of scratch-off games with
payouts that are up to 75 percent of the sales receipts.

Estimated Revenue: $4 million in SFY 2011-12 and thereafter
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e Authorize DOL to allow payouts in excess of the current 50 percent limitation on multi-
state lottery games (Mega millions/Powerball) in instances where two-thirds of the
multi-jurisdictional participants concur.

Estimated Revenue: Not provided

e Authorize VLT facilities to participate in multi-jurisdictional VLT games; provided the
NMI remains at the current level (approximately 91 percent of sales receipts).

Estimated Revenue: $ 2 million in SFY 2011-12, $3 million thereafter.
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Miscellaneous Receipts

Miscellaneous Receipts — General Fund

General Fund Miscellaneous Receipts consist of income derived annually from abandoned
property, investment earnings, fees, licenses, fines, surcharges, patient income, motor
vehicles fees and reimbursement income. In addition, Miscellaneous Receipts typically
include certain non recurring revenue actions.

General Fund Miscellaneous Receipts are estimated to total $3.1 billion in SFY 2011-12, a
$1 million increase from SFY 2010-11, a result of the following increases: $96 million in
Motor Vehicles Fees, $95 million in abandoned property, and $5 million in investment
income, offset by $173 million in licenses and fee collections, $20 million in
reimbursement income, $1 million in ABC License; and $1 million in other transactions.

Miscellaneous Receipts — General Fund
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Figure 30

Miscellaneous receipts have been a steady source of revenue for the General Fund. The
sizeable increase in 2004 receipts reflects the one time deposit of tobacco bond proceeds
to fund the shortfall in the Health Care Fund.
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Table 57
Miscellaneous Receipts - General Fund

($ in Millions)

2009-10 2010-11 2011-12 Percent

Actual Estimated Projected Change Change
Licenses, Fees $710 $628 $455 ($173) (27.5%)
Abandoned Property $608 $650 $745 $95 14.6%
Reimbursements $323 $222 $202 ($20) (9.0%)
Investement Income $14 $5 $10 $5 100.0%
ABC License $49 $44 $43 ($1) (2.3%)
Motor Vehicles Fees $15 $36 $132 $96 266.7%
Other Transactions $2,169 $1,497 $1,496 ($1) (0.1%)
Total $3,888 $3,082 $3,083 $1 0.0%

General Fund
Miscellaneous Receipts
SFY 2011-12

Licenses, Fees Abandoned Property
14.8% 24.2%

Lottery
16.0%

Investement Income
0.3%
Other Transactions

48.5% ABC License

Motor Vehicles Fees 1.4%
4.3%

Source: Executive Budget.

Figure 31
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Miscellaneous Receipts - Special Revenue Funds

Miscellaneous Receipts - Special Revenue
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Figure 32

State Funds Miscellaneous Receipts consist of moneys received from HCRA financing
sources, SUNY tuition and patient income, lottery receipts for education, assessments on
regulated industries, motor vehicles fees and a variety of fees and licenses.

The Executive estimates miscellaneous receipts in State Funds of $20.7 billion in
SFY 2011-12, an increase of $75 million or 0.4 percent from SFY 2010-11. The change in
miscellaneous receipts is primarily related to increases in HCRA of $225 million, Medicaid
of $315 million, State University Income of $241 million, Debt Services revenues of
$42 million, and Motor Vehicles Fees of $3 million. Revenue decreases are projected:
Industry Assessment of $138 million, Capital Projects of $115 million, Lottery of
$120 million and All Other Revenue of $378 million. Lottery and Video Lottery Terminal
receipts colleted $380 million in an Aqueduct VLT Franchise payment in SFY 2010-11.

New revenues and rate changes in law of receipts from Transfers of Public Goods Pool
which began in SFY 2005-06, replacing the tobacco control and insurance initiatives Pool
receipts; Hospital Patient fees; and Student Tuition and Fees have contributed to the rising
collections in miscellaneous receipts over the past ten years.
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Table 58

Miscellaneous Receipts - Special Revenue Funds

($ in Millions)

2009-10 2010-11 2011-12 Percent

Actual Estimated Projected Change Change
HCRA $3,982 $3,878 $4,103 $225
State University Income $3,229 $3,368 $3,609 $241
Lottery $2,886 $3,195 $3,075 ($120) (3.8%)
Medicaid $736 $745 $1,060 $315 42.3%
Industry Assessment $946 $972 $834 ($138) (14.2%)
Motor Vehicle Fees $321 $421 $424 $3
Capital Projects $3,881 $4,444 $4,329 ($115) (2.6%)
Debt Service $974 $907 $949 $42
All Other $2,712 $2,723 $2,345 ($378) (13.9%)
Total $19,667 $20,653 $20,728 $75

Special Revenue Funds
Miscellaneous Receipts

SFY 2011-12
State University
HCRA Income
All Other 19.8% 17.4%
11.3%

Lottery
16.0%

Debt Service
4.6% Medicaid

. . 5.1%
Capital Projects

20.9% Motor Vehicle Fees
2.0%

Industry Assessment
4.0%

Source: Executive Budget.

Figure 33
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HCRA

HCRA is estimated to receive $4.1 billion, an increase of $225 million or 5.8 percent over
SFY 2010-11. Receipts comprising HCRA are surcharges, assessments on hospitals and
certain insurance providers, conversion proceeds and other taxes. The following are
receipts to HCRA in SFY 2011-12: $2.5 billion in Surcharges, an increase of $39 million;
$1 billion in Covered Lives assessments, an increase of $26 million; $343 million in
Hospital Assessments, an increase of $20 million; $150 million in Conversion Proceeds;
and $55 million in Other receipts, a decrease of $10 million.

State University Income

Receipts in the State University Income fund are projected at $3.6 billion, an increase of
$241 million over SFY 2010-11. Receipts into the State University Income fund are from
the operation of SUNY from tuition, patient revenue and user fees. Tuition is estimated at
$1.2 billion, no change from previous year. Patient revenues from SUNY’s teaching
hospitals at Brooklyn, Stony Brook and Syracuse and from the Long Island Veterans’ Home
contribute receipts estimated of $1.64 billion, an increase of $184 million for SFY 2011-12.
User fees from a variety of sources at SUNY, interest earnings and fringe benefits are
estimated to $769 million, an increase of $57 million in SFY 2011-12.

Lottery

Lottery receipts estimates of $3.08 billion, a decrease of $120 million in SFY 2011-12
comes from the sale of lottery tickets and proceed from Video Lottery Terminals. The
Lottery revenues are used to support public education and Lottery administrative operating
expenses.

Medicaid

Provider Assessments on nursing homes, hospital and home care providers contribute
revenues to support Medicaid. The Provider Assessments are estimated to $1.06 billion, an
increase of $315 million from SFY 2010-11. Receipts are supported from a partially
reimbursable 5.5 percent assessment, 9 percent on nursing homes revenues and a
0.75 percent assessment on hospital and home care revenues.

NYS Assembly Revenue Report -143- Miscellaneous Receipts



Motor Vehicles Fees

Motor vehicles fees are fees, licenses, and registration revenues from motor vehicles,
motorcycles, trailers, semi-trailers, buses, and other types of vehicles operating and
registered with the Department of Motor Vehicles. Motor Vehicles fees are estimated to
$424 million, a slight increase of $3 million over SFY 2010-11.

Capital Projects

Capital Projects spending is funded from two sources: authority bond proceeds which
support spending financed through Public Authority Bonds, and miscellaneous receipts
(Parks, Environmental, and other receipts) which finance State pay-as-you-go spending to
support the State Capital Plan.

The Executive estimates $4.3 million in capital projects receipts, including receipts from
public authority bond proceeds, a decrease of $115 million.

Debt Service

Miscellaneous receipts are one of the sources of receipts that support the Debt Service
fund. Miscellaneous receipts in the Debt Service fund are comprised of Mental Hygiene
service providers that receive payments from Medicare and insurance companies;
dormitory room rental fees and associated fees from SUNY students; and from patient care
revenues of hospitals and certain veteran’s homes from payments of Medicaid, Medicare,
insurance and individuals. Miscellaneous receipts in debt service $949 million, an
increase of $42 million from SFY 2010-11.

Industry Assessment and All Other
Receipts comprising Industry Assessments and All Other are from reimbursements of

regulated industries to fund the administrative costs of the State agencies. Receipts may
consist of fees, licenses and assessments.
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Student Tuition and Fees

Student Tuition and Fees
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Figure 34

The special revenue receipts of Students Tuition and Fees are supported from the tuition
and user fees operations of SUNY and CUNY. User fees, which include fees for food,
parking, career placement and recreation, are generated from service users; includes
students, faculty, staff, and the public. Other receipts primarily include interest earnings
and a fringe benefit recovery from SUNY’s other special revenue accounts.

Student tuitions and fees are estimated to have increased to $2.7 billion in SFY 2011-12
from $1.6 billion in SFY 2000-01.
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Hospital Patient Fees

Hospital Patient Fees
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Figure 35

Hospital Patient Fees are generated from SUNY’s three teaching hospitals at Brooklyn,
Stony Brook and Syracuse, and as well as the Long Island Veterans’ Home. The state
receives patient revenue from third-party payers including Medicare, Medicaid, insurance
companies, and individuals.

Certain legislation enacted in 1997 provided for the phase-out on private health facilities,
which were further accelerated in 1998 and 1999. In 2000 legislation was passed to

provide amnesty on interest and penalties for private health facilities.

The Hospital Patient fees are estimated to be $1.6 billion, an increase of $708 million or
76 percent in SFY 2011-12 from SFY 2000-01.
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Abandoned Property

Abandoned Property
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Figure 36

Abandoned property receipts are inactive accounts transferred to the State from banks,
utilities, investment companies, and insurance companies.

Legislation was enacted in 2003 that would reduce the time period for collecting
abandoned property related to the demutualization of insurance companies, from five years
to two years. In 2006, Legislation was enacted to reduce the dormancy period on uncashed
checks from five years to three years and added foreign securities as abandoned property.
In 2010, Legislation was enacted to reduce dormancy periods on undelivered goods from
five to three years and on money orders from seven to five years.

The Executive estimates Abandoned Property receipts to be $745 million in SFY 2011-12.
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TAX STUDY






Recession, Recovery and the Path to a Sustainable Fiscal
Structure

U.S. MACROECONOMIC FUNDAMENTALS AND BUSINESS CYCLES

The U.S. economy, based on the estimation of the National Bureau of Economic Research
(NBER), reached a trough in June 2009 and the recession officially ended after 18 months —
the longest since the Great Depression of 1929 — that saw the loss of 7.3 million jobs
during the period January 2008 to June 2009.*® An additional 1.1 million jobs were lost
during the second half of 2009 while job gains averaged 76,000 in 2010, with a net of
36,000 jobs added in January of 2011.%

The fiscal strength of the State critically depends on the ability to reliably forecast tax
receipts, thus it depends on the ability to forecast the national and State economies. New
York is even more vulnerable than other states as it depends on two key and highly
variable income streams from global and financial markets in Wall Street, namely bonuses
and capital gains.

Correspondingly, and in conjunction with the collapse of the real estate market and losses
in the equity markets, personal income growth has slowed significantly. As the chart below
shows, U.S. and NYS personal income declined in 2009, while U.S. personal income is
projected to experience growth in 2010 and 2011 well below the historical average for the
period 1991 to 2008. The Ways and Means Committee staff anticipates U.S. personal
income growth of 4.7 percent 2011 followed by growth of 3.2 percent in 2012.

The precipitous decline in personal income tax collections revealed, once again, the State’s
exposure and vulnerability to the health of the financial services industry, in addition to the
volatility of business and other taxes.

3 U.S. Department of Labor and National Bureau of Economic Research.
% |bid. and NYS Assembly Ways and Means Committee staff estimates.
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U.S. and NYS Personal Income Growth
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Figure 37

State tax receipts declined 0.8 percent in FY 2008-09 and by 3.2 percent in FY 2009-10,
however, if it was not for the temporary revenue measures enacted by the Legislature
receipts would have declined by 3.2 percent and 12.3 percent, respectively.

The outlook for the U.S. economy has improved significantly over the last few months as
evidenced by the upward revisions in expected GDP growth for 2011 by the Blue Chip
(BC) consensus. As of February 2011 the BC consensus for 2011 growth stood at
3.2 percent compared to 2.5 percent as of October 2010. However, while the economy
has regained momentum, significant downside risks remain as explained in other parts of
this report.

In this section we provide historical comparisons of key components of GDP during past
recessions and subsequent expansions to premise our understanding of the current trends
and derive important conclusions for the underlying trend in tax receipts. An understanding
of these trends, and the implied risks associated with revenue forecasting, prepares the
ground for future analysis of the overall State tax structure and its ability to weather adverse
shocks.

We focus on the cumulative percent change from the onset of a recession — as determined
by the National Bureau of Economic Research — and through several quarters that span the
end of the recession and the beginning of a recovery. We examine the four recessions
beginning with that of 1980-81.
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GDP Growth Lags Past Recoveries

The overall health of the economy is the key underlying driver of tax receipts. For the State
to be able to support and sustain its funding needs a speedy economic recovery is a
prerequisite for a return to sustainable growth in tax receipts. The chart below shows how
prior to the last recession real GDP growth recovered a year after the start of the recession.

GDP - Cumulative Change from Start of Recession
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Figure 38

Three years after the onset of the current recession, real GDP cumulative growth will still
be only one-third of the way to the cumulative growth experienced over the same period
following the 1981-82 recession. The current recession implies structural imbalances that
have probably delayed the so-called V-shaped recovery usually experienced following past
recessions.

The protracted delay and severity of the economic contraction experienced since 2008
necessitated emergency revenue measures such as the personal income tax surcharge as
well as the support from Federal stimulus funds. As the economy slowly recovers and the
emergency measures expire, the State will again be exposed to the volatility of Wall Street
financial profits.
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Consumption Growth Sluggish as Households Deleverage

The chart below confirms the slow recovery experienced in retail sales and overall
consumption growth and, thus, sales tax receipts following the recession. Sales tax receipts
declined by 2.8 percent in FY 2008-09 and a further 4.2 percent in FY 2009-10. As part of
the temporary measures to avert fiscal disaster the State reimposed the sales tax on clothing
purchases under $110, thus, allowing for an estimated 9.2 percent growth in sales tax
receipts in FY 2010-11. However, without this temporary measure, underlying growth
would have been 5.5 percent.

Therefore, the pace of recovery in overall consumption growth and more importantly, as
will be explained below, the growth in durable vs. non-durables consumption is critical for
the overall recovery in consumption-related taxes.

Total Consumption - Cumulative Change
from Start of Recession
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Figure 39

Confirming long-established stylized economic facts, total consumption expenditures
recovered faster than overall GDP growth, albeit at a slower rate than previous expansions.
As consumers reduce the levels of debt accumulated over the last 10 years consumption
growth is bound to grow at rates lower than the historical averages. According to Flow-of-
Funds data from the Federal Reserve, total household debt increased by an average of
10.5 percent during the period 2000 to 2006, compared to growth of 6.7 percent in the
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1990s. In sharp contrast, total household debt accumulation was flat in 2008 and declined
by 1.7 percent in 2009, the first decline during the period 1976 to the present. *°

During the period 1992 to 2007 consumption growth averaged 3.5 percent while it is
currently forecast to register growth of 3.1 percent in 2011, following growth of
1.8 percent in 2010.

Divergent Paths of Durables vs. NonDurables Consumption
The consumption patterns of durables vs. non-durable goods have important implications

for sales tax receipts and, therefore, it is interesting to examine closer the trends in those
two sub-categories of consumption.

Consumption of Durables - Cumulative Change from
Start of Recession
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Figure 40

40 Flow of Funds Accounts of the United States. Federal Reserve Statistical Release, Z.1, December 2010.
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Consumption of NonDurables - Cumulative Change
from Start of Recession
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Figure 41

The chart on durables’ consumption shows that following the onset of a recession
cumulative growth is slow to recover and the pattern has been consistent for three of the
four recessions examined. However, following the brief 2001 recession, the growth in
consumer durables growth was unprecedented, underlying the importance of the low
interest rates — policy pursued by the Federal Reserve in the early part of the last decade.
Durable goods are more interest rate sensitive and, thus, more responsive to a more
accommodative credit environment.

In contrast, the consumption of non-durables has recovered faster than consumer durables
during the current recession and recovery, consistent to other business cycles.

Domestic Investment, a Critical Link to the Current Recovery

The productive capacity and future growth of the Nation and the State depend on the pace
of expansion of total private domestic investment. Ultimately, all tax revenue sources —
income taxes at the personal and corporate level, profits, and wages — depend on the
ability of the private sector to generate wealth and, thus, jobs. The chart below provides a
particularly negative picture of the pace of the current recovery in private investment
compared to past recessions.
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Total Private Domestic Investment - Cumulative Change
from Start of Recession

40% 7
30% 4
20% - M
10% -

0%
-10% -
-20% -
-30% -
-40% -
-50% -
-60% -
-70% -

Qtrl Qtr2 Qtr3 Qtr4 Qr5 Qtré Qtr7 Qtr8 Qtr9 Qtrl0 Qtrll Qtr12 Qtr13 Qtr 14

= = =1981-82 1990-91 ------- 2001 =—+—2008-2009

Source: National Bureau of Economic Research, U.S. Bureau of Economic Analysis, NYS Assembly Staff Calculations

Figure 42

The chart shows the unprecedented decline in total private investment, underscoring the
unique features of the current recession. Despite the official end of the recession in June
2009, cumulative investment growth is still weak compared to the trajectory of previous
recessions/expansions.

U.S. and NYS Employment Trends
As expected, the employment trends during the current cycle have been detrimental to the

labor markets. However, the impact has been relatively less severe for New York compared
to previous business cycles. (See charts below.)
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U.S. Private Employment - Cumulative Change from
Start of Recession
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Figure 43

NYS Employment - Cumulative Change from
Start of Recession
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Figure 44

The path of employment declines has been unprecedented during the current cycle, far
outpacing the declines experienced in the 2001 recession. While the rate of decline has
slowed the drag on employment from the “reallocation” of the production structures will
linger.
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In New York, and in contrast to the recovery following the 1981-82 recession, since the
early 1990s the labor market has been slow to recover following the onset of a recession.
However, cumulative losses have been less severe during the current recession compared
to 1990-01 and similar to the 2001 recession and recovery.

Underlying Employment Trends and Significance for Recovery

A critical issue in the current recession/recovery is the changing composition of the
unemployed and the “recalculation” or “reallocation” of resources underway in the
economy. These changes in the mix of industries and expanding vs. contracting sectors
have depressed the employment/labor force over age 16 ratio compared to previous cycles.

The chart below shows how in past recessions (1980, 1982, and even early 1991) the ratio
increased relatively quickly. However, during the last and current recession the ratio has
stayed low for a longer period of time following the official end of the recession and is
currently at historic lows.
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Figure 45

As the economy recovers and new patterns of specialization, industries, and trade emerge
the pace of recovery of the above ratio will be critical in determining the speed of
employment recovery in the U.S. and in New York. In turn, if the recovery does not
accelerate in 2011 and 2012, the implications for tax receipts in SFY 2012-13 will be
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compounded considering that the personal income tax surcharge expires at the end of
2011.

The slow recovery in employment growth, especially as it relates to Wall Street securities
industry firms, will slow the recovery in personal income tax receipts. As explained in the
Committee’ Economic Report, the securities industry was particularly hard hit. As of
December 2010, securities industry employment in the State accounted for more than
22 percent of the nation’s securities industry employment.** The industry currently employs
about 180,000 workers in the State, most of which are located in New York City. During
2009 the sector shed 9.7 percent of its workforce and is estimated to have declined by an
additional 3.7 percent in 2010. The sector’s employment growth in 2011 is forecast to be
almost flat at 0.8 percent.

The above trends reaffirm the State’s unique position in its exposure to the volatile financial
sector.

TAX RECEIPTS’ VOLATILITY AND FORECASTING ACCURACY

In this section we examine the implications of uncertainty constraints for the State budget
process and in subsequent sections consider appropriate tax policy responses to mitigate
the more severe adverse effects of under or over-estimating tax receipts. Our analysis
provides some key conclusions for policy makers in the form of some general prescriptive
“rules” that help mitigate exposure to negative shocks and provide for a less volatile tax
base.

The near collapse of the U.S. financial system in 2008 to early 2009 and the Great
Recession caught almost everyone in the economics profession by surprise. Even as late as
October 2008, the Blue Chip Consensus of economic forecasters was calling for real GDP
to grow by 0.5 percent in 2009 (admittedly down from the 2.5 percent range expected
during the summer of 2008), with only eight forecasters expecting mildly negative growth.
(In its Midyear 2008 revenue update the Ways and Means Committee Staff predicted that
the economy had entered into a recession.)

As discussed in this section, forecasting is an inherently uncertain endeavor and the
exposure to adverse shocks can severely affect the ability of the State to meet its

“1 U.S. Bureau of Labor Statistics, Current Employment Statistics, CES.
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obligations. The following table shows the variability of All Fund tax receipts for fiscal
years ending between 1987 and 2011.%

Table 59
Revenue Volatility
Tax Receipts Growth
Fiscal Years 198794  1995-03  2004-11
Average 5.0% 1.2% 7.4%
St. Deviation 4.9% 5.2% 5.6%
High 14.5% 6.5% 15.4%
Low -1.0% -6.7% 0.0%

Source: NYS Assembly Ways and Means Committee staff estimates.

Tax receipts increased by an average of 7.4 percent during the period SFY 2004 to
SFY 2011, more than six times the average growth for the period SFY 1995 to SFY 2003.
Also, in comparison to the period prior to SFY 1995, revenues have become more volatile,
as evidenced by the increase in standard deviation. It is instructive to also consider the
levels of gains or losses in revenue. Following the 2001 recession, the State experienced a
$2.6 billion loss in tax receipts during SFY 2002-03, while over the next five fiscal years it
gained on average $3.0 billion per fiscal year.

Legislative initiatives to “smooth” unexpected shortfalls are also a key ingredient in the
historical patterns outlined. Frequently, receipts growth has been supported via the use of
revenues that are not expected to recur. At times, the use of non-recurring revenues came
from previous year’s operating surpluses. In other times they occurred through the sale of
State assets, borrowed funds, or receipts of federal funds. These one-time revenue sources
have helped to smooth the expected cycle in receipts and stabilize the revenue base. For
example, in SFY 2002-03, to prevent tax increases, $4 billion in Tobacco Securitization
bonds were issued and over $5 billion in reserves were drawn down. Historically, large
upward revenue swings create State budget reserves which can be used to mitigate large
downward swings. However, it is difficult to accurately assess how much reserve funds are
necessary to insulate the revenue base from substantial declines. In New York, record
levels of reserves were depleted in two years after the events of 9/11.

2 Tax receipts are adjusted for tax law changes.
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A key theme of our analysis is the apparent inability to provide reliable and, more
importantly, timely estimates of the future performance of key macroeconomic variables,
especially in terms of forecasting turning points, i.e. accurately predicting the timing of a
recovery and/or the timing of downturn, let alone its severity. Even worse, a decomposition
of a macro variable to its components (for example, the decomposition of investment to
residential, non-residential and inventory adjustments) will reveal even greater forecasting

errors.

New York’s History of Tax Receipts

The following provides a brief overview of the historical trends in NYS tax receipts.
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Figure 46

- The 1990-91 recession lasted three quarters and had a significant effect on State tax
collections that experienced a decline of 0.9 percent during SFY 1991, the first
decline since consistent data are available from 1967. The State’s recession lasted a
total of 41 months, longer than the U.S. recession, as the financial services industry

suffered significant job losses;

- In the mid-1990s the State experienced again a decline in total receipts, namely a
2.6 percent drop as of SFY 1996, as the Executive and the Legislature enacted
substantial decreases in personal income taxes;
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During the late 1990s and early 2000, the State experienced substantial gains in
total receipts benefiting from the financial and technology “bubble” that came to an
abrupt burst concurrent with the events of 9/11 that had a disproportionate effect on
the State and New York City in particular. During the same period, as will be
explained in more detail later, substantial changes were legislated in the overall
regulatory and financial environment at the Federal level,

During SFYs 2002 and 2003 the State experienced consecutive declines in total
receipts that led to the enactment of temporary increases in income tax rates and the
sales tax. These increases combined with robust stock market gains and the overall
housing/financial “bubble” — that even though did not affect New York’s real estate
markets to the extent that it did other regions of the country, it did affect the overall
compensation for Wall Street — led to double digit revenue growth through State
fiscal year 2007;

As the Federal Reserve reversed course to more restrictive monetary policy by mid
2004, following two years of significantly accommodative monetary policy, the
housing “bubble” eventually burst, revealing a highly complex system of financial
derivatives that eventually dragged the U.S. economy into the most severe recession
since the Great Depression. Considering the State’s dependence on Wall Street, the
financial collapse led to dramatic declines in tax receipts.

While the State and national economic cycles are highly correlated, New York has
exhibited more protracted recessions since the late 1980s. The 1990-91 national recession
started earlier in New York and lasted more than five times longer not ending until
November 1992 compared to the U.S. recession that ended in March 1991. Similarly, the
short-lived 2001 U.S. recession lasted four times longer in New York with the State being
in recession through August 2003. Unlike previous business cycles, New York officially
entered into a recession in April of 2008, four months after the onset of the national
recession. According to the NYS Department of Labor the State recession ended six
months following the official end of the national recession. The changing mix of industries
and the excessive reliance on Wall Street partly explains New York’s recession profile. (See
the 2010 NYS Assembly Revenue Report for more details.)
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Table 60

U.S. Recessions ' NYS Recessions
Duration : Duration
Peak Trough (months) E Peak Trough (months)
Nov-73 Mar-75 16 Mar-73 Dec-75 33
Jan-80 Jul-80 6 i Feb-80 Jul-80 5
Jul-81 Nov-82 16 i Aug-81 Dec-82 16
Jul-90 Mar-91 8 i Mar-89 Nov-92 44
Mar 01 Nov 01 8 i Dec-00 Aug 03 32
Dec 07 Jun-2009 18 i Apro08 Dec-09 20
Source: National Bureau of Economic Research, NYS Department of Labor.

Tax Receipts Forecasting Accuracy

Having discussed the difficulties in accurately predicting key economic turning points it is
instructive to review the forecasting accuracy in terms of tax receipts. The following chart
shows the pattern of under and over-estimation of receipts during the business cycle.

Forecasting Accuracy—Actual Over Enacted All Funds Tax Receipts
($ in Millions)
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Figure 47

For the period FY 2007-08 to FY 2009-10 the discrepancy of actual receipts over the
Enacted Budget estimates totaled $7.6 billion, with the largest deviation during FY 2008-09
when the critical turning point in the economy occurred. The $3.6 billion forecasting error
in FY 2008-09 is equal to 5.9 percent of the total tax receipts for that fiscal year. In the face
of such large forecasting errors it is imperative to analyze mechanisms that would help
alleviate the most adverse consequences of forecasting uncertainty.
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UNCERTAINTY AND “BLACK SWANS”

Like any other complex system the U.S. economy “suffers” from a degree of
unpredictability due to the fact that the economy, as we measure it, is nothing but the
attempt to quantify via aggregation the actual world that we live in. The trend towards
globalization has intensified these problems, as it has created an interlocking of volatile
global financial market centers - see for example the buying of U.S. mortgage-backed
securities by investment/retirement funds in Europe. While this interlocking of volatility can
provide the appearance of stability it has the potential to create devastating adverse shocks
as witnessed in 2008 and 2009. (For example, one may consider the Great Moderation of
1985-2007 as a period that only masked a progressive erosion of financial stability.)

Analysts have increasingly focused — as is evidenced by numerous publications on the
subject of uncertainty — on certain attributes of individual and institutional behavior that
handicap our ability to forecast. For example, economic participants:

v' dynamically respond to their environment and are often subject to “irrational”
responses (in a sense that does not fit in the traditional macro-econometric models
of rational expectations);

v ignore the uncertainty of our environment and fall for the illusion of stability, and
worse create narratives and patterns for economic episodes, and thus causal
relationships that are in reality not true;

v overestimate the extent of our knowledge and underestimate uncertainty by
compressing the range of possible events;

v confuse the difference between “risk” (where odds can be calculated as in the roll of
a dice or a roulette game) and “uncertainty” (where such odds are impossible to
calculate considering our epistemic or knowledge ignorance, i.e. we do not know
what we do not know).

The last point is critical as it directly lends to the key insight that New York State’s
exposure to uncertainty is significant and large “negative accidents” or Black Swans can
have a severe impact on the State’s finances while the State is not prepared for such an
outcome.”®

43 The term “Black Swan” and some of the descriptions that follow are adopted from the work of N.N. Taleb
in his book “The Black Swan”, and “The (mis)Behavior of Markets”, Benoit Mandelbrot & Richard L. Hudson.
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A Black Swan is an event where the emphasis is not so much on it being exceptional (i.e.,
it has a low probability) as its oversize impact. A Black Swan event is rare, extremely
impactful, and is often retrospectively predictable (and that is a key analytical danger, as
sometimes we attempt to explain its appearance and we develop a false narrative when a
reconsideration of our analytical method is necessary as the event has falsified our
theoretical models.)

Economists are good at forecasting linear trends or *“ordinary” sets of circumstances.
However, forecasting models break down when the extraordinary, but impactful, event
occurs. More importantly, forecasting models’ ability to forecast for longer horizons rapidly
deteriorates as volatility and forecasting errors increase rendering fiscal budgeting
precarious for long-term horizons.

DEVELOPING MECHANISMS TO MITIGATE EXPOSURE TO BLACK SWANS

While the need for actual point estimates for tax receipts will continue to be necessary to
design appropriate budget estimates, the analysis that follows discusses budget mechanisms
that minimize vulnerability to negative Black Swans while at the same time exposing the
State to as many positive Black Swans as possible.

The State’s fiscal health does not so much depend on how often we are generally right in
predicting the course of future economic events, but how large the cumulative errors can
be when we are wrong.

The last two fiscal years showed that the financial costs of being wrong on the downside
can have catastrophic consequences on the State’s f