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Special points of interest:

= Kentucky had a $687 mil-
lion budget deficit in fiscal
year 2002; this represented
about 10 percent of the
state’s general fund budget.

= After transfers from other
sources, $231 million in cuts
were made to agency budg-
ets.

< Fiscal year 2003 began with-
out an enacted state budget.

= Kentucky is currently oper-
ating under Governor Pat-
ton’s “spending plan.”
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Making Ends M est:
Fiscal Year 2002 Budget and Fiscal Year 2003 Spending Plan

Introduction

Fiscal year! 2002 ended with bad
news on top of more bad news. First,
state revenues again fell short of expec-
tations, leaving Kentucky
with a $617 million year-
end revenue shortfal. (See

year's budget cuts and the Governor’'s
current year spending plan. The two &
sues are inter-related. Last year’'s budget
deficit left the state with no rainy-day
funds and less money than anticipated to
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cautionary notice to all i+

vestors that Kentucky may not be able to
meet its current or future debt service
obligations. Fortunately, things have im-
proved dightly since then.

State government continued to oper-
ate after June 30th, even without an e
acted budget. The state also paid its bills
on time, including debt service pay-
ments. In addition, revenues in July and
August were higher than at the same
time last year.

In this report, we focus on last

be carried over to fiscal year 2003. The
latter Situation meant that Kentucky
started the new fiscal year with arevenue
shortfal. This problem, and others, will
play an important role in the state's abil-
ity to balance its budget this year. In -
tailing this fiscal crisis we begin by de-
scribing the last two rounds of budget
cuts in fiscal year 2002. We then sum-
marize the state's budget deficit for fis-
cal year 2002. Finaly, we review Gover-
nor Patton’s spending plan for fiscal year
2003 .
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The rainy day fund lived
up to its promise—it
helped balanced the
state’s budget during last
year’s fiscal turmoil.

The Decision

Like most boxing matches, Ken
tucky’s budget shortfall could not be de-
clared over after only one round. Instead,
Kentucky faced, in total, four budget-
cutting rounds in fiscal year 2002. The
firgt two rounds were described in previ-
ous Money Matters reports: “Fiscal Year
2002 Sate Budget Cuts: Round On¢’
and “Fiscal Year 2002 Sate Budget
Cuts: Round Two.” Round one occurred
in September of 2001. Round two oc-
curred in December 2001.

By the time May 2002 rolled around
it was clear that another round of budget
cuts was needed. Revenues were aready
well-short of expectations. With only
two months remaining in the fisca year
it was apparent that the only way reve-
nues would cover expenditures was with
an extraordinary rebound—and that did
not happen.2 Given the limited period of
time before the end of the fiscal year,
Governor Patton opted against additional
agency budget cuts. He instead balanced
the $160 million shortfal by other
means.3 Here iswhat happened.

Round Three

The third budget cut (or “third
budget reduction order”) came in June
2002 and totaled $155 million. It primar-
ily consisted of the following:

a) $120 million transfer from the
state’ srainy day fund to the state’'s
genera fund,

b) $16 million in savings from lower
debt service payments; and

¢) $14 million transfer from various
restricted funds to the state’ sgeneral
fund. (See Table 1.)

Here are a few details about each of
these actions.

Rainy Day Fund
The rainy day fund operates like a
savings account for the state. In good

Table 1
Round Three
Fiscal Year 2002 Budget Cuts

(in millions)
Rainy Day Fund $ 120.0
Debt Service $ 15.6
Restricted Fund Transfers $ 14.3
Tobacco Funds $ 5.0
Add. Appropriations $ (0.3)
TOTAL $ 154.6

Source: Office of State Budget Director

economic times, funds are added to it so,
in bad economic times, funds can be
withdrawn. A rainy day fund, therefore,
helps dampen or eliminate large dips in
state spending when revenues unexpect-
edly decline or expenses unexpectedly
rise.

In fiscal year 2002, revenues fell
sharply. Consequently, Governor Patton
looked to the rainy day fund for financial
help. During the year, Governor Patton
used the entire $240 million rainy day
fund to help balance the budget.#® In the
first round of budget cuts, Governor Pet-
ton transferred $120 million from the
rainy day to the genera fund. He trans-
ferred another $120 million during the
third round. Although some people have
expressed concern about using the entire
rainy day fund, the alternative would
likely have been an additional $240 mil-
lion in cuts®

Debt Service Payments

Lower state debt payments aso
played arole in the third round. Savings
from debt refinancings and refundings,
as well as lower than anticipated debt
payments helped the state generate &
most $16 million in savings. Debt sa-
vice appropriations were correspond-
ingly reduced by $16 million to help bal-
ance the genera fund.

Fund Transfers
Transfers from restricted funds to the
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state's genera fund contributed another
$14 million to the state’s budget balanc-
ing efforts.” The transfers came from
three restricted funds (Flexible Spending
Account Fund, Mat Beverage Educa-
tional Fund, and Fire and Tornado Insur-
ance Fund). Typicaly, restricted fund
balances just “lapse” a year-end (i.e,
unspent dollars in restricted funds gener-
aly stay in that fund the following year).
In this situation, however, the state trans-
ferred a portion of these balances to the
generd fund.

Tobacco Settlement

Although many revenue categories
declined in fiscal year 2002 (corporate
taxes declined the most)8, some revenue
items posted positive gains. Among the
revenues that exceeded prgjections were
tobacco settlement funds. Actual tobacco
settlement revenues to the Governor’'s
Office, Cabinet for Families and Chil-
dren, and Public Health were $5 million
more than expected. This alowed the
state to use these higher revenues to help
baance the budget without cutting
agency spending by a like amount.

Expenditure Increases

Not al changes were confined to the
revenue side of the ledger. A few expen-
diture changes were aso made. This i+
cluded $300,000 in additiona appropria-
tions for the Kentucky Horse Park and
$30,000 for the Attorney Generd’s G-
fice. The former was for the Chinese ex-
hibit and the latter for unanticipated liti-
gation costs.

Round Four

The fourth budget reduction order
closdly followed the third and totaled
just $5 million. It was esentidly a
cleanrup order. Once the accounting
books were closed for fisca year 2002, a
smal imbaance of $5 million ill re-
mained. Table 2 details the actions.

Debt service payments in round four
were again lower than expected and pro-

Table 2
Round Four
Fiscal Year 2002 Budget Cuts

(in millions)
Debt Service $ 16.6
Flex. Spending Account Fund $ (14.0)
Other $ 2.7
TOTAL $ 5.3

Source: Office of State Budget Director

duced $17 million in savings. Instead of
applying the entire amount to the budget
deficit this time, though, Governor Pat-
ton essentidly transferred $14 million of
this amount to the Flexible Spending Ac-
count Fund—a restricted fund. In the
third budget cutting round, the Governor
transferred $16 million out of this fund
to help kalance the budget. This move
replaced most of those previoudy trans-
ferred dollars.

Total Fiscal Year 2002 Budget Cuts

For the entire fisca year, Kentucky
had a $687 million budget deficit. This
amounted to almost 10 percent of the
state's general fund budget—the state’s
al-purpose fund used to operate many
government programs and Services.
Fewer revenues than expected, not
higher spending, were the primary cause
for the budget deficit. (See Table 3 and
Graph 2)

Table 3
Fiscal Year 2002
Shortfall Summary

(in millions)
Revenue Shortfall $ 617.6
Necessary Gov't Expense $ 16.7
Other $ 52.8
TOTAL $ 687.1

Source: Office of State Budget Director

The fiscal year 2002 budget was bal-
anced using severa methods. (See Table
4.) Transfersfrom therainy day fund
totaled $240 million and were the single

For fiscal year 2002,
Kentucky had a $687
million budget deficit.
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Graph 2
State Tax Revenues for Kentucky
Fiscal Year 2002 Compared to Fiscal Year 2001
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largest source of funds used to balance

the budget. Agency budget cuts were a = czlaglfd r42 -
Executive agency close second, totaling $231 million. Ex- Budget Balance Actions
ecutive branch budget cuts represented G e e
budgets totaled $227 most of this amount. (See Table 5.) In
million of the $231 total, executive agency budgets werere- |Rainy Day Fund Transfers  $  240.0
. duced by $227 million of the $231 mil- JAgency Cuts $ 231.0
million in agency budget | lion in agency budget cuts. Overdl, leg- |Debt Service Savings $ 113.0
outs. islative branch cuts were greater than the |Fund Transfers $ 97.0
executive—3.4 percent compared to 3.1  fother $ 6.0
percent. TOTAL $ 687.0
On the executive side. the L abor Source: Office of State Budget Director
Cabinet experienced the deepest cuts—
two-thirds of its genera fund budget. HSC;?;ZSZOOZ
(See Table 6.) Most of this reduction, General Fund Budget Cuts by Branch
though, was the result of $14.2 million in
lower appropriations for the Workers Branch Total Cuts %GE. Cut
Compensation Funding Commission. Executive $227.147.300 3.12%
Other agencies had budget cuts of be- Legislative $2,028.200 3.39%
tween 15 and less than 1 percent. Of Judiciary $2,300,000 1.12%
these, the Education Cabinet stands out
because of the Governor’s efforts to TOTAL BRANCH $23LA75500 3074
maintain K-12 education funding. The : _
K-12 education cuts shown in Teablee ~ 12ueeOfiee of Siale Bidget Dieclor and aniPor calajafon

were primarily central office expendi-
tures and not school funding. Also, the
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Cabinet for Finance and
Administration budget
cut does not include debt
service savings.
Governor’s 2003
Spending Plan
Legislative wran-
gling over the gopropria-
tion of money to partialy
fund gubernatorid dec-
tions led to a budget
stalemate. By July 1%, the
start of fisca year 2003,
the House and the Senate
could not agree on cam-
paign finance funding
and, consequently, failed
to pass a state budget for
the 2002-2004 biennium.

Lacking a state

Table 6
Fiscal Year 2002

Executive Agency General Fund Budget Cuts

Cabinet Total Cuts % G.F. Cut

Labor $14,389,100 66.49%
Public Protection & Regulation $11,251,500 15.47%
Transportation $1,221,900 11.49%
Revenue $4,402,500 4.71%
Families & Children $15,590,818 4.61%
Justice $23,485,300 4.59%
Post-Secondary Education $41,131,157 3.47%
Health Services $38,046,985 3.46%
Economic Development $646,200 3.09%
Workforce Development $1,610,400 2.97%
Personnel $115,500 2.95%
Education, Arts, & Humanities $6,147,800 2.93%
Tourism Development $1,174,500 2.93%
General Government $12,650,740 2.81%
Natural Resources & Protection $1,529,200 1.89%
Education $52,174,500 1.82%
Finance & Administration $1,249,200 0.57%

Additional Approp. $330,000
Subtotal Executive $227,147,300 3.12%

Source: Office of State Budget Director and author calculation

budget, Kentucky en-

tered fiscal year 2003 with many consti-
tutional and fisca questions. The most
fundamental question was whether the
state could operate without a legisa-
tively approved budget. The answer, ac-
cording to the Governor’s legal advisers,
was “yes.” As aresult, Governor Patton
introduced a “spending plan” for fisca
year 2003. Although it looks a lot like
the budget Governor Patton proposed in
January, it can only be cdled a
“spending plan”; a“budget” requires leg-
idative approva for appropriations to be
made. Instead of appropriating funds the
spending plan is viewed as the
“continuation of government services
and programs.”?

Other vexing fiscal and constitu-
tiona problems exist. For example, how
to deal with expiring temporary law sec-
tions? Without an enacted budget, many
sections of law enacted in the 2000-2002
biennial budget expired on June 30th,
2002. These so-cdled temporary law
sections only function for the term of the
enacted budget and, unless renewed in a
subsequent budget or enacted into per-

manent law through legidation, they
cease to exist when a budget ends. For
example, temporary law in the last e
acted budget bill allowed the state to em-
ploy more workers than allowed by stat-
ute. By not enacting a budget this year,
the legidature effectively let existing law
preside. Now the question becomes does
the state need to reduce the number of
employees?

Conclusion

A $687 million budget deficit left
Kentucky scrambling to baance its
budget in fiscal year 2002. Through four
rounds of budget reductions, the Gover-
nor cut spending, transferred funds, and
drained the rainy day fund to balance the
budget.

As if the budget shortfall was not
enough, Kentucky also faled to enact a
new state budget. Now, fiscal year 2003
revenues are aready faling short of ex-
pectations. The state' s fiscal situation for
the remainder of the year, as a result, re-
mains in jeopardy.

L egislative wrangling
over partial public
financing for
gubernatorial elections
led to a budget
stalemate.
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Endnotes

1

Kentucky’sfiscal years begin on July
1%t and end on June 30"

See Kentucky Y outh Advocates
Money Matters report “Headed Down
Another Sippery Sope? A Look at
Kentucky’ s Revenue Woes”, April
2002, for more detail.

Ibid. In this report Kentucky Y outh
Advocates called for no additional
agency budget cuts. The report instead
suggested balancing the budget by us-
ing the rainy day fund and postponing
certain expenditures.

Twenty-one other states used their rainy
day fundsto help balance their budget.
(National Governor’s Assaciation.
May 16, 2002. “ State Fiscal Woes
Continue.”)

According to the National Conference
of State Legislatures, total rainy day
fund balances fell from $16.5 billion at
the end of fiscal year 2001 to $10.8
billion at the end of fiscal year 2002.
(“Preliminary State Budget and Tax

8

Actions Report 2002.” August 28,
2002.)

See, for instance: Zahradnik, Bob and
Nick Johnson. January 31, 2002.
“Sate Rainy Day Funds: What to Do
When It Rains.” Center on Budget and
Policy Priorities: Washington, D.C.

Restricted funds are funds established
with a specific purpose and a defined
source of revenue. For example, tax
revenue from the sale of gasolineis
deposited in the state’ s Road Fund. In
this case, the Road Fund has a specific
purpose—maintaining and developing
the state’ s roads—and a defined reve-
nue source—gasoline (among others).

See Kentucky Y outh Advocate's
Money Matters report “ Kentucky's
Corporate Income Tax”, July 2002, for
more detail.

Governor Patton’ s Spending Plan,
2002 www.osbd.state.ky.us




