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Try this multiple choice test.

According to the Comptroller’'s Comprehensive Annual Financial Report the City of New York
ended its 2010-11 fiscal year with:

a. a S5 million surplus
b. a $282 million deficit
c. aS$9.6 billion deficit
d. all of the above
The answer is: d. all of the above.

How can that be? Doesn’t the City, under compulsion of State law, follow the strict standards
of Generally Accepted Accounting Principles (GAAP) and balance its budget according to those
principles? How can there be multiple versions of what a balanced budget means, and how can
two of them indicate the City is running a significant deficit?

The answer to these questions is that multiple versions of a balanced budget standard have
arisen because: (a) the State, at the City’s request, has given the City permission to deviate
from GAAP in meeting the statutory standard for a balanced budget, and (b) the Governmental
Accounting Standards Board (GASB), the body that sets GAAP, has in recent years modified
GAAP in ways that set a new and higher benchmark for a balanced budget. The City issues

reports disclosing the newly required information, but municipal officials have not adopted it as
the basis for defining a balanced budget.




First, consider the old fashioned version of a balanced budget. This is the one incorporated in the initial
State law passed in the midst of the 1970s fiscal crisis that mandates a balanced budget. This definition
applies to the City’s General Fund, the accounts through which most operating expenses are funded. It
requires that revenues for the General Fund equal or exceed expenses paid from the General Fund.
Simple enough.

Yes, it is pretty straightforward. And since fiscal year 1981 the City has achieved a $5 million surplus in
its General Fund. Keeping the surplus to the consistent and round number of $5 million typically
involved some maneuvers to “roll” money to the next fiscal year, but these practices conformed to
GAAP and were widely viewed as prudent because they created a de facto rainy day fund.

A troublesome complication arose in 2007 when the GASB clarified the definition of operating expenses
to include expenses related to certain types of pollution remediation such as asbestos removal. The City,
and many other local governments, had been treating these costs as capital expenses and paying for
them with long-term borrowing. Now they would have to be paid for in the General Fund with current
revenues. The new GASB ruling took effect in the City’s fiscal year 2009.

Initially the City sought and received a two-year temporary exemption from the GASB rule under state
law. The case was made that the City needed the time to identify the specific sums involved in the
relevant remediation expenses and to develop the procedures for following the practice in future years.
In its January 2010 Financial Plan the City indicated it would begin conforming fully to GAAP and include
the relevant remediation expenses as part of its approach to balancing the operating budget for fiscal
year 2011.

In June of 2010 the City abruptly reversed itself. As part of a deal with state officials over the State’s
fiscal year 2011 budget, the City asked for and received a permanent statutory exemption from the
GASB rule relating to remediation expenses. Thus, the Comptroller reports a S5 million surplus for the
City’s fiscal year 2011 based on the exemption from that rule. If GAAP were strictly applied to the fiscal
year 2011 results, the City would have a $282 million deficit due to the $287 million in remediation
expenses funded with borrowed money. In other words, the City has crafted its own special version of
GAAP, and has a surplus only under those rules.

That unique version of GAAP explains the first two answers to the multiple choice question — but what
about that whopping $9.6 billion deficit? This version of a balanced budget is rooted in an evolving
perspective on government finances promoted by the GASB over the past decade. This approach
recognizes that government finances involve more than the transactions reported in the General Fund.
The General Fund is an accounting concept devised to help legislatures keep track of how executives use
the money they appropriate and typically cover only appropriated funds. However, governments incur
expenses and debts outside the General Fund. The most significant of these are the depreciation of
physical assets and the obligation to pay future retirement benefits in addition to pensions to current
and former employees. Both types of expenses are recognized in private sector accounting, and GASB
has been applying a parallel logic to state and local governments.



The first major step in this direction took effect in fiscal year 2000 when the GASB required as part of
GAAP that governments prepare a “Statement of Activities” that reports expenses and revenues beyond
those included in the General Fund. The City Comptroller has complied and prepared these annual
statements. (See Table 1.) The differences between the accounting approach taken in this report and
the traditional fund accounts are extensive, but most relevant for New York City are the requirements to
include capital expenses as investments in assets and to reflect use of capital assets through
depreciation expenses (or an equivalent). In many ways the new approach is more meaningful to
average citizens; it shows the extent to which the overall financial condition of a government has
improved or worsened in a given year.

The fiscal year 2000 Statement of Activities showed New York City to have expenses of $39,561.8 million
and revenues of $38,680.1 million for an operating deficit of $881.7 million. This included depreciation
expenses of $889.3 million, a non-cash expense that is not included in the General Fund. As shown in
Table 1, in four of the five subsequent years the City also had substantial deficits ranging from about
$3.9 billion in the post-September 11 recession fiscal year of 2002 to $671 million in the better times of
fiscal year 2005 and a surplus of $83 million in fiscal year 2004. The large deficits resulted primarily from
the decline in revenues after the terrorist attacks in 2001 and the national recession, but growing
depreciation expenses also contributed.

In fiscal year 2006 additional changes to GAAP came into effect that substantially worsened the picture
of the City’s financial condition. The new rules required state and local governments to recognize and
report the liabilities they incur by promising to pay for retirees’ health insurance (in addition to their
cash pensions). This item, known as Other Post-Employment Benefits or OPEB, essentially obliges
government employers to identify the current value of the future promises made to workers and to
report the current value of those promises as an expense, similar to the treatment of pension benefits.

Because the City of New York provides generous retiree health insurance benefits (requiring no retiree
contribution toward basic premium costs and reimbursing for Medicare Part B premiums), the impact on
the annual financial results is enormous. In fiscal year 2006, when the accumulated liability was first
recognized, the added expense was $53.3 billion; in subsequent years the annual increment ranged
from $2.3 billion to $9.4 billion.

In recent years the combination of a drop in revenues due to the recession, large new OPEB expenses,
continuing large depreciation expenses and (to a lesser degree) the new remediation expenses has led
to repeated large deficits under the new GAPP standard. The amount of red ink grew from $2.8 billion in
fiscal year 2007 to over $11.7 billion in fiscal year 2010 and was still nearly $9.6 billion in fiscal year
2011. And that explains the third “correct” figure in the multiple choice test.



‘syun Jusuodwod pauodal Aja1esedas apn|pul 10U Op pue S31IAIDY JUBWUIBA0D Alewlld 0} aJe saindi4 :910N
‘pasn sem aund1j Jusdal 3sow ayl pailepdn aiam saiandiy JUaA ay3 u| <wiys'spodal 188png” |[e/png/snealng/Ao8-dAuria|josadwod mmm//:d1ay> TTOZ ‘Y 19QUISAON PasSSaddy

"UOIIP3 TTOZ Ul 8T "d pue UoiIP3 OTOZ U! 8T "d ‘UoRIP3 600Z U1 8T "d U0 s3YSIIYSIH pun4 AJe3aSpng [BI2USD WOy W3 dsuadx3 UoLeIPaWY UoIN||od

"uonIPa TTOT Ul ¥ *d pue uonIpa OTOT u!
¥t "d ‘uo1IP3 600T Ul b d ‘U011IP® 800Z Ul 7t "d ‘UOIIIPD /00T Ul Z “d ‘U01IIP® 900T Ul Ot "d ‘UOIIPS SO0T Ul 8E “d ‘UOIIIPA $0OZ Ul O "d ‘UOIIPS £00T U1 8E "d ‘UOIIIPD ZOOTZ Ul 9€ "d ‘UOIIPD TOOT U! E€-7€

*dd UO S31IIAIIDY JO JUBWSILIS DY} 0} SPUN4 [BIUSWIUISAOD JO SddUB|eg pund Ul saueyd pue ‘sainiipuadx] ‘SSNUSASY 4O JUSWSILIS SY) 4O UOIIRI|1DU0IDY WIS SWa}l asuadx3 g3d0 pue uonepaldag

"UuoI1MPa TTOZ dY3 Ul 9¢ "d pue uoiIPa OTOZ dY3 Ul 9€ "d ‘UO1IIP3 00T 3Y3} Ul 9€ "d ‘UOIIPS 8OO dY3 Ul ¥ "d ‘UOIIPS £00T 3Y3 Ul F€ “d ‘UoIIPa 900T dY3 ul g€ "d ‘uonipa
S00¢Z @Y1 U1 0€ "d ‘uolIpa 00Z Y1 Ul g€ “d ‘Uuo1lIpPa €007 Y} WUy g “d ‘UoIIIPa ZOOTZ dY3 Ul 8z “d ‘UoNIP3 TOOZ Y3 Ul GZ-HZ "dd U0 SB11IAIIDY JO JUBWILIS BY] WOJ) SWDLl SNUSASY pue saunyipuadxy
*SUOI1IPa TTOZ Y3noJ4y1 000z JeaA |eas1y ‘ yio4 maN Jo A)D ayi 1o 110day [bidubul{ [pnuuY dAISUaYaldwo) ‘49||043dwo) ayl JO 321440 A1ID JI0A MBN :924N0S

JUSWUJIA0D) A ewlid

(suor|jiw ur ssejjop)

TT0Z-000¢C S4E9A |edsld

‘SaNIAIIIY JO JUBWIAEIS YJ0A MIN Jo A T 9jqel

(£82) (ssv) (9g2)

(zze'8)  (ovv's) (rsz'a) (8zs‘s) (vse'v)  (L0s'€s)

(g€ (6€T17) (0627) (s92'2) (v66'T) (6107  (£9€7)  (008T) (1607) (¥ST'T) (ev2'T) (688)
(zs‘e)  (zosz‘tt) (120'2)  (€€8's)  (s08c)  (tos‘es) (1L9) €8 (9zo‘e)  (es8‘e)  (svi‘r)  (288)
68Y°0C  066'0C  VTL'6T TET6T TvT'LT €09'ST €0€9T 5861 090'ST SYT'ST 9vEET 987'C1
9gT'y TvSy 6EEY ¥60 99/'s Spe's IS AN7 987's 16LC T00E 698'C 129'C
[Y9'Ty  618'8E €87'9¢ €85'6E  vbT'OF  €ETLE  TI8L'€E 9PT0E 6TL'ST  OVS'EC  999'Sst €L1'ST
€L£99  O0SEV9  9£€09 60679  TSTT9  T80°9S  LTT'PS  STV'8Y  6LS‘Sr  989‘Ty  088‘Ty  089'SE
6V6'SLS TSO'9LS  LSEL9S TWL'89S 9SO'V9S  TBL'60TS 668PSS SEE'8YS 909'9vS  6ES‘SYS  LTO‘€yS  TIS6ES

1102 0102 6002 8002 1002 9002 5002 002 €002 2002 1002 0002

uol1eIPaWY uolINj|od
g3d0
uonerdaidag

Swi91| 9suadx3y pa1da|as

snjdans/(ad132Q)

suoIINgLIIUO) pue sjuels

S92IAJSS 40} 28JeyD

SSNUBARY |eJaUSD
Ssanuanay

sainypuadx3




So how should New Yorkers react to the widely varying answers to questions about the City’s financial
condition? The best approach is to ask ourselves why a balanced budget is important. That is a
philosophical, not an accounting, question. For many concerned citizens the reason budgets should be
balanced is to avoid imposing harm on future residents, especially the next generation. That is, we
should not ask our children to pay out of their future incomes for the services consumed and promises
made today. If one accepts this value premise, then the three alternative accounting definitions are not
equally acceptable:

e The first definition, yielding a current surplus, makes the least sense. New York City
should not have its own unique set of accounting rules, a version that allows what the
rest of the world views as an operating expense to be labeled a capital investment and
paid for with borrowed funds that our children will repay.

e The second definition would avoid the above mistake, but it is still inadequate. It derives
from an old fashioned notion of government accounting that does not align with a more
comprehensive approach to government finances. Keeping the General Fund accounts in
balance is a worthwhile goal, but it does not address the larger philosophical question
behind the concept of a balanced budget.

e The third definition is the one most appropriate for determining whether current
residents are imposing a burden on future New Yorkers. If we want to leave the city in
better condition at the end of any given year than when that year began, this is the
appropriate framework for keeping score.

The implication of these judgments is that New Yorkers should be giving much more attention to the
financial results disclosed under the new GAAP rules. The recent record is not good, and serious
challenges arise in making improvements to the City’s financial condition. It will be hard to move from
the current self-deluding standard for a balanced budget to a more meaningful one, but that should be
the vision of municipal leaders. When the City first was required to “balance” its budget during the fiscal
crisis, it took a period of at least seven years to reach that goal. A similar time frame might be
appropriate for recognizing that times have changed and a new standard is needed for local financial
management.



