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Defeating the Pandemic and Building a Robust Recovery:
A Preview of the Budget of the Commonwealth

Dustin Pugel, Ashley Spalding, Pam Thomas, Anna Baumann

In the 2021 short legislative session, the Kentucky General Assembly will be tasked with crafting a
new state budget for 2022. In addition to protecting Kentucky’s existing critical services, there is
great need for new state investments to defeat the pandemic and keep people whole through the
recession and into a recovery. Although continuing public health and economic crises related to
COVID-19, an unclear timeline for vaccinations and uncertainty around federal investments in the
economic recovery mean there is much we still do not know about the context for the next budget,
we do know that resources will be limited to deal with the enormous challenges in front of us.

Kentucky entered the COVID-19 recession with structural revenue inadequacies that — in
combination with an inadequate federal response to the Great Recession — had already led to more
than a decade of compounding cuts across budget areas.! Without significant new resources (which
would require a 3/5 vote during a short session), underfunding in schools, family services and more
will remain. The harms of continuing to underfund will fall hardest on Kentuckians of color, low-
income Kentuckians, people in rural communities and others already facing systemic barriers to
economic security.

Budgets are typically created in even-numbered years for two years at a time, but due to
uncertainties caused by the COVID-19 pandemic, the 2020 General Assembly passed only a one-year
budget. That budget flatlined funding across most areas of investment. Underlying challenges remain
unaddressed even as new budget pressures have emerged as the state grapples with COVID-19.
Revenue has been shored up thanks to federal aid and some budget holes have been partially filled
with CARES Act monies, but much more is needed to fight the virus through a vaccine and support a
strong recovery for all Kentuckians regardless of race, class, location and other demographics.
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State Budget Funds a Broad Array of Vital
Public Services

Categories of state-funded public services as share of General Fund appropriations for fiscal year 2021

e
Medicaid _ 17.5%
Criminal Justice System _ 12.4%
Postsecondary Education _ 9.8%
Human Services - 7.1%
Al ocher [ 10.5%

0% 15% 30% 45%
Source: Kentucky Office of the State Budget Director.

Kentucky Center for Economic Policy | kypolicy.org

The General Assembly will be crafting a budget in a damaged and uncertain economy

The COVID-19 pandemic has taken a deep toll on the nation’s economy, and Kentucky is no
exception. Between February (before cases were recorded in Kentucky) and April, Kentucky
employment fell by over 326,000, or 16.8%.? At the same time, claims for unemployment insurance
(Ul) surged like never before, with initial filers rising from an average of around 3,000 per week to
over 100,0000 per week during the month of April.*> According to weekly Census data collected
during the pandemic, 45.1% of Kentucky adults who responded reported a loss of employment
income in their household between March 13 and November 23.*

What job recovery we have experienced since the worst point of the crisis has been inadequate, and
the recovery has slowed in recent months. As of October, 1in 8 Kentucky workers remained
unemployed.® The economic damage from the pandemic will also continue to be felt for years to
come — in wages and employment, but also in reduced public revenue growth. National economic
projections estimate that the recovery will continue, but slowly, over the next two years.®

RESEARCH THAT WORKS FOR KENTUCKY
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Jobs Hole Remains Deep Amid Stalled Recovery

Total non-farm jobs in Kentucky by month from January - July 2020
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With surging cases of COVID-19, it is unlikely the recovery will accelerate in the short-term, and
could even backtrack, until the pandemic is under control and new cases fall significantly. In April,
when the bulk of the job losses occurred, consumer spending plummeted, and the freefall was halted
only after the federal CARES Act provided billions in stimulus in Kentucky through boosted
unemployment benefits, stimulus checks and other forms of assistance.” As a result, General Fund
revenues were not as badly affected as initially predicted; however, without additional federal aid to
stimulate the economy, Kentucky will likely face a drop in public revenue as the economy weakens.®

Education faces new budget pressures due to COVID-19 with past underfunding unaddressed

As in other areas, the 2021 spending plan that passed the General Assembly was a continuation
budget for P-12 and higher education. There were no new cuts, but education funding fell further
behind because there was no new funding to address inflation or reverse prior cuts that have been
made for more than a decade. Federal aid through the CARES Act has helped some, but additional
needs are mounting in the context of COVID-19.
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P-12 education

Funding for local schools through the SEEK (Support Education Excellence in Kentucky) formula
remained stagnant in the 2021 budget, which means that when compared to 2008 funding levels, the
state is spending 16.2% less per student when inflation is taken into account, as shown in the graph
below.’ Kentucky was already 4th-worst among states for per-pupil cuts in core funding since
2008.° These per-student, inflation-adjusted cuts have caused districts to make reductions to staff,
course offerings, school-based services and more."

SEEK Funding Continues to Erode

Per-student total SEEK funding in 2020 dollars
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Without additional state funding for SEEK in 2021, the funding gap between Kentucky’s poorest and
wealthiest school districts continues to grow. These inequities are almost as pronounced as they
were prior to the 1990 passage of the Kentucky Education Reform Act (KERA), which addressed the
state’s unconstitutionally inequitable school funding by creating SEEK. The SEEK formula is designed
to distribute funding in an equitable way by providing more state funds to poorer districts that are
less able to raise local dollars with equivalent effort due to lower property tax bases, and setting an
upper limit on the amount wealthier districts can raise to prevent the gap from growing too large.
However, because the amount the state contributes under the formula has not been sufficient, local
districts have needed to raise more revenues, and with wealthier districts having more capacity to do
so, that gap has widened significantly. As a result, wealthy districts had $2,840 more in state and
local revenue per student than poor districts in the 2019 school year (the most recent for which data
is available).” The gap increased $122 in 2019 compared to the prior year, and is now just $208 shy of
the pre-KERA gap in inflation-adjusted terms.
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The Funding Gap Between Kentucky's Poorest and
Wealthiest School Districts Continues to Grow

Gap between top and bottom school district quintiles in per-pupil, state and local revenue
(inflation-adjusted 2019 dollars)
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Non-SEEK learning support services were also largely flatlined in 2021, which means that teacher
professional development and instructional resources received no funding, and preschool funding did
not increase. Family Resource and Youth Services Centers (FRYSCs) — which provide services for
families in schools where at least 20% of students are eligible for free and reduced-price lunches —
also received flatlined funding in 2021, resulting in spending that is 14.8% lower than what the state
invested in FRYSCs in 2008 in inflation-adjusted terms.” This funding level is particularly concerning
given the need for services such as those provided by FRYSCs have increased during the pandemic.

RESFARCH THAT WORKS FOR KENTIICKY
RESEARCH THAT WORKS FOR KENTUCKY
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In addition to the continuation budget not addressing the inadequate funding of P-12 education in
Kentucky, there have been and will be new costs associated with safely providing public education to
Kentucky families for the near future — whether it’s in person, virtually or a combination of the two.
School districts have invested in Chromebooks for students to be able to access their classrooms
online, as well as stocking up on masks, disinfectant and deep-cleaning over the summer, among
other safety measures. Fortunately federal CARES Act funds specifically for schools (a total of $203.9
million for Kentucky) have been available to mitigate some of these costs; however, the financial
impacts of COVID-19 on school districts are continuing to rise."

Higher education

State funding for higher education in 2021 continued at 2020 levels, which is 34.7% lower than state
funding for the state’s public universities and community colleges in 2008 once inflation is taken into
account, as shown in the graph below.

Higher Education Funding Continues to Decline

State fiscal year General Fund spending on postsecondary education
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While just a few of Kentucky’s public postsecondary institutions increased tuition this year — and
those that did implemented very modest increases — without additional investment the trend of
higher education costs shifting from the state to students, as shown in the graph below, will continue
into the next budget year.

Cost of Higher Education Has Shifted From
State to Students

State and student shares of total public postsecondary funds in Kentucky
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Approximately $71.2 million in federal CARES Act funds were provided to Kentucky’s public
institutions (with an additional $54.6 million going to students attending these universities and
community colleges).”” However, according to the Council on Postsecondary Education, the CARES
Act funds only covered about a quarter of the additional COVID-19 related costs and forgone
revenues caused by the transition to online classes, housing and dining refunds and fewer students
enrolling, among other causes.
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In addition, approximately 2% of the funds appropriated to public universities in 2021 were in a
“performance funding pool,” distributed according to a formula through which small schools and
those serving more students with low incomes and students of color are disadvantaged. As a result,
Kentucky State University, Morehead State University, Murray State University and 6 of the state’s
16 community colleges experienced a funding cut in 2021 because they did not receive any
performance funds.'®

Looking ahead to 2022, all state funds for public higher education institutions will run through the
performance funding formula unless the legislature takes action, which would mean even deeper cuts
for the institutions facing systemic barriers to faring well under the formula. For instance, Kentucky
State (the state’s historically black public university or “HBCU”) would be cut by an estimated 38%,
Hazard Community and Technical College by 32% and Southeast Community and Technical College
by 23% (both of which serve eastern Kentucky communities).” A performance funding workgroup
composed primarily of university presidents has been meeting to review the model and make
recommendations to the General Assembly for some needed changes. Their recommendations focus
primarily on the immediate budget situation and the need to keep all institutions at least at their
2021 funding levels in the 2022 budget with only additional funds on top of that floor being
distributed through the performance formula.”®

COVID-19 has driven an increase in need for health and other social services

Many Kentuckians lost the health insurance they were receiving from their employer when they were
laid off, and with many still jobless, the share of uninsured Kentuckians has spiked. Nationally, an
estimated 14.6 million people lost health coverage due to layoffs between February and June 2020.7
Kentucky is no exception to this trend, contributing to a large increase in Medicaid enrollment of
255,645 (or a growth of 19.4%) between February and November. That growth was thanks in part to a
new, temporary form of coverage known as presumptive eligible Medicaid for those uninsured and
under 65 years old. Presumptive eligibility has been especially helpful for Black Kentuckians who have
been disproportionately more likely to be laid off, more likely to become infected with COVID-19 and
historically have been less likely to have health coverage.®
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COVID-19 Recession Driving Medicaid Enrollment

Monthly Medicaid enrollment January 2018 - November 2020
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Medicaid is the second single-largest state General Fund expenditure with just under $2 billion in
General Fund dollars during state fiscal year 2020, and $11.6 billion from all sources (the largest being
federal funds). Federal action has helped to mitigate the added costs associated with the growth in
Medicaid enrollment. Early in the pandemic, Congress enacted a 6.2 percentage point increase in its
share of traditional Medicaid program costs, shifting the federal share up from 71.82% to 78.02% of
costs. This increase was retroactive to the beginning of 2020 under the Families First Coronavirus
Response Act and expires only at the end of the quarter when the national public health emergency
ends.? According to state officials, this larger federal match rate has meant the state has had to cover
$454 million less in Medicaid costs through mid-November 2020 than would otherwise be the case.?
If the national public health emergency declaration is not renewed in January when it is set to expire,
Medicaid would be a larger driver of the budget than usual starting in April.
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And while Kentucky has been paying a larger share of Medicaid expansion costs each fiscal year since
2017, the 2022 budget will be the first since then that will not contain an additional increase in the
state’s share. Kentucky will now be paying 10% of the cost of Medicaid expansion without any further
increase, while the federal government will pay 90%. In 2020, when Kentucky was paying roughly 9%
of Medicaid expansion costs, the state paid a total of $281.3 million for expanded Medicaid.?
Medicaid expansion has been a lifeline to those who lost employer coverage during the pandemic and
has helped to keep health care providers, including and especially rural hospitals, afloat during the
downturn.?*

Kentucky’s local public health departments (LPHDs) are also experiencing added strain as front-line
responders to the pandemic. Heading into the COVID-19 pandemic, LPHDs had lost 34.2% of their
workforce between 2012 and 2019 due to repeated rounds of budget cuts and added required
pension contributions, resulting in a decrease to 2,269 public heath employees in 2019 spread across
60 health departments.® Then in the 2020 General Assembly, House Bill 129 (supported by the
Kentucky Health Departments Association) created a funding formula that ties state funding to the
LPHD’s service area population — locking in staffing at close to 2019 levels.?® Although the governor
provided $159 million in federal funds to the Department for Public Health to assist LPHDs, this
money is temporary, and the LPHDs will be struggling to contain the virus, provide vaccinations and
help local businesses comply with public health guidance well into the future. They will need further
resources to be successful, especially in light of potentially devastating additional increases in their
required pension contributions.”

Child care is another critical service that has been hit hard by the pandemic and resulting downturn.
Like LPHDs, the child care industry has suffered over the past several years in part due to budget
cuts, with the number of regulated child care providers falling from 4,460 in 2013 to 2,442 in 2019.%®
According to the Cabinet for Health and Family Services, which regulates child care providers, this
number fell again to 2,057 licensed centers and certified homes in late October (although there have
also been a steady number of new provider applications in 2020 compared to 2019).# Even before
the pandemic, Kentucky did not have enough child care capacity, with half of Kentuckians living in a
“child care desert” where there is not enough supply to meet the demand.*® The state received $65
million to help stabilize the child care industry through the CARES Act, but like other forms of federal
aid, that money has been spent in 2020, and without further congressional action, the General
Assembly will need to continue providing significant aid to help the industry weather the pandemic.®
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Corrections budget includes savings from commutations, but increased costs due to COVID-19

The costs of Kentucky’s criminal justice system have been going up in recent years along with the
number of people the state incarcerates. A short-term counterforce to this trend, the Governor’s
four rounds of commutations (three in April and one round in August), have meant that 1,881 fewer
individuals are serving felony sentences in the state’s prisons and jails. That has led to lower costs,
although as Secretary of Justice and Public Safety Mary Noble recently testified, there have been
significant cost increases related to COVID-19 as well, such as for sanitation materials and practices
and the provision of PPE (food prep, medical staff, etc.). Other recent factors leading to the decline
(shown below) in the number of people serving felony sentences are recent increases in the parole
rate and fewer people beginning felony sentences during this period.*® Secretary Noble indicated that
it is not yet clear what these factors mean, on net, for the Cabinet’s 2022 budget request.

Fewer People in State Custody Than
Initially Projected

Department of Corrections Average Daily Inmate Population

30,000

20,000 K

10,000 emmmm20-22 Consensus Forecast
@ October 2019 - October 2020 Actual
21-22 Revised Forecast

0
Oct-19  Feb-20 Jun-20 Oct-20 Feb-21 Jun-21 Oct-21 Feb-22  Jun-22

Source: Office of State Budget Director.

Kentucky Center for Economic Policy | kypolicy.org

Meanwhile, some areas of the Justice Cabinet — such as the Department of Public Advocacy —
continue to be underfunded in the 2021 continuation budget the General Assembly passed last
year.*
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Spiking pension payments still loom for quasi-governmental agencies

Because of House Bill 1 passed during the 2019 Special Session, 113 agencies with over 9,000 public
employees like regional public universities, public health departments, domestic violence shelters and
community mental health centers will be required to increase their contributions for their employees’
pensions from 49% to 85% of payroll or else buy their way out of the system altogether. No quasi-
governmental agency chose to leave the system by the first deadline in spring 2020.% In the 2020
General Assembly, the one-year continuation budget froze the contribution level at 49% and gave
agencies another year to decide.* In order to hold off potentially crippling increases in the pension
contributions in the midst of a pandemic, the General Assembly will have to again freeze the
contribution rate in the budget, provide additional funding for the quasis to make their increased
pension costs, or otherwise provide relief to address the impossible choice set up by HB 1.

Federal aid has helped, but more is urgently needed

Through four rounds of federal legislation in March and April, Kentucky has received $19.5 billion in
federal funds aimed at institutional and individual aid throughout 2020.¥ This aid has been critical to
stave off deeper hardship, shore up public revenues and keep the economy from freefall.

Kentucky Has Received Much, but
Not Enough Federal Funding in

Response to COVID-19

Coronavirus-related federal funding in Kentucky in 2020 (in millions)
Economic Impact Payments: $ 3,999
Federal Pandemic Unemployment Compensation: $ 3,336
Pandemic Emergency Unemployment Compensation: $ 105
Pandemic Unemployment Assistance: $ 2
Paycheck Protection Program: $ 5,282
Provider Relief Fund: $ 1,486
Coronavirus Relief Fund: $ 1,732
Health and Human Services COVID-19 Appropriations: $ 300
FEMA Disaster Relief Fund: $ 239
Educational Support: $ 237
Infrastructure Grants: $ 138
Emergency Injury Disaster Loan Advances: $ 4
Emergency Injury Disaster Loans: $ 1,276
Medicare Accelerated and Advance Payments: $ 1,200
Total: $ 19,473

Source: Peter G. Peterson Foundation.

Note: Current as of Dec. 4, 2020.
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Combined, the Economic Impact Payments (stimulus checks), the Federal Pandemic Unemployment
Compensation (or PUC, the extra $600/week in unemployment benefits from March to July), and the
Paycheck Protection Program (or PPP, forgivable loans for businesses to meet payroll and halt layoffs)
accounted for $12.6 billion — nearly 2/3 of Kentucky’s federal aid related to COVID-19. Kentucky’s
state government received $1.6 billion in Coronavirus Relief Fund (CRF) monies, which, by and large,
cannot be used to pay for normal government services. Whether to families, businesses or public
agencies, much of this aid has expired, or will expire by year’s end. The one round of economic impact
payments has largely been spent, PUC expired mid-July, the bulk of PPP has been deployed, and the
CRF must be spent by the end of the year along with several other important sources of aid and
economic security that expire in December 2020.%

State revenue insufficient to meet budget needs

In the new budget year, state tax revenue is expected to have very modest growth compared to the
range of budget needs and without more federal aid. Understanding this inadequacy requires a look
at both current impacts of the pandemic and long-term impacts of harmful tax policy choices.

Where Kentucky’s Revenue Comes From

Revenue sources comprising the General Fund in state fiscal year 2020
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Heading into the 2020 budget session, the Consensus Forecasting Group (CFG) projected that
General Fund revenues would be the weakest since 1996, when the CFG was established, with
anticipated growth of just 1.3% in 2021 and 1.8% in 2022. The weak projections were largely due to
significant tax cuts passed by the General Assembly in 2018 and 2019 that primarily benefited banks,
corporations and the wealthy.* Given the projected lack of new revenues, compounding budget
needs and the significant use of one-time revenue sources to balance previous budgets, the 2020
revenue outlook was already problematic even before COVID.*°

Then COVID-19 hit during the middle of the 2020 session. In response, faced with a shortened
legislative session and significant uncertainties about the economic impact of the pandemic on
revenues and expenditures, the General Assembly elected to pass an austere one-year spending plan.
The budget was based on a more pessimistic revenue forecast than the one provided by the CFG in
December, reducing expected receipts by $128 million in Fiscal Year (FY) 2020 and $130 million in FY
20214

Kentucky ended FY 2020 with receipts that were $104.6 million better than those revised estimates,
but that amount was still less than the very weak estimates from the CFG in December. 2020
receipts were bolstered by stronger-than-expected, year-over-year revenue growth of 3.9% during
the first three (pre-pandemic) quarters of the year. However, receipts in the fourth quarter were
significantly impacted by COVID-19, with an overall decline compared to the same period of the prior
year of 4.5%. Absent the injection of over $19 billion in federal relief payments to businesses,
individuals and the state discussed earlier in this report, the fourth quarter would have been
significantly worse.*? The federal stimulus payments helped the state revenue picture including
through increased spending subject to the sales tax, particularly through online retailers and big box
stores, and increased withholding payments from unemployment benefits, which are subject to the
state income tax.*?

Kentucky ended FY 2020 with a General Fund surplus of $177.5 million, which included the additional
revenues of $104.6 million, and reduced spending of $72 million helped by the use of federal aid
monies to replace General Fund appropriations in some cases.** Most of the surplus was deposited in
the Budget Reserve Trust Fund (BRTF) or “rainy day fund” — which along with a scheduled
contribution increased the balance by $163 million to $466 million. This brought the balance of the
BRTF to 4% of FY 2020 General Fund revenue, the largest ratio in the state’s General Fund history.
The purpose of the BRTF is to have resources on hand for unanticipated expenses and to provide
funds if revenues are less than projected — a situation we will likely face in FY 2022.
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Long-standing reliance on one-time monies will impact new budget

One way the General Assembly has addressed inadequacies in revenues in the past is through the use
of “one-time” or non-recurring revenue sources to balance the budget, including fund transfers and
lapses — often from accounts that receive revenues for a specific statutory purpose. In the 2021
budget, the General Assembly transferred or lapsed a total of $144 million from various agency-
restricted funds or appropriations to the General Fund. Just to get back to the same inadequate
starting point in the new 2022 budget, these revenues will need to be replaced.

General Fund revenue eroding as a share of Kentucky’s economy

Revenue that is consistently inadequate to meet budget needs is the result of tax policy choices. Due
to the legislature’s regular passage of new tax breaks as well as the growing impact of existing tax
exemptions, revenue is actually eroding relative to the size of our economy. Kentucky’s General Fund
as a share of total personal income has been shrinking and will continue to do so without policy
changes that restore the connection between taxation and economic growth. Specifically, changes
must address that the wealthiest Kentuckians, taking home the lion’s share of economic growth,
currently pay the lowest total effective state and local tax rate, while Kentuckians of color and low-
to moderate-income Kentuckians, for whom wages are largely stagnant, pay a larger share of their
income in taxes.

The graph below shows that General Fund revenue has eroded from 7.3% of personal income in 1991
— after the Kentucky Education Reform Act raised revenue for the new school funding formula —
down to 5.7% of personal income in 2020. That erosion amounts to $3.2 billion less in revenue than
there would have been in 2020 had the General Fund simply maintained its size relative to the
economy. Erosion is likely to continue after the 2018 and 2019 legislation reduced taxes even further
for wealthy Kentuckians, banks and other special interest groups and shifted to reliance on slower-
growing consumption and cigarette taxes.
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Erosion in Kentucky's General Fund Continues

Total General Fund revenue as a share of personal income
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This disconnect between Kentucky’s tax system and growth in the economy means that regardless of
the level of economic growth, relative General Fund performance will likely continue to decline,
resulting in revenues that chronically fall short of what is needed to support an adequate budget.

Consensus estimate adopted by the CFG assumes modest growth

The CFG met on Dec. 4, 2020, to recommend revenue estimates for the current and next fiscal year
that will provide the starting point for the one-year budget the General Assembly must pass in the
2021 legislative session. Faced with continuing uncertainties about the trajectory of the pandemic
and additional federal aid, the CFG adopted the control forecast, with a small upward revision of coal
severance tax receipts.* The control forecast assumes the phasing out of prior federal stimulus with
no additional federal fiscal relief, and that even though there will likely be a vaccine in the middle of
the fiscal year, there will be additional COVID-19 restrictions due to increasing infection rates
throughout the winter.*

THAT WORKS EOR KENTIICKY
THAT WORKS FOR KENTUCKY
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The CFG projects revenue growth of 1.4% in the current fiscal year, with receipts of $126 million more
than assumed by the General Assembly in enacting the budget, for a total of $11.7 billion. Receipts
have remained stronger than expected in the first part of this fiscal year due to the continued impact
of federal fiscal relief. For FY 2022, the CFG estimate projects growth of 2.3%, with expected total
revenues of $12 billion, $53 million more than the pre-pandemic estimate it provided for FY 2022
prior to the 2020 session.

Individual Income tax

The individual income tax (I1T) has historically been Kentucky’s largest, best-growing and most
progressive (based on ability to pay) single source of revenue, generating $4.8 billion in FY 2020 and
accounting for 41% of the total General Fund. Because of the tax changes made in 2018 and 2019
that shift reliance away from the ITT to slower growing (sales) and declining (cigarette) consumption
taxes, the share of revenues coming from the ITT has declined, further compromising the ability of
revenues to keep pace with budgetary needs.

The CFG expects the IIT to grow $47 million over the enacted estimate of $4.8 billion for 2021, which
is $53 million more than was collected in 2020. For FY 2022, the CFG predicts 4.5% growth in
individual income tax receipts, with total receipts of $5 billion.

Sales tax

The sales and use tax is Kentucky’s second-largest source of revenue at 35%, generating $4 billion in
FY 2020. Between 2019 and 2020, sales and use tax receipts grew by $133.3 million, experiencing
strong growth over the first three quarters of FY 2020, followed by a decline of 5.9% in the fourth
quarter.

The primary drivers of sales and use tax growth are significantly increased online sales and historically
strong receipts from big box retail chains.

Sales tax revenues are expected to grow by 4% to $4.2 billion in 2021. The CFG estimates the sales
tax revenues will grow by 2.7% to $4.3 billion in 2022.

Corporate taxes
Kentucky imposes two income-type taxes on corporations: the corporate income tax (CIT) and the

limited liability entity tax (LLET). The taxes work together, with amounts paid under the LLET
credited against the corporate income tax.*
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Kentucky’s CIT and LLET generated $763 million in 2019, comprising 6% of the General Fund. In 2020,
corporate income tax receipts fell by 16.2% to $639 million. The CFG projects revenues to fall by
another 11.2% in 2021 followed by an increase in 2022 of 3.9%. Because the growth in 2022 is off of a
significantly smaller base, projected revenues in 2022 are estimated to be $174 million less than in FY
2019. The relatively large increase projected for 2022 is due to banks moving from payment of the
bank franchise tax to payment of the CIT, a move that is expected to result in an overall loss of
revenues to the General Fund of $56 million beginning in 2022. The shift from the franchise tax to the
CIT constitutes a tax reduction for banks.*®

Road Fund revenues were significantly impacted by COVID-19 and remain weak going
forward

The Road Fund, which is the primary source of state funds for road construction and maintenance,
was hit hard by COVID-19, ending the 2020 fiscal year down 4.8% compared to the prior year, or $74
million short with all accounts experiencing reductions.”” The forecasts adopted by the CFG for 2021
and 2022 anticipate $86 million in new revenues for 2021 with total receipts of $1.57 billion (off of the
significantly reduced base from 2020), and new revenues of $31.5 million for 2022.%°

What needs to happen for a better budget

In order to continue providing crucial public services during this economic downturn, additional
resources are needed.

Additional federal fiscal relief is needed

Unlike the federal government, Kentucky operates under a constitutional balanced budget
requirement. That makes it harder for states to meet needs in recessions when revenue growth
typically declines even while needs go up, and makes the federal government’s role in stimulus
essential.

Itis clear that the federal fiscal relief provided early in the pandemic has helped to sustain
Kentuckians, the state’s economy and thus the General Fund so far. Research is clear that this kind of
spending shortens and reduces the severity of recessions, putting the economy on a better long-term
trajectory. With the announcement of several successful vaccine trials and the earliest phases of
vaccine distribution launching in December and January, there is hope going forward. However, in the
short term, the outlook is bleak without additional federal aid. There has been some recovery, but it
has been slow, and there is evidence that it is slowing further.”
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Many federal relief programs have ended, including the loss of $600 in supplemental unemployment
benefits in July, and more recently, the end of $400 in additional benefits the Beshear administration
chose to provide with federal matching funds. At the end of December, many other critical relief
programs will also run out, including unemployment assistance for the self-employed, gig workers and
independent contractors, and extended benefits beyond the 26 weeks states provide to unemployed
workers. On December 31, federal rent and utility assistance, a moratorium on evictions and programs
providing paid sick and family leave will all expire.> In addition, funds provided to state and local
governments to battle COVID will all be gone. Without these crucial supports, many Kentucky
families will face unimaginable hardship, and our efforts to combat the virus and to repair our
economy will be significantly compromised.

More state revenues are needed

As noted previously, Kentucky entered the 2020 budget session with significant revenue issues that
have not been addressed, but have instead led to over decade of budget cuts and the use of one-
time resources to balance the budget. Recently passed legislation has shifted reliance from the
individual income tax, which requires more from those who have more, to consumption taxes, which
require more from those who have the least. In addition, this shift harms the ability of our General
Fund to grow with the economy.

The added fiscal strain created by the increased need for public expenditures to combat COVID,
coupled with the economic fallout of the pandemic, make it more crucial than ever that action be
taken to increase state revenues. In the long term, the state should return to a graduated income tax
structure, as exists in 32 other states, and with a higher top rate than 5%, as exists in 26 other
states.”® That will ensure the wealthiest Kentuckians — whose incomes have largely been protected
during the pandemic — are pitching in adequately to prevent further cuts to education, health and
other budget areas. While the short session presents the challenge of a supermajority vote
requirement for revenue bills, tax policy changes that will create shared prosperity should be
considered by the General Assembly in 2021 and in 2022.5* At the same time, the General Assembly
must refrain from passing new tax breaks or shifts to consumption taxes that will damage the state’s
ability to invest in communities.
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Use rainy day fund as intended to provide relief and jump start the recovery

The purpose of the state rainy day fund is to provide additional resources during economic
downturns to prevent harmful cuts that would make the state fall further behind. In crafting the 2021
budget, if federal aid is not adequate then monies in the BRTF should be used as intended — to
provide the resources necessary to support continued investments in Kentucky and provide
immediate relief for families and communities. While it is good policy to build up rainy day fund
balances during good times, it is also good economic policy to spend these balances in hard times in
order to help jump start the recovery. Especially if Congress fails to provide any or enough aid,
Kentucky should do everything it can to provide relief to individuals and families struggling to get by
through this crisis. Key needs include rental and utility assistance, food assistance through monies for
food banks, emergency cash assistance and supplemental unemployment benefits.
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