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Poly Sci 126D

Paper One – Fiscal Crises


The huge task of running a modern city or urban area efficiently often leads urban leadership to walk a fine line between fiscal health and fiscal crises.  Often times the causes of fiscal crises may not even lay in their hands, but in propositions or policies implemented years before the officials even entered office, or in the whims of a capitalistic market economy.  This paper will explore the political factors that led to financial crisis in the suburban regions of Orange and Nassau Counties, as well as the city of New York.  There are similarities and differences across all these cases that show that to understand a city or counties financial crisis one must address a complex web of political and economic interactions.


What one might think is the primary and most important cause of an urban fiscal crisis, a city running away with expenditures, is not always a sufficient answer.  The tax base of most urban regions is fairly stable and saying a city is simply spending too much money is not very descriptive, or instructive, when describing cases of fiscal crisis.  The causes of fiscal crisis are often not just an increase in city spending, but sometimes due to other more low level factors.  For example in New York dramatic transformation of the cities economic and social demographic lead to the loss of needed revenue.  For example in the case of New York City, a huge loss of manufacturing jobs between 1966-77 began to undercut the city’s revenue, and inevitably expenditures began to exceed revenue.  Loss of affluent white resident to the suburbs, as evidenced by a decline in city  population of 9.1 percent, but an increase of 15 percent to 39 percent nonwhite residents, furthered the cities financial woes.    The political trend of suburbanization and its many effects was taking the financial heart of New York.   This loss of revenue led to shadowy investment strategies and financial denial by the cities financial officials and bankers, leading the city further and further into debt and deficit spending.  This laid the groundwork for repeated fiscal crisis in New York, both in 1975 and 1998.

Sometimes political orientation and poor leadership can also drive relatively well off areas into fiscal crisis.  In the case of Nassau, a rich and affluent county in New York, expenditures have driven the city into a 200 hundred million dollar debt.  However unlike New York these expenditures can not be directly linked to the effects of changing economic realities,  but are rather structural deficits.  These type of deficits occur when the amount of capital needed to pay wages, benefits, supply bills and other recurring expenses are not met by the counties revenues.  These structural deficits have been caused by policies of the County Executive, Thomas S. Gulotta.  Describe by his opponents as a “Reagan-Rockefeller Republican”, his policies have led the county to spend more, while avoiding a large increase in taxes, that would lead to alienation of his Republican constituency.  While attempting to reduce these structural debts he has attempted, like New York, to ineffectually address the debts, instead of generating policy solutions to the problem of overspending.  Rather then deal with the debts, Gulotta chose to borrow more money, attempt to raise taxes and roll the debt into the next fiscal year. This eventually lead Nassau into debt enough to request bailout by the state.  

Another instance of ones mans policies leading a county in the fiscal crisis, all the way to be bankruptcy can be found in the case of Orange County, and the man Bob Citron, the county treasurer.  Citrons risky financial strategies led the county to ruin by relying too heavily on income from interest on the General County pool, a huge collection of the counties and school districts excess funds.  This, unlike Nassau, was not a case of city or county simply increasing its expenditures till it choked, but rather a county living beyond its means on unsafe risky income.  This income, dependent on low interest rates, gave the county an artificial sense of health when the economic indicators showed declining revenues and increased expenditures.    The county pool began to fall apart when the federal government raised interest rates and Citron’s investment strategy began to fall apart.  The artificial bloating of the County Pool between 1991-1994, led the county to experience huge loss of money, approximately 1.6 billion dollars.  This bloating of the county pool can be blamed on Citron.   Through leveraging, or borrowing money to invest, Citron created a financial situation that turned into a chain reaction of debt when the fund began losing money. Orange County had no choice but to declare bankruptcy in order to protect itself.  However, unlike Nassau County, where the county’s problems seemed tied mainly to Gulotta, it would seem unfair to place all the blame for the bankruptcy on Citron, though certainly a majority of it should fall there.  Like New York there were things beyond the County’s control that helped to set the stage for a person like Citron to do damage.  There are a myriad of political and economic that make Orange Counties case more complicated then New York’s or Nassau Counties situation, but also provide some similarities and linkages.  Orange County’s case combines the idea of external political factors effecting cities like in  New York’s case along with the issues of county mismanagement of funds like those in Nassau County.

As outlined in Baldassere’s When Government Fails: The Orange County Bankruptcy, there are several other relevant factors that make suburban fiscal crisis’s such as that in Orange County, or even Nassau County, different from fiscal crisis that occur in cities such as New York.  These unique factors are the effects of political fragmentation, voter political alignment, and states unwillingness to assist the county.  When we talk about these factors as causes of the fiscal crisis it important to remember that these factors merely help lay the groundwork for trouble, while a catalyst is often needed for the crisis to actually occur.  In the case of Orange County this catalyst was Citron’s financial strategies, in Nassau it was Gulotta’s denial to face his governments rising expenditures.   In Orange County political fragmentation was one of the key factors leading to conditions that exacerbated the problems surrounding the Orange County Financial pool.  The splintering of Orange County into many small, sometimes overlapping inefficient governmental entities facilitated a breakdown in communication between the local governments who invested in the pool and the county treasurer, Bob Citron.  Many governments would often entrust their money into the pool without even understanding the economic principles Citron was using to generate the revenue.  When the fund began losing money it was also not just one city that was hit with financial loss but many, including school districts and so the ripples of the bankruptcy across the county were felt everywhere.  Only a couple of local cities where not involved in the pool.

The second problem inherent to Orange County, like Nassau County, was the political alignment of the county.   Orange County at its heart before and after the bankruptcy embraced the mantra of fiscal conservitivism, no new taxes, and other conservative policy.  These trends even fell along the same lines regardless of party affiliation.  One could trace one of the causes of Orange County’s fiscal crisis back to the passage of Proposition 13, which put a ceiling on property taxes.  Even though Orange County was booming in the 80’s, sources of property tax income where not increasing.  This along with the recession in the early 90’s the massive influx of people into California, set the stage for fiscal crisis.  This increase in population led to increased social spending, on already tight budgets.  The city could not get needed revenue by raising taxes since they needed voters to approve a tax increase, a daunting task in fiscally conservative Orange County.    City governments had to find alternative sources of income such as Citrons risky investment pool.  The state also did not provide much help for the ailing county, not only were they having financial problems of their own, but under Pete Wilson the state was also pursuing conservative fiscal policies. Intergovernmental relations were in a poor state.  The state began cutting aid to local governments, again leading to increased dependency on the county pool.  The state also began deregulating cities and municipalities, allowing them more local autonomy, and financial freedom. These cutbacks in aid are not only relevant to Orange County, but also New York and Nassau.  The major cities, formerly under the protective funding of the state, and sometimes even the federal government, had to now fend for themselves.  And though some might argue this made these cities and counties governments and services more efficient, it often led them closer to fiscal crisis, through risky investments and tricks that shifted debt around and not paying it off.   Especially in the case of Orange County this philosophy of “let us manage” allowed local treasurers like Citron to make investments previously considered too risky by the state.   Investments like tying the counties financial future to a single variable, federal interest rates, instead of having a diversified and healthy financial portfolio, and leveraging.

So the problems underlying an urban fiscal crisis are not only the obvious conclusion that a city is spending more than it is earning, in Nassau, Orange, and New York, we see the factors that even if they had not predestined the fiscal crisis’s of these areas, lead to the compelling reasons why the crisis occurred.  The common thread of irresponsible spending and borrowing runs throw all these cases, and that is the primary lesson urban areas can learn from these experiences.  Sound investment and sound economic policies lead to economic health, anything else leads to fiscal crisis in even the most rich and affluent communities, such as Nassau and Orange.  We can also see the common links that state and local regulation can have on counties and cities.  In order to avoid fiscal crisis’s in struggling localities it seems imperative that local and state government take a more active role, not in bailing out an ailing city or county, but by insuring that the areas under its jurisdiction are following sound economic policies. 


