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FISCAL HEALTH IN NEW JERSEY'SLARGEST CITIES

Municipal financial condition has emerged as acritical issuein sustaining the
revitalization of major citiesin the United States. Whether the renewal occursin
Baltimore, Cleveland, Newark, or another city, the question arises as to whether these
cities have the fiscal capacity to sustain the revival through good times and bad.

What isfinancial condition, then? Financial condition may be defined as the balance of
long term and current financial resources and long term and current financial
commitments. This study examines the balance of resources and commitments for New
Jersey’ sfive largest cities.

Any financia condition analysisis bedeviled by the lack of widespread agreement on
appropriate measures. For example, is abudget surplus a good measure of financial
condition? Asameasure of condition, surely, many people would agree that such a
surplus acts as a reserve against unexpected events; a healthy surplus indicates good
financial condition. However, no two people agree on how large the surplus should be.
Moreover, some observers feel that any significant surplus indicates government’s
unwillingness to expend resources to meet crying needs. Surpluses can also indicate to
some taxpayers an excessive tax burden and resources that should be returned to those
who paid them. Therefore, not agreeing that surpluses are good or bad, some people
would say that the measure is unhel pful.

In the analysis of municipal financial conditions, financial ratios have played alarge role.
There are “common size,” “liquidity,” “solvency,” and “efficiency” ratiosin the literature
prescribed by financial analysts (Berne and Schramm, 1986; Brown, 1993; Groves and
Valente, 1994; and Petro, 1998). Accounting and economic data provide important
information about resources and commitments, they say. Few analysts are absolutely in
favor of agiven set of ratios or firmly opposed to others. Moreover, no firm ideas exist
about the appropriate range of values for these ratios. Aswith the surplusidea above, no
two observers can agree about the appropriate size of afund balance, an accounting
measure of unexpended resources at the end of afiscal year. 1s2% too little? 1s 10% too
much?

Many observers suggest that credit rating agencies engaged by investorsin the municipal
bond market provide financial condition standards with their ratings of AAA to CCC,
excellent to poor, respectively. However important these credit ratings are to the long-
range assessment of “willingness to repay principal with interest in atimely manner,” the
fact remains that less than 2% of municipalities do not repay in atimely manner,
according to studies by credit rating agencies and other observers (Litvack and Rizzo,
1999; Bond Market Association, 2001; Morgan Stanley Dean Witter, 2000; Standard and
Poor’s J. J. Kenny, 1999). Researchers have not found the credit ratings to have a
statistical relationship to any measures of distress (Berne and Schramm, 1986).



While we may not be able to find universal accord among experts on fiscal standards, we
can compare various cities' fiscal performance to gain insights on their relative strengths
and weaknesses. Such a comparison seeks arange of measures that citiesin similar
circumstances have determined to be appropriate. The key to the comparison isthe
choice of appropriate cities for comparison.

Having a comparison sheds light only when cities in similar circumstances are compared.
In addition, comparison leads to action only when these cities choose the “best” among
them as benchmarks. The exerciseisfamiliar. Within agroup of cities of roughly
approximate populations, ages, economic experiences, and even location, some will
compare favorably and some unfavorably on a broad range of financial ratios. The best
or benchmark cities are those cities which the measures or ratios suggest to have
successfully managed financially even when suffering the same or similar problems.

The purpose of this study isto provide a comparison and benchmarks for New Jersey’s
major cities. We use a conventional approach to financial condition in which we select
financial ratios representing long term and current resources as well aslong term and
current commitments.

Financial Condition

What isfinancial condition? A number of concepts exist, but all have similar
characteristics whether they appear in the academic literature (Berne and Schramm,

1986) or the practitioner journals (Brown, 1993). The concept fundamentally combines
external resources, such as wealth and resource reserves, with internal resources, such as
uncommitted cash and investment income. These resources then should more than offset
pressures for spending, whether these pressures are current — such as salaries and supplies
—or long-term — particularly debt.

Given the overall concept of financial condition, we want to know whether the revenue
side more than balances the spending side. We explain the components of financial
condition that exist on the revenue side and the spending side in the Appendix and list
references where more detail and discussion may be found.

Methods used in this study

The financia condition principleisrelatively straightforward. If the resources available
to amunicipality more than compensate for spending commitments, we find the
community in good financial condition.

How good is good? No absolute measures of financial condition exist either to suggest
“good enough” or looming distress. Therefore, we use a comparison group approach in
which we choose communities sufficiently similar in their characteristicsto give a
convincing perspective on each community’ sfinancial condition. The “best”



communities of the group suggest benchmarks that any other community in the
comparison group might emulate.

In this study, our focal communities are the five largest citiesin New Jersey. These
cities are Newark, Jersey City, Paterson, Elizabeth, and Trenton. (Camden, normally
thought of as one of the “Big Six” New Jersey cities, was not included because of the
lack of audited data.) These citiesare similar in that they are industrial cities that have
suffered changesin their original economic bases; all now are striving for a renaissance.
We want condition information for these cities. Arethey inrelatively good fipancia
condition? If not, what measures suggest a path to better financial condition”

Data Sour ces

To compare these cities, we found financial information corresponding to the measures
suggested by the financial condition model. These financial data came from similar
periods, generally the fiscal yearsin the cities that ended most recently and for which
datain the form of audited financial statements, officials statements for bond sales, or
continuing disclosure statements submitted to the credit market were available. The
following table provides the date and source of these data.

Fisca Year Ending Date of Report Used

Elizabeth June 30, 1999 November 1, 2000
Jersey City June 30, 1999 June 27, 2000
Newark December 31, 1998 January 1, 2000
Paterson June 30, 1999 June 15, 2000
Trenton June 30, 1998 July 1, 2000

In addition, we collected the population datafrom the U. S. Census (as of April 2, 2001),
poverty data from the U. S. Department of Housing and Urban Development (1999), and
income data from a private source, Claritas, Inc., and published in the 1999 and 2000
editions of the “Survey of Buying Power and Media Markets’ by the journal Sales and
Marketing Management.

Findings

We present tables in the following section. In the first section, each table represents one
of the measures described by the financial condition model and mentioned in the
Appendix. In each table we rank the New Jersey cities from best value to the worst value

! To determine the relative condition of New Jersey’s major cities, we also assembled a larger comparison
group. We report this comparison in an accompanying study.



on the measure. We compute the median and indicate which cities are above the median
and which below. Finally, we also indicate the intervals among the values for each of the
New Jersey cities in an accompanying graph.

1. Available External Resources

The ratios that describe available external resources portray the amount of reserves used
and suggest the amount of resources, which remain available to city officials. The
conventional measure begins with aratio comparing revenues actually collected to the
total value of taxable property in acommunity (may also be termed “market,” “true,” or
“equalized” value of property).

Collected property tax revenue

Total value of taxable property

The lower the ratio the more remaining reserves the city has; therefore the best ratioisa
low percentage of total value of taxable property that the city has collected.

Newark falls at the median value for the five citiesin New Jersey. Newark’s percentage
of taxable property used is 3.47%. For each $3.47 in taxes, Newark has $96.53
remaining in reserves. In the comparison Elizabeth has used only 2.78% of its capacity,
while Paterson has collected one and one-half times more, 4.2%.



Available External Resources

Figure 1
Collected property tax revenue

Total value of taxable property

Best Elizabeth 2.78%

Trenton 3.19%

Newark 3.47%

Jersey City 4.13%

Paterson 4.20%

Median 3.47%
Median
Paterson
Jersey City
Newark
Trenton
Elizabeth
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While total value of taxable property is based on a state government agency calculated
estimated of the full market value of all property in the city, assessed valuation usually
lags behind. Thisis because assessment practices — revaluations of property — do not
keep pace with market values, for avariety of reasons. Therefore, we include the
measure of collected property tax revenue related to assessed valuation.

Collected property tax revenue

Assessed valuation

Since the total value of taxable property is an estimate of the market value of property if
assessment practices had kept pace with actual property values, the ratio of collected
property tax revenue to the actual assessed value suggests that Newark’ s assessed
practices are forcing the city to use more of itsreserves. Inthisratio, Newark is by far
the worst off of the five cities, having used one-fifth of itsfiscal capacity. Inthis case,
for every $21.70 of taxes, Newark has $78.30 remaining. Trenton, the city whose
assessed valueis closest to its full market value has almost 97% of its capacity remaining.



Available External Resources

Figure 2
Collected property tax revenue
Assessed valuation

Best Trenton 3.33%
Jersey City 4.40%
Elizabeth 10.16%
Paterson 19.87%
Newark 21.70%

Median 10.16%

Median

Newark

Paterson

Elizabeth

Jersey City

Trenton
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Then we look at the amount of property tax that the government is collecting, the
collection rate. The ratio divides the amount actually collected by the amount, which the
city policy makers have “levied” or set property tax ratesto collect. Thisratio reflects
the delinguencies in property tax payments.

Collected property tax revenue

Net property tax levy

The collection rates for the property tax also show Newark to be the worst off. Jersey
City has the highest property tax collection rate. A sizeable gap exists between the
collection rates in Newark and Trenton versus Jersey City, Paterson, and Elizabeth.



Available External Resources

Figure 3

Collected property tax revenue

Net property tax levy

Best Jersey City 99.97%

Paterson 95.74%

Elizabeth 95.05%

Trenton 88.04%

Newark 86.83%

Median 95.05%
Median
Newark
Trenton
Elizabeth
Paterson
Jersey City

80% 85% 90% 95% 100% 105%




We look at the concentration in the property tax base, measured by the proportion of the
property tax paid by the ten largest taxpayers.

Percentage of assessed value held
by the 10 largest taxpayers

Despite having incomplete information on Trenton (only the top seven taxpayers), our
concentration ratio reveal s that Newark depends far more on its largest taxpayers than do
any of the other New Jersey cities. The magnitudeislargein that Newark’stax baseis
almost two and one-half times more concentrated than the median. The major issueis
apparent: Newark is more vulnerable to the loss of a single large taxpayer than other
cities.



Best

Available External Resources

Figure 4
Percentage of assessed value
held by the 10 largest taxpayers

Paterson 3.04%
Jersey City 6.70%
Elizabeth 7.38%
Trenton 7.57% (Top 7)
Newark 18.38%
Median 7.38%

Median
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Next, we then look at the overall measures of revenue and taxation. The broadest
measure of overall resourcesis the per capitarevenue of the city.

Total revenue

Population

Considering this broad measure, Newark has next to the lowest revenue burden of the
fivecities. Inthe comparison, Trenton has the highest burden followed by Jersey City.



Available External Resources

Figure 5
Total revenue
Population
Best Paterson 1,417.45
Newark 1,552.21
Elizabeth 1,580.50
Jersey City 1,888.83
Trenton 1,897.09
Median 1,580.50
Median
Trenton 97.09
Jersey City 88.83

Elizabeth

Newark

Paterson
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We then look at the per capitatotal property tax burden, called the overlapping property
tax levy. The per capita burden represents the total property taxes paid by taxpayersin
the city to all jurisdictions — city, county, school district, and other jurisdictions, as the
case may be —which levy a property tax. A high burden isworse than alow burden.

Overlapping tax levy

Population

With this measure of total per capitatax burden, thetotal of all jurisdictions' taxes per
person, Newark has the lowest combined total. Jersey City’ s large overlapping burdenis
25% larger.

In determining the burden attributabl e to the city alone, we calculated the ratio of the city
property tax levy to the overlapping tax levy. From the data available on Newark, 27.2%,
Elizabeth, 44.5%, Jersey City, 47.3%, and Paterson, 56.8%, we find that Newark’ s city
burden, as a proportion of the total overlapping burden isfar smaller.



Available External Resources

Figure 6
Overlapping tax levy
Population
Best Newark 784.55
Paterson 822.01
Trenton 830.77
Elizabeth 863.68
Jersey City 989.22
Median 830.77
Median
Jersey City
Elizabeth
Trenton
Paterson
Newark
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Another measure of available resources is the amount of revenue that the city directly
controls, its own-source revenue, versus the amount the city receives from outside
sources, such as state and federal governments. These revenues generally are not
controlled by any other government and suggest the amount of independence the city
may have. Theratio we use, therefore, is the amount of intergovernmental revenue as a
proportion of total revenue. We would find alow percentage if the city has great
independence and a high percentage if the city has great dependence.

Intergovernmental revenue

Total revenue

Because Trenton is the capital city of New Jersey, it is not surprising that the city has the
highest proportion of intergovernmental to total revenue. Newark, however, falls at the
median. Jersey City isthe least dependent on intergovernmental revenue.

10



Available External Resources

Figure 7
Intergovernmental revenue

Total revenue

Best Jersey City 17.56%
Elizabeth 20.61%
Newark 23.99%
Paterson 25.15% *
Trenton 36.07%
Median 23.99%

*Unaudited estimate

*Unaudited estimate

Median
Trenton 7%
Paterson

Newark
Elizabeth

Jersey City
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Still another measure of available resources is the concentration of revenue in one
revenue source. This measure isameasure of the diversity of resources and suggests the
ability of the city to “weather” economic downturns when a given revenue source's
elasticity or susceptibility to economic change may become afactor in revenue
collection.

L argest revenue source

Tota revenue

Newark isthe least dependent on a single, large revenue source such as the property tax.
Paterson, on the other hand, is highly concentrated, with over half of its revenue coming
from the property tax.

11



Best

Available External Resources

Figure 8
Largest revenue source
Total revenue

Newark 11.87%
Elizabeth 24.34%
Jersey City 25.17%
Trenton 38.56%
Paterson 55.20%
Median 25.17%

Median
Paterson 0%
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Jersey City
Elizabeth

Newark

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




Finally, the broadest measure of reservesisthe net per capita personal income of the
community after subtracting the taxes paid to all governments. Such ameasureis called
“disposableincome”’ becauseit is available to be spent as the taxpayer chooses. The
significance of disposable income, as areserve of revenues for government, isits
untapped potential should the government require it.

Disposable income

Population

Considering the disposable or after tax income in New Jersey cities, we find that the
highest per capita disposable incomeisin Jersey City. Jersey City, therefore, has greater
fiscal capacity, according to this measure, than the other four cities. Newark falls second
from the lowest and below the median.

12



Available External Resources

Figure 9
Disposable Income
Population
Best Jersey City 16,116
Elizabeth 14,332
Trenton 13,907
Newark 12,077
Paterson 11,313
Median 13,907
Median
Paterson
Newark
Trenton
Elizabeth
Jersey City
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In summary, each of the five New Jersey cities has strengths and weaknesses. The
weakest of the cities, Trenton falls below the median, as expected, on the amount of
intergovernmental revenue but on the concentration of its tax base aswell. Trenton also
has arelatively heavy dependence on the property tax, although its levy of the property
tax compared to total and assessed value are among the lowest of the five New Jersey
cities. Thelow levy proportionately reflects the city’ s relatively recent revaluation of
property. Trenton’s overlapping tax levy and disposable income are at the median.

Paterson falls at the median or below, among the poorest, when cal culating the capacity
remaining to levy taxes, especialy property taxes. Paterson is also the poorest of the
five New Jersey cities as measured by disposable income. However, Paterson has alow
assessed value concentration among the ten largest taxpayers, arelatively high collection
rate, and alow total revenue burden per capita.

Newark also falls at the median or below also among the poorest. Newark’s remaining
capacity is much narrower because of the assessed valuation upon which it depends as
well as the concentration of the tax base among its taxpayers. The overlapping tax
burden, however, isrelatively low, reflecting perhaps the strength of the surrounding
suburbsin the relatively low burden of county taxes and the strength of state aid in
holding down school property taxes.

At the other end of the spectrum, the strongest cities, Jersey City and Elizabeth have
greater wealth. They have the lowest amounts of dependence on intergovernmental aid
and the highest property tax collection rates. At the same time, both cities the highest tax
burdens.

13



2. Available Internal Resources

Financia flexibility offers adifferent picture of New Jersey cities. Consider the three
ratios representing flexibility. First, thereis the budgetary surplus or the difference
between revenues and expenditures.

Tota revenue

Total expenditure

The balance of revenues and expenditures reveal s that Elizabeth and Newark are among
the strongest cities. For example, Elizabeth, with the best ratio, collects $109.93 for
every $100 it spends. None of the citiesisin very poor condition, hqwever, b of
the battery of conservativ%state laws regaédi ng revenue estimation,~ expenditure,
within-fiscal year control,*and oversight.

2 Municipal revenues may not normally be anticipated above the amount collected the previous year for
each type of revenue. Prior consent of the state Division of Local Government Services must be obtained
to anticipate a new source of revenue or any item of revenue in excess of the previous year's cash
collection.

% The state Division of Local Government Services enforces state law capping municipal expenditures
unless exceeded with the approval of eligible municipal votersin areferendum. The cap for expenditures
is 5% or the implicit price deflator for state and local government — 4% presently -- (New Jersey Statutes
Annotated 40A: 4-45.1 et. seq. and http://www.state.nj.us/dca/lg5/Ifnsg/01Ifns/cfo-2001-04a.pdf ) over the
previous year’'s final appropriations. Very generally stated, the exceptions to the cap involve emergency
spending and debt.

* Municipalities must employ an encumbrance accounting system in which the municipality reserves funds
prior to the issuance of purchase orders for spending.

® Detailed enforcement of the law on revenue estimation, the expenditure cap, the observance of budget
preparation and reporting deadlines, and budgetary accounting systems is pursued by the Division of Local
Government Services in the State of New Jersey Department of Community Affairs as well as the Division
of Taxation in the Department of Treasury. The law is NJSA 40A; a substantial explanation of many of the
fundamentals of budgeting and accounting are included in Benecke (1998).
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Best

Available Internal Resources

Figure 10
Total revenue

Total expenditure

Elizabeth 109.93%
Newark 102.81%
Paterson 101.82%
Trenton 100.40%
Jersey City 99.79%
Median 101.82%
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Second, the accounting term “fund balance” refers to the amount remaining after the
books are closed at the end of the fiscal year when the tally of liabilitiesis subtracted
from the tally of assets. Fund balance is a broader measure of fiscal health than surplus.
That is, budget expenditures, revenues, and surplus are counted as they appear as cash
transactions, but assets and liabilities follow a unique “modified accrual basis of
accounting.” In general, assets are recorded on a*“ cash basis’ in the year the cash is
received. Liabilities are recorded on an “accrued basis’ when the commitment to spend
ismade. The modified accrual basis of accounting is a more conservative method of
accounting that the budget’ s cash basis.

Fund balance

Tota revenue

The end of fiscal year fund balance for Newark is the largest of the five New Jersey
cities. Newark has $107.48 in assets for every $100 in liabilities. The smallest fund
balance isfound in Jersey City.
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Available Internal Resources

Figure 11
Fund balance

Total revenue

Best Newark 7.48%
Trenton 4.37%
Paterson 3.66%
Elizabeth 2.92%
Jersey City 1.31%
Median 3.66%
Median

Jersey City
Elizabeth
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Trenton
Newark 3%
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Finally, ameasure of what resources are on hand to pay creditors for bills that will fall
due within the fiscal year — current liabilities or wages and supplies, ordinarily —isa
measure of liquidity. Liquid resourcesinclude al cash on hand, aswell as investments
that can be liquidated within the same fiscal year period.

Cash and investments

Current liahilities

Liquidity reveas the strong position of Elizabeth and Newark again and the relatively
poor position of Jersey City.
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Available Internal Resources

Figure 12
Cash and investments

Current liabilities

Best Elizabeth 158.28%

Newark 100.68%

Trenton 61.95%

Paterson 50.96%

Jersey City 8.07%

Median 61.95%
Median
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Newark
Elizabeth

0% 50% 100% 150% 200%




In summary, the consistencies in the current spending pressure ratios portray the high
financial flexibility of Newark and Elizabeth. In Newark’s case, financia flexibility is
such that the city has substantial ability to meet ordinary expenses on afiscal year basis,
enabling the city to contend with surprises. Financial flexibility is also a measure of the
financial management choices of the cities’ leaders, a measure of leaders’ willingnessto
CONServe resources.

3. Current Spending Pressures

Current spending pressures include a measure of requirements for operations. This
measure is merely the amount required for many everyday operations other than for the
repayment of debt.

Operating expenditure

Tota revenue

While Jersey City and Newark have the lowest levels of operating spending, all New
Jersey cities are close to a 90% measure with very little variation among them.
Remarkably similar, the cities do not differ in the scope of operations which their
revenues finance.
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Best

Current Spending Pressures

Figure 13

Operating expenditure

Total revenue
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If amunicipality’s operating expenditures are low in comparison to other cities, however,
the city’ s debt repayment requirements (debt service) may be high; therefore another
measure captures the amount of spending each year devoted to the repayment of debt.

Debt service

Total expenditures

The variation in debt service among Trenton, Newark, and Elizabeth isrelatively small as
well. Jersey City and, to alesser extent, Paterson have higher debt service levels, and in
Jersey City’s case a debt service level amost twice the median. For every $100 Jersey
City spends, the city devotes $9.03 to repay debt.
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Current Spending Pressures

Figure 14

Debt service

Total expenditures

Best Trenton 5.69%

Elizabeth 5.74%

Newark 5.83%

Paterson 6.54%

Jersey City 9.03%

Median 5.83%
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Finally, we review the four measures of the sources for current spending pressure. We
include the unemployment rate, the poverty rate, the change in poverty rate, and the
changein population growth. All of these measures indicate conditions that might
threaten to unbalance a city’ s budget because of the inability of taxpayersto pay their
taxes or of the increasing needs of the community due to the rise in demand for services.

Unemployment measures those in the labor force who do not currently have ajob but are
searching for one. In the case of the unemployment rate in the year 2000, we find all five
of the cities with large levels of unemployment well above the state unemployment rate.
Newark has the highest rate, arate over twice that of the state asawhole.

Unemployment rates have fallen through the 1990s, however. While the state’s

unemployment rate has fallen from 8.5% to 3.8% (by 55%), the median change among
the five New Jersey cities was a decrease of about 50%.

Unemployment rate

19



Current Spending Pressures

Figure 15
Unemployment rate
2000
Best Elizabeth 6.50%
Trenton 6.60%
Jersey City 7.10%
Paterson 7.80%
Newark 8.10%
Median 7.10%
State of New Jersey 3.80%
Median
Newark
Paterson
Jersey City
Trenton
Elizabeth
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Poverty rates are a substantial indicator of current spending pressure due to the reliance
familiesin poverty have on government services. Thisrelianceisvery limited in the case
of local governments when compared to state and federal governments. Indirectly, the
poverty rate also suggests the inability of cities to produce necessary revenue.]

The poverty rate measures the pro%ortion of city residents below an income level defined
by the U. S. Bureau of the Census.” The most recent measures of poverty available at the
time of our study were for the year 1995, as calculated and reported by the U. S.
Department of Housing and Urban Development. In addition, we show the change in the
poverty rate between 1989 and 1995. Rates for Elizabeth and Paterson were not
available.

Among Trenton, Jersey City, and Newark, Newark has the highest poverty rate in 1995
with 30.5%. The United States as awhole had a poverty rate of 13.8% in 1995, while U.
S. central cities 20.6%, and New Jersey 8.7%. Newark’s poverty rate was about 1.4
timesthat of Jersey City and Trenton.

Poverty rate

® The United States Department of Housing and Urban Development characterizes poverty’s effect on a
city’s fortunes as follows (1999, p. 23): “. . . extraordinarily high poverty rates tend to reflect structural
barriers to participation in the changing economy — barriers such as alarge ‘skills gap’ in the workforce (or
among workers in particular neighborhoods or racial/ethnic groups), rapidly disinvested and blighted parts
of a city that have trouble attracting investment even where significant market potential exists, and high
rates of crime that are both symptom and cause of chronic economic disadvantage. High poverty rates are
thus not only a sign of past distress but an indicator of hurdles that a community must overcome if its
regional economy is to ride the prosperity trend enjoyed by the Nation as a whole over any period of
recovery and expansion.”

” Followi ng the U. S. Office of Management and Budget's (OMB) Statistical Policy Directive 14, U. S.
Census Bureau uses a set of money income thresholds that vary by family size and composition to
determine who is poor. If afamily's total income is less than that family's threshold, then that family, and
every individual in it, is considered poor. The poverty thresholds do not vary geographically, but they are
updated annually for inflation using the Consumer Price Index (CPI-U). The officia poverty definition
counts money income before taxes and does not include capital gains and noncash benefits (such as public
housing, Medicaid, and food stamps). Poverty is not defined for people in military barracks, institutional
group quarters, or for unrelated individuals under age 15 (such as foster children). They are excluded from
the poverty universe--that is, they are considered neither as "poor" nor as "nonpoor.” The source for the
definition of poverty is Joseph Dalaker and Bernadette D. Proctor, U.S. Census Bureau, Current Population
Reports, Series P60-210, Poverty in the United States, U. S. Government Printing Office, Washington, DC,
2000. The poverty income threshold for a four-person family (on which the poverty rate is computed) in
1989 was $12,100 and in 1995 was $15,150. The poverty income threshold for the first person (and each
additional person) was $5,980 ($2,040) in 1989 and $$7,470 ($2,560) in 1995. See aso Mateo (2000).
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Current Spending Pressures

Figure 16
Poverty rate 1995

Best Trenton 20.90%
Jersey City 21.80%
Newark 30.50%
Elizabeth
Paterson
Median 21.80%
Median
Paterson
Elizabeth
Newark
Jersey City
Trenton
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In the following table, we show the change in the poverty rate between 1989 and 1995 by
graphing the rates in each of three years, 1989, 1992 and 1995. All threecities poverty
rates increased by more than 15% over the entire period, but each city’s poverty rate fell
between 1992 and 1995. The median fell by 6% between 1992 and 1995, Newark by
almost 14%, Trenton by about 9%, Jersey City by just over 5%, while the state’' s poverty
rate fell by 14%.

Since more recent data were not available, we can only guess at the effect the decrease in
the unemployment rate has had, but, clearly, the lower unemployment rates signal the
possibility of afurther reduction in poverty.

Change in poverty rate
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Best

Current Spending Pressures

Figure 17
Change in poverty
rate 1989-1995

1989
Jersey City 18.90%
Trenton 18.10%
Newark 26.30%
Elizabeth
Paterson
Median 18.90%
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Finally, we include popul ation change as a financial condition indicator. Population
losses are most often thought of as an indicator of poor financial health. When citizens
|leave the community, their departure may reflect aloss of confidence in the economy —
they have lost jobs and have little prospect of others— or a dissatisfaction with taxing and
spending levels. On the other hand, population losses have advantages. The loss of
population provides opportunities, which the reduced congestion and, perhaps, the
reduced spending pressure afford. The reduced congestion may increase the capacity of
housing and business property which will allow future growth to take place as the city
rebuilds its neighborhoods and business districts.

Population increases can also boost spending pressure, as the new residents require or
demand more services or more action from the municipality to deal with problems
accompanying growth such as traffic congestion. One asks whether the new residents
will be able or willing to provide the taxes necessary to finance increased spending. The
|atter question may be asked in Jersey City’s case, as property tax abatements may be
considered necessary to stimulate growth but represent a potential |oss of future revenues
necessary to meet new spending demands.

The population changes among the five New Jersey cities confirm the risesin Jersey City

and Paterson, as well asthe surprisingly large increase in Elizabeth. Newark’s
population is relatively stable, and Trenton continues to lose popul ation.

Population change

22



Current Spending Pressures

Figure 18
Population change
1990 - 1999/2000

Best Elizabeth 9.60%
Paterson 5.91%
Jersey City 5.00%
Newark -0.60%
Trenton -4.69% *
Median 5.00%
*1990-1999
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In summary, Newark has high operating expenditure and low debt service levels. Inthe
case of operating expenditure, none of the five New Jersey cities were remarkably
different. Inthe case of debt service levels, only Jersey City had a substantially higher
debt service commitment than the median.

The spending pressure on al of New Jersey’s maor cities is exacerbated by
unemployment. Each of the five New Jersey cities had unemployment rates greater than
the state as a whole; in Newark’s case the magnitude was over two times the state
unemployment rate.

Poverty has added to fiscal pressure. While the poverty rate data are not current, and will
not be so until the U. S. Bureau of Census reports them from the 2000 census, our data do
reflect the magnitude of the problem.

The problem posed by unemployment and poverty for fiscal health is one of additional
spending pressure as well as less revenues than could be collected without poverty.
Poverty is also a continuing problem for cities attempting to rebuild their economies. As
the U. S. Department of Housing and Urban Development stated (1999, p. 23), “High
poverty rates are . . . not only a sign of . . . distress but an indicator of hurdles that a
community must overcome if its. . . economy is to ride the prosperity trend enjoyed by
the Nation as awhole over any period of recovery and expansion.”

4. Past Spending Commitments

Past spending commitments refer to the long term commitments the city has made in the
primary form of debt and in the long term commitments made through agreements with
employees over pensions and over allowances for paid vacation and leave.

The picture of long-term commitments of New Jersey cities must be placed in the context
of strong restrictions on debt found in the New Jersey state constitution. In only two
cases do we find large levels of debt.

The first measures, then, deal with debt. Thefirst ratio is a conventional measure that
compares the debt levels of citiesin terms of their populations.

Debt

Population
The conventional measure of the dollar amount of municipal debt per resident shows

Newark with the smallest debt commitment and Jersey City with the largest. Jersey City
and Trenton have a per capita debt over two and one-half times larger than Newark.

23



Past Spending Commitments

Figure 19
Debt
Population

Best Newark 534.11
Paterson 567.05
Elizabeth 914.37
Trenton 1,341.60
Jersey City 1,364.61
Median 914.37
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Another conventional me&sure ismunicipal debt as a proportion of the total value of
taxable property in acity.* This measure produces results consistent with per capita debt.
Newark has avery low ratio of debt to total property value, about half that of Jersey City
and Trenton. In Newark, debt is $2.72 for every $100 of property value.

Debt
Total value of taxable property

8 In this case, as before in our measuring the amount of collected property taxes, the legal terms for “total
value of taxable property” are equalized assessed, true, or market value.
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Past Spending Commitments

Figure 20
Debt
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Municipalitiesin New Jersey, as amost everywhere in the United States, are limited by
state law in the amount of debt they can incur at any one time. Only exceptional
circumstances lead state overseers, under law, to allow cities to exceed these Iimits.EI In
any case, the closer debt levels are to legally mandated thresholds, or certainly the more
debt levels exceed those provided by law, the worse the financia condition of the city.

Thethird ratio — legal allowance for debt — is consistent with the two preceding ratios.

Newark currently has used only about three-fourths of its debt capacity, while Jersey City
and Trenton have substantially exceeded theirs by more than half.

Debt

Legal debt limit

 NJSA 40A: 2-7 provides for exceptions to the debt limitations. The overseers— the Local Finance Board,
Division of Local Government Services, Department of Community Affairs — have ultimate decision
making authority in such exceptional circumstances.
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Past Spending Commitments

Figure 21
Debt

Legal debt limit

Best Newark 77.47%
Paterson 87.69%
Elizabeth 91.68%
Jersey City 167.97%
Trenton 175.64%
Median 91.68%
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Thefinal debt ratio captures the total debt of all overlapping jurisdictions. These
overlapping jurisdictions, at the very least, include the city, the county, and the parts of
various school districts located within the boundaries of the city. In this case, we
compare overlapping debt — debt held by the city, county, school district, and other taxing
districts—to the total value of taxable property™-as well as to the population.

In both cases, Jersey City and Trenton have the highest amounts of debt, Newark and
Elizabeth the lowest. Thus, for example, Newark residents have $6.14 in overlapping
debt for each $100 in taxable property. Jersey City’ sratio isamost twice that of
Newark and almost three times that of Elizabeth.

Newark has $1,188.45 in overlapping debt per capita, while Jersey City has almost three
times as much as both Newark and Elizabeth.

Overlapping debt

Total value of taxable property

Overlapping debt

Population

19 Again, the legal terms are equalized assessed, true or market value.
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Past Spending Commitments

Figure 22
Overlapping debt
Total value of taxable property

Best Elizabeth 4.20%
Newark 6.14%
Paterson 6.96%
Trenton 9.04%
Jersey City 12.12%
Median 6.96%
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Past Spending Commitments

Figure 23
Overlapping debt
Population

Best Newark 1,188.45
Elizabeth 1,241.35
Paterson 1,302.53
Trenton 2,070.42

Jersey City 2,903.27

Median 1,302.53
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In summary, the long-term commitments of New Jersey’s major cities reveal two groups.
Newark, Elizabeth, and Paterson comprise one group with low commitments. The other
group, avery different group, Jersey City and Trenton, has large commitments, especially
in comparison.

Summary

To summarize the financial condition of the five largest New Jersey cities, afamiliar
pattern emerges, although there are surprises. In consistent fashion, we find that
Elizabeth is by far healthier financially than the four other cities. Elizabeth has far more
available external resources, has considerable financial flexibility, faces relatively little
pressure for higher current spending, and has relatively low debt and other long-term
commitments.

On the other hand, Trenton isin poor financial health, compared to the other four citiesin
our study. Despite having revalued property, the city has a concentrated tax base, to say
nothing of its dependence on state government paymentsin lieu of property taxes. It aso
has arelatively low tax collection rate, and a high tax burden per capita. Trenton’s
financial flexibility isrelatively low. While pressure for current spending is not strong
comparatively, the pressure from long-term commitments appears excessive.

Thefinancia condition of Newark suggests advantages and problems. Despite facing the
need for and consequences of arevaluation of property, the city has arelatively low tax
burden, an indicator of relatively good financial condition. Newark’stax baseis
concentrated in afew taxpayers and its collection rate is relatively low, indicators of poor
financial condition. The tax base has diversity and, with that, the ability to weather
economic change better than the other four New Jersey cities. Newark’sfinancia
flexibility is next only to the relatively substantial amount found in Elizabeth. The
pressures Newark faces for greater current spending would be lower but for the problems
of unemployment and poverty and, under certain conditions, population |oss.
Nevertheless, the lack of long term commitments — especially debt commitments -- yields
flexibility in the short and long run periods to overcome the immediate pressure
presented by these problems.
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Appendix: Financial Condition

What is financial condition? A number of concepts exist, but al have similar
characteristics whether they appear in the academic literature (Groves and Valente, 1994;
Ladd and Yinger, 1991; Berne and Schramm, 1986) or the practitioner journals (Mead,
2000; Petro, 1998; Brown, 1993; Stallings, 1978). The concept fundamentally combines
external resources, such as wealth and resource reserves, with internal resources, such as
unused cash and investments and balances them with pressures for spending, whether
these pressures are current or based on past commitments.

Available Current
externd expenditure
resources / pressures
Avallable __ FINANCIAL 4 Expenditure
resources CONDITION pressures
Available/' Expenditure
internal pressures
resources from past

commitments
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In this case, we define financial condition as the probability that a government will meet
its financial obligations. Conceptualy, this probability depends on the level of
expenditure demands on the government (expenditure pressures) relative to the total
resources available to meet those demands (available resources). Measures of operating
and capital expenditure levels and debt obligations can be included in the expenditure
pressures on a government; measures of external and internal resources are included in
available resources.

In this context, the gap between expenditure pressures and available resources becomes a
measure of financial condition. A government that faces little pressure for additional
expenditures and has substantial capacity to raise additional revenuesisin good financial
condition. A government with considerable pressures to increase its budget, but very
little unused revenue capacity, isin poor financial condition.

Available External Resources

Fiscal capacity is a shortened version of the idea of available externa resources, the
upper left hand corner of the above diagram (Johnson and Roswick, 1991; Galambos and
Schreiber, 1978). This idea rests of the notion that if the government were to tap the
revenue base to the maximum possible extent (set tax rates current charges, and fees at
the level that would generate the maximum revenue), it would generate a level of annual
revenues that equalsits revenue or fiscal capacity.

So, what measure would help us determine whether a government has tapped the revenue
base to the maximum possible extent? Given the fact that law allows cities certain
revenues as well as sets the limits to which acity can extract those revenues, we have a
measure of fiscal capacity.

< Revenue/fiscal capacity >
< Actual revenues—»

Reserve
Capacity

However, law, economics, and politics constrain the relationship between fiscal capacity
and actua revenues. In other words, there are limits to the revenue raising power of the
organization, the capacity or ability of a government to tap this revenue potential and
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revenue base. Thelega maximum is clear athough laws can change. The effective or
economic maximum is murkier; what is the rate at which the revenue base contracts by
encouraging firms to move to other jurisdictions? The political constraints are numerous
but an important one relates to what will provoke taxpayers either to voice their
displeasure or move away from their city?

There is one mgjor way of understanding fiscal capacity and that is the reference group
approach in which one government is compared to another. The estimation of revenue
capacity using a reference group basis assumes in essence that the revenue capacity of a
government can only be judged relative to those other entities with which it is most
similar and with which it may be in long-run competition for resources.

In this sense, the concept “capacity” takes on an average character, but it still provides a
standard for comparison. The empirical finding that governments with above-average tax
rates are more likely to be subjected to economic losses or politically inspired tax and
spending limits provides some justification for the reference group approach.

There are single factor measures of fiscal capacity. The most common measures are
those in which severa jurisdictions are compared on the basis of their revenues divided
by their populations, thus revenue per capita.

The measure of fiscal capacity relates to the revenue reserves at the disposa of the
government. Revenue reserves are the untapped resources legally available to the
community. The reserves represent a theoretically possible source of funds should it ever
be needed.

However theoretically possible, these reserves hardly suggest reality. In many cases, a
community would have a tax rate equal to 100% of the market value of property to be
able to tap all of the reserves. The comparison group approach serves as an indicator of a
real limit. The median — the number that splits the distribution in half, given actual legal
limits, might be the ceiling of the reserves of the comparison group.

Knowing the connections just outlined, it is possible now to make the final jump to
financial condition. Financial condition on the revenue side would be the degree to
which the government has or has not exceeded its capacity. The possible measures relate
to the existence of reserves and whether the government has control of them, including
the ratio of revenues to population, the total amount of these revenues which came from
the government’ s own sources (as opposed to other governments), and the relationship of
taxes levied to legad maximums permitted. We would also want to know the tota
commitment by taxpayers to all governments taxing the same taxpayers, the overlapping
taxes paid divided by the population. In the case of property taxes, the most common
revenue source in cities, we would also want to know something about the relationship of
taxes collected to both assessment practices and the true or market value of property. We
would also want to know something about the reserve wealth of the community given
taxes, especidly their present after-tax or disposable income. We would want to know
something about the diversity of revenues or whether the community was dependent on a
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single revenue source. Likewise, we would want to know whether the community was
dependent on afew or many different taxpayers for its revenues. Finaly, we would want
to know whether the community was able to collect the taxes it levied.

Available Inter nal Resour ces

Available internal resources really refer to the “operating position” of the organization.
The operating position of a government, in turn, refers to whether the organization
balances its budget on a current basis, maintains reserves for emergencies; and has
sufficient liquidity to pay its bills on time.

In this case, we want to know the ability of the organization to mobilize current resources
to meet spending pressures. The measures cover budget balancing or the ratio of
revenues to expenditures, the reserve or fund balance carried over from one fiscal year to
the next, and the amount of cash on hand to be able to deal with amounts to be paid
within the fiscal year.

Current Expenditure Pressures

Now we switch to the other side of the model to ook at spending. Here we investigate
the degree to which revenue capacity is under pressure from current commitments or
commitments that exist in agiven fiscal year. In other words, current expenditure
pressure is the amount of financial flexibility a government hasin the face of spending
pressure.

Current commitments include payment for debt and current operations such as salaries
and supplies. More important, current pressure comes from unemployment and poverty
aswell as population change.

Expenditure Pressures from Past Commitments

Finally, we look at relatively permanent commitments. These are difficult ratios to find
data to satisfy. The ratios refer to expenditures to which the government is legaly
committed, such as debt, pension benefits, and contractual agreements, as well as
spending imposed by higher levels of government, such as capita facilities. The rule of
thumb definition for past commitments is “al spending that officials cannot cut by at
least 10 percent in one year.”

These commitments, such as debt, pensions, and promises to pay for unused vacation and
sick leave if an employee retires, represent commitments that will fall due sooner or later
or, more important, continually over theimmediate future. Some of the time, money may
be set aside for the contingency that exists, asin sinking funds or reserves dedicated to a
particular commitment. Most of the time, we simply want to know the amount and want
to count it asaliability to set off against assets, allowing an accurate measure of the
surplus of assets over liabilities. Therefore, the past commitment pressures represent the
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degree to which a government can discharge commitments or reduce pressures that are
permanent.

The measures for permanent commitments also place them in the context of resources.
The magor measures not only include debt divided by the population but also debt
measured in terms of the resources pledged to repay it, usually assessed property
valuation. We want to know about the debt of other governments representing the same
set of taxpayers or overlapping debt. Permissible debt and whether we have come close
to exceeding it is important. Finally, we want to know about contingencies, such as
pensions and other empl oyee compensation that might become due.

In summary, our measures of financial condition balance revenue with expenditure.
Condition measures cover reserves that could be used with revenues actually available
within a given fiscal year. On the other side of the condition model, we measure
spending pressures. These pressures include both those normal within each fiscal year
spending items as well as those for which the community has committed itself for a
period of years.
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