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I. Overview
Today, the Committee on Finance (Committee) will hold an oversight hearing on an evaluation of the Commercial Revitalization Program conducted by the Independent Budget Office (IBO) pursuant to Local Law 18 of 2017. This is the first such evaluation that IBO has conducted and the Committee will hear testimony from IBO on both the evaluation process and their findings. Other interested parties were also invited to testify.

II. Background
Tax Expenditures
Public dollars are precious; it is important that they be used well. This is true both on the spending side of the budget and when tax breaks are provided to achieve a public purpose, such as to support charities, childcare, commercial development, and many other social goals. In this respect, tax breaks are more accurately referred to as tax expenditures because they effectively constitute expenditure of City funds – for purposes of the City’s finances, money not collected is the same as money spent.
Tax expenditures have come to comprise a significant portion of total spending by the City. In Fiscal 2017 they amounted to $8.2 billion.
 If tax expenditures by the City were accounted in the same way as regular expenditures, they would comprise 12 percent of City Funds. Tax expenditures by the City can be categorized as Housing Development, Individual Assistance, Economic Development, and Other.
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Source: New York City Council calculations based upon Department of Finance data for Fiscal 2017.
Given the magnitude of the City’s spending on tax expenditures, it is important that they be held to similar standards as other expenditures. Yet while the effectiveness of spending by City agencies is monitored by Council oversight hearings and by a Charter-mandated Mayor’s Management Report,
 tax expenditures have historically had limited oversight. 
New York City Task Force on Economic Development Tax Expenditures

As noted in the chart above, the City of New York provides nearly $2.9 billion in economic development tax expenditures every year.
 In order to explore how the Council could improve its oversight responsibility of the various economic development benefit programs which make up these tax expenditures, the Council created the New York City Task Force on Economic Development Tax Expenditures (the Task Force). The Task Force, chaired by Council Members Julissa Ferreras-Copeland and Daniel Garodnick, was comprised of ten members from diverse backgrounds, including elected officials, labor leaders, academics, developers, and financiers. 

Over the course of 20 months, between January 2015 and September 2016, the Task Force met seven times to engage in thorough discussions and debates and to hear presentations from the City’s Economic Development Corporation (EDC) and the Department of Finance, as well as Pew Charitable Trusts, an organization that has been at the forefront of researching and shaping tax expenditure evaluation processes throughout the country. In addition, the Task Force investigated the components of a good evaluation and the institutional structures that states throughout the country are employing to determine which structure is best-suited for New York City given that much of the City’s tax policy is determined by New York State. Additionally, staff evaluated the Industrial and Commercial Abatement Program as a model to better understand the evaluation process. 
With an eye towards fiscal responsibility, the Task Force issued a final report with a set of recommendations for a systematic process for evaluations of economic development tax expenditures to help the public and lawmakers better understand the impacts of these tax breaks.
 
Local Law 18 of 2017
Pursuant to those recommendations, on January 18, 2017, the Council passed Local Law 18 of 2017,
 which set forth the framework for the evaluation of economic development tax expenditures for the City, becoming the first municipality in the country to adopt such a law. Specifically, Local Law 18 requires IBO to review and evaluate economic development tax expenditures identified by the Council in collaboration with IBO on a schedule developed annually by the Council in collaboration with IBO.
 

Upon completion of the evaluation, must submit to the Council Speaker, and post on its website, a report regarding each economic development tax expenditure evaluated which must include:

· A description of the tax expenditure evaluated;

· The data considered and the methodology and assumptions used;

· An analysis of the effectiveness of the tax expenditure and whether it is achieving its goals;

· Whether and to what extent the goals of the tax expenditure are still relevant, including whether and how the goals align with current economic development policy goals;

· Recommendations for future evaluations of the tax expenditure, including whether alternative methods of data collection would allow for better analysis.

The local law further requires City agencies and EDC to provide IBO with whatever information, data, estimates, and statistics IBO determines to be necessary to conduct its evaluation.
 In cases where a City agency or EDC does not disclose the requested records to IBO, it must provide a written explanation to the Director of IBO and the Council Speaker for the reason of the denial with a citation to the specific law that prohibits disclosure.

III.   The Independent Budget Office

IBO was established in 1989 as part of the revision of the City’s Charter. The Charter Revision Commission believed that there existed an imbalance between budgetary information and fiscal analysis received by the Mayor and that received by legislators and other elected officials.
 Thus, establishing an independent, nonpartisan budget office, the Commission felt, would “allow[] legislators and other officials to more effectively and responsibly check the mayor's budgetary powers” while “better equip[ing] [the public] to evaluate fiscal issues when provided with more than one competent source of analysis.”

Chapter 11 of the City Charter lays out the structure of IBO, as well as its powers and duties. IBO is headed by a director, who is to be appointed regardless of political affiliation and solely based on fitness for the position.
 IBO’s director, who serves a four-year term, is appointed upon the recommendation of a special committee consisting of the Comptroller, Public Advocate, and a borough president and council member selected by their respective peers.
 

IBO is Charter-mandated to provide to the Comptroller, the Council Speaker and Council Members and committees, the borough presidents, and community boards information to assist them in the discharge of their responsibilities related to the budget process.
 Aside from information on the City budget itself, IBO is to tasked with providing information on appropriations bills, proposed local laws with fiscal implications, estimated revenues and receipts and changing revenue conditions, and other matters requested by these entities.
 

To carry out these responsibilities, the Charter authorizes IBO’s director to “secure such information, data, estimates and statistics” from city agencies that the director determines necessary.
 Agencies are required to provide this information, if available, in a timely manner.
 The only exceptions to this are records protected by attorney-client privilege, attorney work product, and material prepared for litigation.

IBO is also required to periodically publish reports “to enhance official and public understanding” of the budgetary process and Charter-mandated budget documents, as well as other matters relating to city revenues, expenditures, financial management practices and related issues.
 As such, IBO routinely publishes “fiscal briefs” on issues ranging from school spending to the financing of sports stadiums to the impact of taxes on city residents.

IV. The Commercial Revitalization Program and Commercial Expansion Program 

The first economic development tax expenditures selected by the Council in collaboration with IBO for evaluation pursuant to Local Law 18 were the Commercial Revitalization Program (CRP) and the related Commercial Expansion Program (CEP). The CRP was created in 1995 to increase occupancy and encourage investment in commercial space in lower Manhattan and certain other areas of the City.
 The original program provides a property tax abatement for tenants of buildings built before 1975 that made certain minimum expenditures to improve their premises.
 Landlords and tenants are required to apply for the program jointly, and the landlord is required to pass the tax benefit on to the tenant as a rent reduction.
 

The abatement is offered for qualified new, renewal, and expansion leases, though the minimum expenditure requirements for improvements differs by type of lease.
 The eligibility requirements also depend on the size of the firm and the length of the lease. Firms with fewer than 125 employees must have a lease lasting at least three years.
 Firms employing over 125 people must have a ten-year lease.
 The maximum length of the benefit is five years, with the benefit tapering off in the final two years.
 
The portion of the CRP that applied to areas outside of lower Manhattan was amended and expanded in 2005 to create the Commercial Expansion Program (CEP).
 The CEP provides a property tax abatement for qualified new, renewal, and expansion leases in commercial offices and industrial/manufacturing spaces built before 1999.
 The eligibility requirements are modeled after the CRP but differ slightly, particularly with respect to the minimum expenditure required and the CEP also adds an enhanced benefit for manufacturing tenants.

Moreover, CRP recipients in lower Manhattan and Manhattan’s Special Garment Center District are also eligible to receive a special reduction on their Commercial Rent Tax (CRT) liability.
 

Today, the CRP covers Lower Manhattan and the CEP covers Manhattan above 96th Street (or in the mid-town Special Garment Center District), the Bronx, Brooklyn, Queens, and Staten Island. According to the City’s Department of Finance, in Fiscal 2017, the property tax abatements for commercial leases in both programs combined cost the City $18.4 million in foregone tax revenue, while the CRT special reduction cost $9 million.

The tables below detail the minimum cost of improvements and the benefits of both the CRP and CEP:

	Minimum Cost of Improvements under CRP and CEP 

	Commercial Revitalization Program



	Lease Type 
	Fewer than 125 employees
	More than 125 employees

	New
	$5.00 per sq. ft. of net leasable space 
	$35.00 per sq. ft. of net leasable space

	Renewal
	$5.00 per  sq. ft. of net leasable space if previously occupied 
	$10.00 per sq. ft. for all applicable net leasable space

	Expansion
	$5.00 per sq. ft. of net leasable space 
	$35.00 per sq. ft. of net leasable space

	Commercial Expansion Program



	Lease Type 
	Fewer than 125 employees
	More than 125 employees

	New
	$2.50 per sq. ft. of net leasable space
	$25.00 per sq. ft. of net leasable space

	Renewal
	$2.50 per sq. ft. of net leasable space if previously occupied
	$5.00 per sq. ft. for all applicable net leasable space if previously occupied

	Expansion
	$2.50 per sq. ft. of net leasable space
	$25.00 per sq. ft. of net leasable space


	Benefits under CRP and CEP 

	Commercial Revitalization Program 

	Lease Term
	Abatement Period
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	Minimum 3 years less than 5 years 
	3 Years
	Tax liability up to $2.50 per sq. ft. 
	2/3 of initial abatement 
	1/3 of initial abatement 
	Abatement Expires
	Abatement Expires

	5 years or more
	5 Years
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	2/3 of initial abatement 
	1/3 of initial abatement

	Commercial Expansion Program 

	Lease Term
	Abatement Period
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	3 - 4 Years
	3 Years
	Tax liability up to $2.50 per sq. ft. 
	2/3 of initial abatement 
	1/3 of initial abatement 
	Abatement Expires
	Abatement Expires

	5 Years (Commercial)
	5 Years
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	2/3 of initial abatement 
	1/3 of initial abatement

	5 Years or more (Manufacturing)
	5 Years or more
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 
	Tax liability up to $2.50 per sq. ft. 


V. The Evaluation Process
Goals of the Commercial Revitalization Program and the Commercial Expansion Program

Tax expenditures are meant to promote policy goals. In addition to specific goals for each particular program, economic development tax expenditures have an overarching goal of improving the economic and social welfare of the residents of the City. Evaluations should consider both the goals specific to the program and the larger goal of economic development.
For purposes of each evaluation conducted pursuant to Local Law 18, the goals against which the effectiveness of the tax expenditure is to be measured are those “defined in the legislation creating such economic development tax expenditure” or those identified by the Council, in collaboration with IBO.

In this case, the legislation enacting the CRP does not state an explicit goal, but based on contemporaneous statements and writings, including the 1995 memorandum of support of the enacting legislation from Governor Pataki, the Council has identified the goals of the program to be spurring investment and increasing commercial occupancy and retention in Lower Manhattan. Specifically, the Governor wrote:

“Lower Manhattan is presently in a state of economic decline.. Many buildings that were once well-suited for commercial use on Wall Street are antiquated structures that cannot accommodate the telecommunications infrastructure needed to compete effectively in the global market... The office vacancy rate in Lower Manhattan is at a post-World War II high, with over 21 million square feet, or 23 percent, of building stock going unused. Many buildings are more than 50 percent vacant…The incentives contained in this legislation will provide the necessary economic impetus to the private sector to reinvest... The bill will significantly reduce occupancy costs for commercial tenants in Lower Manhattan, thereby giving the Wall Street area the competitive edge necessary to attract and retain commercial tenants.”

Therefore, the current evaluation should determine whether the program is successfully meeting these goals of investment and occupancy and whether they are still relevant in light of today’s economic development policy goals.

The CEP was created as a mirror to the CRP to promote commercial and industrial area development outside Manhattan’s central business districts. While, the eligibility requirements for the CEP are slightly different from those of the CRP, the goals can be understood as similar, only targeting other geographical areas. 

Evaluating the CRP and CEP

In evaluating an incentive program it is important to keep in mind that a variety of factors are at play, only some of which may causal and some of which may be correlational. In this case, it economic conditions change constantly, regardless of the presence or absence of tax expenditures. Positive changes cannot immediately be attributed to a program or policy. In the case of the CRP and CEP, if renewed investment or increased commercial occupancy occurs in the targeted areas, one must also consider how much would have occurred in the absence of the programs. To do so, it is instructive to pose a counterfactual, asking what economic conditions would exist without the tax expenditure and comparing them to actual conditions (including the tax expenditure). 

A statistical technique often used to accomplish this analysis is called differences in differences (DD). This technique examines two groups or regions that should be expected to change over time in a similar way. When a change is made to one group, for example if a law is altered or a tax expenditure is implemented, DD can estimate the effect of the change by comparing the two groups before and after the change. The comparison between the groups allows the effects of the policy to be separated out from underlying economic changes that would have occurred in its absence.

In the case of the CRP and CEP, vacancy rates in the targeted areas can be compared with the rates in otherwise similar areas that were not targeted. If the vacancy rates in Lower Manhattan fall relative to the control groups, one might consider the program a success in terms of its goal of decreasing vacancy rates in this area.

However, this success would not necessarily indicate the program should be retained or expanded. Legislators and evaluators should also consider whether that goal is still relevant, whether the program is effective in other ways, and whether it is cost effective. Another consideration is whether the areas targeted by the programs may no longer be in need of tax advantages or the program may advantage particular neighborhoods to the detriment of others, for example if commercial vacancy rates fell in the targeted areas, but investment was only redirected from elsewhere, the success of the program would be relative. Additionally, the evaluation should consider the opportunity cost of the program and whether the tax expenditures might be better used on other City priorities. 
VI. Conclusion
As the Task Force noted in its final report, there exists a need for time and repeated evaluations to develop the effectiveness of the review process. Legislators and evaluators require take time to familiarize themselves with the programs being evaluated and data may initially be sparse or unavailable to evaluators. Over time, specific data suited for tax expenditure evaluation may be collected and made available to evaluators and evaluators will be able to refine their methodologies. The Committee looks forward to hearing from IBO about its experiences conducting the first economic development tax expenditure evaluation and its recommendations for future evaluations.
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