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Introduction

In recent years, progress in education has been a real
bright spot in the indicators of Kentucky’s well-being.
The state has climbed to the national average in the
share of high school graduates who enroll directly
in college, up from 43rd among the states in 1994.1
Kentucky’s dropout rate, test scores and college graduation statistics have also shown improvement. But
beyond advancement in education and a few other
areas, the state continues to struggle economically.
Some of Kentucky’s challenges are rooted in its long
history of low educational attainment, poverty and
dependency on natural resource extraction. Other
challenges are new and reﬂect an economy that is
undergoing signiﬁcant restructuring. Rapid changes
are creating a mix of opportunity and upheaval for
communities across the state.
Kentucky’s rural areas continue to face declining
income and employment from tobacco and coal and
the loss of jobs from branch plant closings in the apparel and other industries. 2 Especially troubled are
those rural communities located far from interstate
highways. Kentucky’s cities—though more prosperous overall than rural areas—face a growing income
gap, the loss of good-paying manufacturing jobs and
the challenge of urban sprawl. As a whole, the state
remains near the bottom in too many economic
indicators. For the past 34 years, Kentucky has been
stuck at 42nd among the states in per capita personal
income. And the average annual wage and salary
per job in Kentucky has actually fallen relative to the
national average, dropping from 92 percent in 1980 to
85 percent in 2003. 3
In its Development Report Card for the States, the Corporation for Enterprise Development (CFED) assesses states’ economic health using a set of 68 statistical
indicators. The 2004 edition gave Kentucky a grade of
D in “Economic Performance,” C in “Business Vitality,”
and D in “Development Capacity.”4 CFED’s analysis
matches up with the perception of many Kentuckians.
The Kentucky Long-Term Policy Research Center
recently surveyed the state’s residents on whether
Kentucky was “making progress,” “standing still,” or
“losing ground” on a variety of social and economic
goals. The share of respondents who thought the
state was “making progress” toward diversiﬁed longterm development that stresses competitiveness and a
rising standard of living for all citizens while maintaining
a quality environment fell from 36 percent in 1998 to
only 22 percent in 2004. 51 percent thought the
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state was “standing still.” Similarly, only 11 percent
of respondents saw progress on the goal Kentucky will
end poverty and alleviate its adverse consequences and
debilitating effects. 44 percent thought the state was
“losing ground” in that effort.5
In addressing Kentucky’s economic challenges, there
is wide agreement that state government has a
vital role to play. The state certainly does not have
complete control over Kentucky’s economic status,
which is determined by a complex mix of internal
and external factors. But through its programs and
policies—through its spending and through its rules-state government is an important contributor to
Kentucky’s economic condition. The question for
business groups, political leaders, non-proﬁt organizations and others is not “whether” the state should
play a role in economic development, but “how.”
A meaningful discussion of “how” ﬁrst requires a
solid understanding of what efforts are in place now.
But the state doesn’t look at or report on its entire
economic development system in any systematic way.
There is no document or analysis that catalogues the
state’s development expenditures, which are spread
across many parts of state government and happen
both through the budget and more quietly through
state tax laws. This lack of uniﬁed information is a
serious shortcoming. Its absence makes it nearly
impossible to effectively coordinate development efforts, respond to rapid economic changes and achieve
a maximum return on investment.
It is increasingly crucial that Kentucky’s economic
development system be as strategic and efﬁcient as
possible. This report is a ﬁrst attempt to ﬁll the gap
in information and understanding through a comprehensive analysis of Kentucky’s economic development
expenditures. The report catalogues and categorizes
six years of economic development spending. It also
broadly analyzes the system of planning and decisionmaking that is the framework for that spending and
collects the evaluation and reporting requirements
that are tied to expenditures. Through the report’s
basic data, key ﬁndings and policy recommendations,
we hope to spur a deeper discussion about the need
for a more intentional, coordinated and accountable
economic development system. Such a system is
necessary for a brighter and more prosperous future
in the Commonwealth.

This report catalogues and analyzes state government
spending on economic development. The report
takes a comprehensive view of that spending to include programs receiving state budget appropriations
as well as spending that occurs “off-budget” through
provisions in state tax law. On the budget side, the
report incorporates the Cabinet for Economic Development but also includes programs operated by
ﬁfteen other cabinets or agencies that are economic
development-related.6 On the tax side, it includes
“tax expenditures” that are justiﬁed on economic development grounds. Tax expenditures are “departures
from the normal tax structure designed to favor a
particular industry, activity or class of persons.”7 They
are ways in which the tax system is altered to beneﬁt certain groups, resulting in a loss of state funds
for other purposes. Tax expenditures include, by
the state’s deﬁnition, “special exemptions, exclusions,
deductions, credits, deferrals and preferential rates in
tax law.”8
Tax Expenditures: “departures from the normal tax
structure designed to favor a
particular industry, activity or
class of persons.”

There are two main types of economic development tax
expenditures (Box 2 explains these in more detail). The
ﬁrst type is general business tax preferences such as Kentucky’s sales tax exemption for the purchase of tractor
trailers. The second type consists of company-speciﬁc
tax incentive programs like the Kentucky Rural Economic
Development Act (KREDA), which awards tax breaks
and subsidies to manufacturing facilities that locate in rural counties. The reason for the term “tax expenditure”
is that such advantages, just like programs and services
for which funds are appropriated in the budget, are ways
the state spends money to achieve certain ends. Tax
expenditures, however, are less noticed and scrutinized
than items in the budget (see Box 1 for more).9
By including both types of expenditures and by examining all parts of state government, this report is intended
to foster a new level of understanding of Kentucky’s current economic development spending patterns and the
explicit or implicit strategies the state is pursuing.

Box 1: Bringing Scrutiny to Tax Expenditures
Government at all levels has slowly increased its reporting on tax expenditures over the last thirty years. To
get a better grip on these preferences, Congress passed
legislation in 1974 requiring the executive branch to
produce a federal tax expenditure analysis as part of
the President’s annual budget proposal. That law also
requires the congressional Joint Committee on Taxation—with membership from both the House and the
Senate—to produce an independent tax expenditure
report every year.10 Thirty states now produce their own
reports and Kentucky began publishing its analysis in
1988. The state budget bill requires the Office of the
State Budget Director to publish the report by October 15
of every odd-numbered year.
One reason for the growth of reporting is recognition of the
similarity between tax expenditures and normal on-budget spending. The Joint Committee on Taxation notes that
such tax provisions “are referred to as tax expenditures
because they may be considered analogous to direct outlay
programs and the two can be considered as alternative
means of accomplishing similar budget policy objectives.”11
Similarly, the National Conference of State Legislatures
advocates reviewing tax expenditures in conjunction with
the state budget in its publication Fundamentals of Sound
State Budgeting Practices: “Tax expenditures are the fiscal
equivalent of state expenditures for the same purpose, but
only the beneficiaries of tax expenditures tend to remember their existence. They are not subject to the examination that formal budget items regularly encounter. Comprehensive budget review should include them and individual
tax expenditures should be reviewed just as other state
expenditures are.”12

Overview of Report

On-budget and off-budget spending

A second reason for the rising scrutiny is the proliferation
of tax expenditures and concern about their impact on
revenue. More and more, at a time when anti-government
sentiment is high, decisions are made to operate programs
through tax credits rather than on-budget spending. One
of the largest federal anti-poverty programs, for example,
is now a tax expenditure: the earned-income tax credit.
Kentucky’s 2004-2006 Tax Expenditure Analysis contains
42 more tax expenditures than were included in the 1988
edition.13 The tax plan that passed the 2005 General Assembly exemplifies the growth trend. While no new money
was raised overall to pay for expanded services or new programs, the plan included new tax expenditures for “clean
coal” power plants, brownfield redevelopment, business
construction costs, research and development expenses,
production of new environmental technologies (like hybrid
cars), biodiesel production, historic preservation and more.
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Tax expenditures are most similar to “entitlement” spending programs, in which an individual or business that
meets the criteria for the program is automatically eligible.
Medicare and Social Security, for example, are entitlements—they are automatically available to all who qualify
without reference to an amount budgeted for the program.
Almost all tax expenditures are also entitlements in which
any taxpayer that qualifies for the advantages automatically receives them. As Citizens for Tax Justice has noted,
these expenditures “run on auto-pilot” once enacted. If the
oil industry receives a special tax break in federal law, it is
entitled to receive that break every year no matter if there is
enough money for housing programs or Head Start.
One reason for the growth of tax expenditures is their perceived political advantage. Usually, when elected officials
seek a new program, they must pass a tax increase to pay
for it. Tax expenditures offer the advantage of increasing
spending for a particular purpose without seeming to raise
taxes. However, the lost revenue that results from the tax
expenditure must be made up somehow, and the result is
an increase in somebody else’s taxes or a cut in a service
that benefits some or all taxpayers. Bringing more visibility
to tax expenditures and examining them alongside budget
appropriations allows a more accurate view of how governments spend money and helps halt such hidden decisionmaking.

Defining economic development
In choosing which programs and expenditures to
include in the analysis, it is important to note, along
with the National Conference of State Legislatures, that
a complete list of state activities that foster economic
development would include almost everything states do.
Public education, transportation, public safety and administration of the courts are essential parts of the physical
and social infrastructure. Regulation of labor and working
conditions, public health, banking and other ﬁnancial activities and environmental conditions affect the climate for
economic development.15

Rather than the broadest view, this report focuses
on those expenditures whose primary and overt
purpose is economic development—that spending
directly oriented toward fostering business activity. The report attempts to strike a balance, avoiding the extremes of a deﬁnition that would include
“everything state government does” and a very
narrow interpretation that includes only job recruitment and retention. Borrowing from the California
Budget Project’s study Maximizing Returns, this report
4

includes expenditures that meet the simple deﬁnition
of “activities that foster job creation, technological development, a healthy business sector and a skilled workforce.”16
On-budget and off-budget expenditures included in
this analysis totaled $808 million in 2004.17

Categorizing the spending
Individual expenditures were classiﬁed by broad strategy or type of expenditure. While many items could
ﬁt into more than one category, expenditures were
placed in the category most closely corresponding to
the program’s primary development function or purpose. What follows is a brief description of those categories. The report also identiﬁes those expenditures
that are sector- or industry-speciﬁc and the results of
that analysis are included in the Key Findings section
of the report. In total, 60 percent of the economic
development spending included in this report beneﬁts
a certain sector or industry.
Capital and Financial Subsidy
This category consists of expenditures that promote
business activity through the provision of ﬁnancial
subsidies that lower the cost of business. Often, this
takes the form of tax preferences and exemptions
that decrease the tax liability of particular businesses
or sectors. Also included here are programs that offer loans, grants or other forms of capital provision.
Economic Development Planning
The Economic Development Planning category
contains programs that focus on creating economic
development strategies and plans. Such planning
might be regional, sector-speciﬁc, tailored to cities or
statewide. Programs in this category, like the Main
Street revitalization program operated by the Kentucky Heritage Council, gather information and set up
processes that bring individuals and groups together
to craft strategies for economic advancement.
Facilitating Regulatory Compliance
Expenditures in the category Facilitating Regulatory
Compliance have the goal of assisting businesses in
meeting state environmental, worker health and safety
and other regulatory requirements. These expenditures are geared toward helping businesses reduce
compliance costs and navigate the regulatory process

Industrial Recruitment and Site Development
This category contains expenditures directly related
to the recruitment of businesses to the state and
the creation of industrial sites used to lure industry.
Included here are international or regional ofﬁces
or organizations whose focus is recruitment and
programs that track and market industrial sites to
prospective businesses. Not included are many of
the ﬁnancial tools and incentives used in recruitment,
which are located in the Capital and Financial Subsidy
category.
Marketing and Market Development
The Marketing and Market Development category
consists of programs designed to promote the
development of new markets, both within the state
and abroad and to increase the marketing capacity of
Kentucky businesses and business sectors. Examples
include the tourism department’s state marketing
efforts, agricultural marketing assistance and the Kentucky Coal Marketing and Export Council’s programs
promoting Kentucky coal.
Management Support for Business
This category includes programs that foster business
establishment and development through assistance
that improves management and operations, including
ﬁnancial management, business planning and human
resources. This category includes the Small and Minority Business Division of the Cabinet for Economic
Development.
Technology, Innovation and Modernization
This category includes investments whose goal is to
promote high-tech economic development and technological innovation in business products and processes. Programs include those promoting research
and development, technology transfer and commercialization and entrepreneurship in high-tech sectors.
Much of the expenditures are from programs created
through the 2000 Kentucky Innovation Act.
Training and Workforce Development
The training and workforce development category

consists of expenditures that increase the skills and
knowledge of Kentucky workers in order to promote business activity. This category does not include
programs whose primary purpose is to assist individuals’ ability to participate in the workforce, such as
vocational rehabilitation. Nor does it include general
programs that build basic, pre-workforce knowledge
and skills, such as K-12 and postsecondary education.
Rather, this report focuses on those workforce development programs that are geared toward job creation
and on building worker skills to match business needs.

Evaluation and planning procedures
In addition to the identiﬁcation and categorization of
expenditures, this report examines their reporting
and evaluation requirements. Included here are only
the formal requirements contained in statutes or in
the state budget bill. Expenditures with mandates
are classiﬁed by (1) those requiring “output only”
reporting or (2) those requiring an evaluation of
“outcomes.” “Output only” refers to reporting that
measures the activities of a program. For example,
a training program might be asked to report on the
number of workers served by the program over the
course of a year or the number of trainings held in
a given region. Outputs are quantitative measures
of a program’s activities, such as the number of units
of service provided. While outputs describe what
work went on, they do little to measure a program’s
effectiveness.

Overview of Report

through training and assistance. Not included here is
state spending for regulatory enforcement.

Outputs are measures of the activities of a program,
such as how many units of service are provided.
Example: For a small business program, one output
would be the number of technical assistance calls
fielded by program staff.
Outcomes are the results of a program or expenditure. They refer to the program’s impact or the positive or negative changes that result from a program’s
activities. Example: For a small business program,
one outcome indicator might be the percentage of
small businesses served by the program that survive
the first five years of operation.

Evaluation of “outcomes” looks at the results of a
program’s activities. Rather than simply listing what
a program did, outcomes-based evaluation looks at
whether the program worked. Instead of reporting
www.maced.org
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on the number of workers enrolled, the above-mentioned training program might examine whether program graduates obtained jobs that paid higher wages
than previous employment or gained skills that made
them more work ready. Measurement of “outcomes”
is a better way to assess programs, but is more complicated than a simple accounting of activities through
“output only” reporting. “Outcomes” evaluation
requires clear goals a program is seeking to achieve
along with appropriate ways to measure success relative to those goals.
In addition to evaluation procedures, this report
contains a broad review and assessment of the state’s
processes for economic development planning and
budgeting. We looked primarily at how the variety of
procedures that are in place now ﬁt together, assessing whether they allowed an adequate level of accountability and facilitated coordination of the state’s
economic development spending.
Following the collection and analysis of data, this
report identiﬁes “Key Findings” that represent broad
patterns and areas of concern. From those ﬁndings,
we make a series of recommendations about policy
directions. The report also contains a series of three
appendices that catalogue the expenditures. Appendix
A consists of descriptions of the programs and expenditures that were included in the analysis. Appendix B
breaks out the spending detail for the years 1999-2004.
And Appendix C collects the reporting and evaluation
requirements.
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the past, often with little notice and they remain in the
law permanently. Though the revenue impact of each
tax break may have seemed insigniﬁcant at the time of
its enactment, if such holes in the tax code are created
as a regular practice their toll on state revenue can
In 2004, Kentucky spent approximately $808 million
climb to considerable levels. That is exactly what has
in the area of economic development. But the vast
happened in Kentucky in recent years. Some of these
majority of that spending was not out in the open,
preferences are targeted to particular sectors or indussubject to the public scrutiny of the state budget pro- tries, such as the tax credit for businesses that convert
cess. Instead, it happened under the radar through
to coal as their energy source or the lower property
business tax breaks and subsidies buried in state tax
tax rate for manufacturing machinery. Others are
law. While 71 percent of Kentucky’s economic develavailable more broadly and are designed to generally
opment spending is in this quieter form—known as
keep business taxes low. Two such examples are the
tax expenditures—only 29 percent is from programs
reduced property tax rate on business inventories and
paid for through the budthe (pre-2005) ability to avoid
get (see Chart 1). The 52 The steady expansion of Kentucky’s economic
the corporate license tax by
tax expenditures included development tax incentive programs
organizing as a limited liability
in the report cost the
entity.
1982: Enterprise Zone Program
state an estimated $571
1988: Kentucky Rural Economic Development Act
1992: Kentucky Jobs Development Act
million in the most recent
The second group consists of
1992: Kentucky Industrial Revitalization Act
year of the analysis (2004). 1992: Kentucky Industrial Development Act
the more commonly-recogBy contrast, the on-budget 1996: Kentucky Tourism Development Act
nized economic development
2000: Kentucky Economic Opportunity Zone Act
programs cost $237 miltax incentive programs, which
2000: Tax Increment Financing
lion that same year.
2003: Kentucky Reinvestment Act
in 2004 resulted in $123 mil-

Key Findings

Finding #1: Most economic development spending is hidden away in state
tax laws

lion in uncollected revenue. In
these programs, tax breaks are awarded on a businessby-business basis with the intent of luring companies
to Kentucky. Speciﬁc credits vary by program and can
include corporate income tax exemptions, sales tax
breaks and “job assessment fees,” which in essence
allow businesses to keep a portion of the individual income taxes their employees would normally pay to the
state. Especially following the enactment
of the Kentucky Rural Economic Development Act in 1988, the state has rapidly
introduced new tax incentive programs
while also steadily expanding eligibility
On-Budget Expenditures
for the programs that already exist (see
29%
above for a timeline of recently-enacted
programs). Since 1990, state records
show, Kentucky has given out $4.3 billion in such economic development tax
credits.18 These credits are tax reduction
promises that businesses could potentially
cash in, creating a huge liability for the
state that is only beginning to be realized
Off-Budget Tax Expenditures
in the above revenue loss.

As mentioned in the overview, these tax expenditures take two different forms. The ﬁrst group
consists of tax preferences or advantages embedded
in the tax code, which totaled $448 million in lost
revenue in 2004. These preferences are the least visible type of economic development tax expenditure.
The legislature passed each of them at some point in

71%
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Box 2: Types of Economic Development Expenditures

Key Findings

On-Budget Programs
Services carried out by a cabinet or agency of state
government and funded through budget appropriations. Examples include the agricultural marketing programs of the Department of Agriculture; the Kentucky
Tech system of 53 area technology training centers;
and the Site Evaluation Division of the Cabinet for
Economic Development, which compiles and makes
available information about industrial parks and sites.
Off-Budget Tax Expenditures
Tax exemptions or preferences: Tax advantages in
state law targeted to particular industries or available
broadly to many businesses. They are automatically
available to any business meeting the qualifications.
Examples include:
• Purchases of horses less than two years of age are
exempt from the sales tax provided the sale is
made to a non-resident of Kentucky.
• The property tax rate for business inventories is set
significantly lower than the normal tangible
property tax rate.
• Owners of coal land can deduct up to 50 percent
of their income from royalties received from such
land from corporate income tax liability (depending
on other deductions taken).
Tax incentive programs: Company-specific economic
development subsidy programs. Examples include:
• Kentucky Jobs Development Act (KJDA): Eligible
service and technology companies receive an
exemption from the corporate income tax and a 5
percent “job assessment fee” for up to ten years. Job
assessment fees essentially allow companies to
keep a portion of the individual income tax with
held from employees rather than turning it over to
the state. Eligible businesses must create at least 15
jobs, meet a designated wage floor for 90 percent of
their employees and provide at least 75 percent of
services to out-of-state customers.
• Enterprise Zone program: Eligible businesses located
in one of six remaining zones across the state can
receive a variety of state and local tax incentives,
including a sales tax exemption for the purchase of
building materials, machinery and equipment; an
exemption from the motor vehicle usage taxes; and
a corporate income tax exemption.
• Tax Increment Financing (TIF): Allows a portion of the
additional tax revenue created by a development project
(personal income taxes, sales taxes, property taxes,
etc.) to go toward paying costs related to the project
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for up to twenty years. Projects must meet eligibility
requirements, including a minimum of 25 new jobs and
a $10 million investment.

Finding #2: Kentucky relies narrowly on
a single strategy of attracting businesses
with financial subsidies.
When it comes to economic development strategy,
Kentucky puts almost all its eggs in one basket. As
Chart 2 reveals, Kentucky spends six times more
on the category Capital and Financial Subsidy than it
spends in any other area. Instead of a more balanced
menu of technical assistance in business planning,
marketing, job training, product development and
other areas, Kentucky primarily supports businesses
by lowering or eliminating their tax liability or providing other ﬁnancial support.
The categories primarily concerned with business subsidies and
industrial recruitment make up 79
percent of economic development
spending.

The array of ﬁnancial subsidies the state offers is
closely related to its spending on industrial parks and
sites and direct spending on courting and recruiting individual companies. That category, Industrial
Recruitment and Site Development, is the third-largest in this analysis. Combined, the Capital/Financial
Subsidy and Industrial Recruitment/Site Development
categories make up 79 percent of economic development spending. Indeed, even when on-budget
programs are examined in isolation, Industrial Recruitment and Site Development receives the second-largest amount of funds and Capital and Financial
Subsidy the third (see Chart 3).
The state’s overwhelming focus is clearly attracting industries to the state with the help of ﬁnancial
subsidies. Accordingly, it is difﬁcult to discern other
strategies that are funded at a comparatively noticeable scale. Small business development services (like
business planning or human resources support), for
example—which are addressed primarily in the Man-

Chart 2
Financial Subsidies Dominate Kentucky’s Economic Development Approach (2004)
Capital and Financial Subsidy

Training and Workforce Development
Industrial Recruiment and Site
Development
Marketing and Market Development

Key Findings

Technology, Innovation, Modernization
Facilitating Regulatory Compliance
Economic Development Planning
Management Support for Business

$0

$100

$200

$300
Millions of Dollars

agement Support for Business category—are barely
funded.19 Most other strategies could be considered immature in comparison rather than active and
identiﬁable approaches the state is
pursuing.

$400

$500

$600

Chart 3
On-Budget Expenditures by Category (2004)

The clear emphasis in terms of secTechnology, Innovation,
Other 3%
Modernization 8%
tor-speciﬁc investment, as can be
seen in Chart 4, is more traditional
Marketing and Market
industries like manufacturing and
Development 10%
coal. Kentucky should be concerned both about which sectors
are receiving state funding as well
Capital and Financial Subsidy
17%
as the nature of that funding. For
example, much of the spending on
manufacturing and for the coal industry is “general support” in nature
Industrial Recruitment and
Site Development 24%
and takes the form of tax subsidies.
This approach is in sharp contrast to
the smaller amount spent on hightech economic development, which is funded according to a clearly deﬁned strategy and spent on a set
of inter-related programs in such areas as research
and development, technical support for start-ups and
commercialization. Agriculture spending falls in both
of these camps. The state’s economic development
spending across sectors needs closer analysis that is
beyond the scope of this report. However, this chart
and the nature of the investments suggest a concern
regarding how strategic and appropriate Kentucky’s
sector-based investments are.

Training and Workforce
Development 38%
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Chart 4
Chart
4
Economic Development
Spending
by Sector (2004)

Economic Development Spending by Sector (2004)
Manufacturing
Coal and Natural Resources

Agriculture
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High-Tech

Key Findings
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Box 3: Problems with a Narrow Tax Subsidy Approach
A growing number of policy experts are questioning
the heavy, unbalanced emphasis on tax incentives and
recruitment that characterizes Kentucky’s and most states’
approach to economic development.20 In the new report
Rethinking Growth Strategies, economist Robert Lynch
analyzes hundreds of survey, econometric and representative firm studies that looked at the impact of tax incentives
and state and local tax cuts on economic development
C h art 4
Ec o n o m i c D e v e lo p m e n t S p e n d in g b y S e c t o r ( 2 0 0 4 )
and job creation. Lynch finds “little grounds to support tax
cuts and incentives—especially when they occur at the expense of public investment—as the best means to expand
employment and spur growth.”
350

300

250

Because they result in lost revenue that inevitably means
cuts in public services, such measures can end up destroying more jobs than they create—along with lowering
state living standards and eroding internal capacity. By
contrast, Lynch reports, expansion of investments in key
public services “can be one of the most effective strategies
to advance the quality of life of citizens.”21

$350

state and local taxes paid by businesses amounted to just
1.2% of the cost of doing business and 0.8% once federal
deductibility is taken into account.23 The relative insignificance of taxes to business decision-making is confirmed
by a number of studies of the factors businesses consider
when making location decisions. In a recent survey of
1,000 business executives by Louisiana State University’s
Public Policy Research Lab, corporate taxes ranked 10th
in importance on the list of factors, while state and local
incentives were 16th and tax exemptions 18th. Tax preferences ranked far below other factors that require adequate
public investment. Labor productivity and the availability
of skilled labor topped the list, while access to highways,
quality of health facilities and public schools all ranked
above taxes and incentives.24
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Resources

The use of tax incentives in the growing interstate competition for jobs has become increasingly costly for states
and localities. Economist Kenneth Thomas has estimated
that in 1996 states and cities spent a total of nearly $50
billion a year on tax incentives.22 Because incentives are
intended to influence corporate location decisions in favor
of one state over another, they result in no new investment
or job creation overall. They are an inefficient use of public
resources because they often subsidize businesses to do
what they would have done anyway. While expensive
in the aggregate, Lynch points out that the taxes being
abated are only a minor cost to individual firms. In 2000,

10

$300

Millions
Dollars
Millions
ofofDollars

Tourism

Other SectorBased

Non Sector-Based

The strategic plan of the main body responsible for
state economic development planning—the Partnership Board of the Cabinet for Economic Development—is focused primarily on the activities and
programs of the Cabinet itself, which is the only
entity the Partnership Board has the authority to
govern. But only 9 percent of on-budget economic
development spending happens through the cabinet (see Chart 5) and only 21 percent of off-budget
tax expenditures.25 State law directs that there be
cooperation and coordination between economic
development-related cabinets and agencies.26 However, as a practical matter, the Cabinet for Economic
Development’s somewhat separate organization from
the rest of state government (see Box 4) and the
scattering of economic development spending makes
effective coordination a major challenge.

Most importantly, all of this planning is disconnected
from the budgeting process, where the most important decisions about the allocation of resources are
supposed to be made. Planning is not integrated into
Kentucky’s budget because the state uses a traditional
line-item budgeting format. That system includes very
little or no narrative about the goals and past performance of individual programs and legislators must
ask for additional information that agencies submit to
the executive branch. A line-item system focuses the
attention of the legislature on details about program
inputs—like how much to spend on personnel or
operating expenses for a particular program—rather
than the impact a program has made in the past and
the objectives it is working to achieve.28 Line-item
systems differ greatly from performance-based systems like Texas has adopted. Such a system requires
strategic planning according to uniform guidelines and
planning information is integrated into the budget
document. Performance-based systems allow easier
comparison and coordination across programs and

Key Findings

Finding #3: Economic development
planning and budgeting are fragmented.

Chart 5
Other economic development-related
On-Budget Economic Development Spending by Cabinet (2004)
plans, while laudable, exist independently of each other and the Partnership Board’s plan rather than being
Public Protection and
Regulation 5%
Other 7%
integrated. In 1993, the Kentucky
Government Operations
Long-Term Policy Research Center
Education 5%
33%
led a process developing a set of 26
Economic Development
goals for the state through its Vision9%
ing Kentucky’s Future Project. Those
Postsecondary Education
goals concern the state’s economy
12%
along with the areas of education,
community, the environment and
Workforce Development
government. The Center regularly re29%
ports on progress toward those goals
using statistical indicators and survey
data. Also, the state’s high-tech initiatives established
link statewide goals with the appropriation of funds.
with the Kentucky Innovation Act of 2000 are associIn Texas’ system, it is possible to examine in a uniated with a set of detailed plans and studies, as is the
ﬁed manner all state expenditures aimed towards
Agricultural Development Board’s plans for spending
economic development, one of the eight goals in the
Phase II tobacco settlement money for agricultural
government-wide strategic plan.29
27
diversiﬁcation. The fragmentation of the state’s
planning—and the absence of plans in some other
In addition to the fragmentation caused by the state
economic development areas—necessarily lessens the
budget format, there is a disconnection between oncoherence of the state’s efforts.
budget programs and other economic development

spending across the state. One distinct area is the
www.maced.org
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variety of development-related efforts carried out by
individual universities and community colleges. This
report was initially intended to include economic development programs carried out by those institutions.
But that information was excluded—except for system-wide programs with line-items in the state budget—because of the difﬁculty in obtaining comparable
data from the institutions. Kentucky’s universities and
community colleges are carrying out signiﬁcant and
important economic development activities—most
of which are carved out of broad appropriations to
the institutions—but the planning and coordination of
these efforts is not linked in a formal way with other
economic development initiatives across the state.
Also distinct are local economic development expenditures. The Kentucky Constitution and the state
legislature allow cities to award ﬁve-year property
tax abatements to new manufacturing facilities and

a number of state tax incentive programs have local
components in which city or county governments must
agree to provide accompanying tax breaks. Recently,
the General Assembly passed legislation allowing local
governments to use tax increment ﬁnancing (an incentive program) without state approval. In formal and informal ways, local government economic development
spending is linked to state spending, but there is no
planning mechanism to bring local and state resources
into alignment in deliberate and strategic ways.
And as noted, the bulk of state economic development expenditures are not budgeted at all at any level
because they are happening through tax law. Kentucky made an important step towards accountability
in 1988 when it became one of the states to produce
a tax expenditure report. However, the ﬁndings of
that report are not part of the state budget in any
formal sense; therefore, its implications for spending
decisions are not necessarily clear when the budget is
made.

Box 4: Background on Kentucky’s Cabinet for
Economic Development
In 1992, the General Assembly restructured the Cabinet
for Economic Development into a partially independent
entity overseen by a combination of private sector and
government representatives. The legislation created a
new Partnership Board to govern the cabinet. The Partnership Board was to be made up of eleven members,
eight of whom were to represent business groups and
the private sector. The Governor and the secretaries of
the Natural Resources and Environmental Protection
and Finance and Administration Cabinets were also
placed on the board. This legislation made the Cabinet
for Economic Development somewhat autonomous
from the rest of state government. Among the board’s
duties was to hire and fire the Cabinet Secretary.
The Partnership Board was charged with creating a
statewide economic development strategic plan and
updating it every two years. The first plan was adopted
in May 1994.
Also created in 1992 was the Kentucky Economic Development Finance Authority, which has the responsibility
of approving tax incentives for individual companies.
The Authority is made up of representatives of business
and finance. That same year, the state expanded the
variety of tax incentive programs and put in place new
exemptions to the open records and open meetings law
to increase the level of secrecy for economic development-related documents and negotiations.
12

Finding #4: Kentucky fails to evaluate economic development tax subsidies.
The state focuses its resources on economic development tax expenditures, but doesn’t collect the data to
back up the assumption that these investments work.
While the state requires most of its on-budget economic development programs be subject to some level
of reporting or evaluation, the same standard does not
hold for economic development tax expenditures. A
full 79 percent of the spending on tax expenditures has
no evaluation or reporting requirements at all, while
only 10 percent of on-budget development spending
lacks requirements. The few requirements that do
exist for tax expenditures involve simple reporting
instead of evaluation of impact, while 69 percent of
on-budget spending is subject to an outcomes-based
evaluation (see Chart 6 and Chart 7).
In total, $479 million in on-budget and off-budget
economic development expenditures are unevaluated. Only 20 percent of the total spending is linked
to an outcome-based evaluation, or an assessment of
the effectiveness of a particular expenditure. In many

It should be noted that when the state budget is being
compiled, all programs on the budget side are required
to submit some level of information on their activities
to the governor with their budget requests. Through
that process, then, at least a modest level of reporting takes place. Also, program administrators may be
asked to answer questions about their programs in
front of legislative panels when the budget is being
decided. Beyond the tax expenditure report—which
provides estimates of lost revenue—no comparable
scrutiny exists on the tax side. Also, because of
changes to the open records law enacted along with
the expansion of tax incentive programs in 1992,
independent evaluations of many incentive programs
are impossible because the public cannot access the
records (and even if the ﬁles were open, reporting
in some cases does not exist). In 2000, the Legislative Research Commission began a study analyzing
economic development tax incentive programs, but
abandoned the study in part because of challenges
involved in getting necessary data. And none of the
economic development tax expenditures have “sunsetting” provisions—with the exception of the Enterprise
Zone program—by which the expenditures would
automatically expire unless reauthorized by the state
legislature.

Chart 7
Evaluation/Reporting Requirements for
Off-Budget Tax Expenditures (2004)

Outputs Only
Reporting 20%

Evaluation 0%

None 80%

Key Findings

cases, even for spending with evaluation or reporting requirements, few speciﬁc guidelines exist in law
about how assessment should be carried out.

Chart 6
Evaluation/Reporting Requirements for
On-Budget Programs (2004)
None 10%
Outputs Only
Reporting 21%

Evaluation 69%
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Recommendations

This report describes an economic development
system in great need of improvement. Too much
current spending lacks accountability, unity and
strategic purpose. Most of the money is spent in the
way least subjected to the light of assessment and debate. Changes are needed to the overall framework
of economic development planning, coordination and
evaluation as well as the spending priorities themselves. While none of the solutions to the problems
with Kentucky’s economic development system are
easy to formulate or carry out, the state must begin
an intentional process of reform in order to move
Kentucky’s economy forward. The following recommendations are broad in scope and represent general
directions that state economic development policy
should take.

Recommendation #1: Establish a
unified state economic development
strategy and budget.

2. Planning should encompass all spending that is

economic development related.
The state should work to address the
fragmentation of current planning efforts and
create a uniﬁed plan that addresses all aspects of
state government that are economic
development-related. Uniﬁed planning will not
be easy and will require new levels of cooperation
among institutions and agencies along with
adequate resources for planning efforts.
3. Plan should be developed through processes that

involve a wide variety of institutions, organizations,
and individuals.
The state should draw upon the knowledge,
insights and perspectives of a wide variety of
Kentuckians in developing a state economic
development strategy. Business groups are
important, but should not be the only perspective
outside government involved.
4. Plan should be based on solid research and

analysis of the state’s economy.
Kentucky’s economic development efforts must be
better targeted, oriented toward long-term goals and
coordinated. For that to happen, the state should
create a new uniﬁed economic development strategy. A broad and detailed plan would help the state
use its resources more strategically and increase the
efﬁciency of its efforts. Some aspects of good planning do exist already, but are variously under-funded,
insufﬁcient or disconnected from the entire system.
For a uniﬁed plan to work, it must have a number of
characteristics, including:
1. Plan should be directed towards a vision and set

of broad quality-of-life goals and not just job
creation.
Too often, economic development success is
measured solely by the number of jobs created.
Such a narrow approach can too often lead to the
wrong conclusions about good policy. The goals
developed by the Kentucky Long-Term Policy
Research Center’s “Visioning Kentucky” process
are a good example of a set of broader goals. An
economic development strategy would link those
kinds of goals to actual programs.
14

Planning must be grounded in data and in relation
to trends in the state’s work force, industry
sectors, regions and the broader economic
context.
The state should develop regular processes for revising the strategy as times and conditions change. To
carry out better planning, Kentucky may need to examine the need for a new coordinating body that can
develop and manage the strategy, facilitate communication between economic development efforts across
the state, carry out the data research and analysis and
conduct evaluation. The state should also promote
and support additional planning processes that are
linked to, but more speciﬁc than, the statewide plan.
Such plans may be carried out by economic development agencies and departments as well as by industry
sectors, regions, counties or cities.30
Perhaps most importantly, such a plan should be incorporated into the state budget and a better system
of economic development budgeting in particular.
It is crucial that planning efforts be better linked to
decisions about the allocation of resources. Currently, planning is disconnected from budgeting and

Recommendation #2: Evaluate all
economic development spending based
on results.
Most of the money spent on economic development
in Kentucky lacks evaluation requirements. And the
evaluation mandates that do exist often lack speciﬁcity or require only basic reporting of the activities
of a program. Tax expenditures, in particular, are
inadequately examined. Kentucky should create
an evaluation system that assesses all development
expenditures based on their outcomes.
To do that well, the state must assist programs in tying goals and objectives to carefully chosen indicators
and help programs create data collection systems.
For evaluations to be accurate, there must be uniformity and sensibility in the selection of indicators.
In order for business tax preferences to be properly
evaluated, each preference—unlike now—must
have a clear statement of goals included in statute.
Kentucky should require in statute a justiﬁcation
and statement of purpose for all new tax expenditures. And for some tax incentive programs, good
evaluation will require new levels of reporting and
disclosure by companies that receive subsidies. In
several programs, individual businesses are awarded
incentives over ten-to-ﬁfteen year periods while only
being required to report basic information about
jobs, wages and activities in the ﬁrst two years of the
program.
Proper evaluation is a difﬁcult task that must be

adequately funded. Assistance with evaluation of
economic development programs could be the role
of an economic development coordinating body.
The state should regularly compile and report on
the evaluations of all economic development-related
expenditures.

Recommendation #3: Put in place
“sunsetting” provisions for economic
development tax expenditures.
As noted in the state’s own analysis, tax expenditures
have an unfair advantage compared with conventional
on-budget spending:
Unlike direct appropriations, which must be continuously
reviewed and approved by the General Assembly to remain
in effect, tax expenditures are usually not included in this
review process. As a result, programs funded through tax
expenditures receive priority funding over all other programs. In all probability, many “tax expenditure” programs
would not receive the same priority if they had to compete
with “direct funding” programs.31

Recommendations

both are disconnected from tax expenditure reporting and the implicit spending decisions buried in tax
law. Kentucky should create a Uniﬁed Development
Budget that is linked to a new state-wide strategy.
Like the budget framework created for this report, it
would compile all on-budget and off-budget
economic development spending into a single document. Such a budget would exist in addition to the
regular state budget but be used in the appropriations process. The state of Illinois recently passed
legislation requiring an annual uniﬁed development
budget starting this year.

To bring balance and improve the quality of the state’s
spending decisions, Kentucky should put in place
“sunsetting” provisions for tax expenditures. Such
provisions attach regular “expiration dates” on which
tax expenditures are automatically eliminated if not
reauthorized by the legislature. Sunsetting would
help put economic development tax expenditures on
an equal plane with on-budget programs, funding for
which in effect “sunsets” every two years.32
The Kentucky Enterprise Zone program began to
expire in 2003 because the original legislation, established in the early 1980s, stated that individual zones
would cease to exist twenty years after their creation.
The zones’ imminent expiration forced a debate
about the program and several assessments were
conducted.33 To date, the legislature has chosen to
let the program expire, although one tax measure
that was part of the program was included in the tax
plan that passed the 2005 legislature.34 Sunsetting at
least forces the state into a discussion about whether
a tax expenditure is a proper use of state resources
and makes the legislature weigh the expenditure in
light of other investments.
www.maced.org
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Those tax expenditures that are not economic
development related—though not the focus of this
report—should also receive closer scrutiny through
sunsetting and evaluation. According to the state’s
analysis, in 2004 Kentucky had approximately $6.5
billion in aggregate tax expenditures, an amount
comparable to the $7.4 billion in General Fund appropriations that same year.35 Each year, the state
spends an enormous amount of money through the
tax statutes largely out of the view of the public.
These expenditures can lessen revenue stability and
increase the administrative cost of tax compliance.
Large amounts of tax expenditures inevitably drive
up the tax rates of everyone else. Tax expenditures
can violate widely-accepted principles of a good tax
system, including that it be broad-based and have
both “horizontal equity” (similar taxpayers should
pay similar amounts in taxes) and “vertical equity”
(taxpayers of lesser means should not pay an unfair
share relative to those who are better off).

Recommendation #4: Expand investment in
the building blocks of economic development
and in a range of promising strategies.
The state’s narrow reliance on the single strategy of
tax subsidies and business recruitment is not enough
to effectively advance Kentucky’s economy. Beyond
improvements to the economic development framework, changes must be made to the programs being
carried out.36 These programs should be diversiﬁed,
better targeted and more adequately funded. And to
work, they must be built upon adequate investment
in education, infrastructure and other aspects of a
solid economic development foundation.
Kentucky Must Invest in the Building
Blocks of Economic Development
• High-quality, life-long education
system
• Reliable, efficient and safe
transportation network
• High-tech communications grid
• Regulatory system that upholds
basic community standards
• Tax system that is fair and provides
adequate revenue for investments
16

Values-based principles and a strong foundation
It is essential that the state deﬁne what economic development policies are trying to achieve. The following principles point to the kind of values that should
underlie the state’s policies and programs. Economic
development should:
• Raise individuals’ capacity by building a range of
new skills and abilities.
• Build wealth, especially for those who have
little access to it now.
• Stress innovation and high value-added goods
and services.
• Be sustainable in the long-term, utilizing natural
resources in a way that can be maintained.
• Advance racial, geographic and other forms of
equity.
• Build upon the state’s assets and competitive
advantage and seize strategic opportunities.
• Be measured by their ability to increase the
state’s quality of life.
Besides being values-based, Kentucky’s approach
must be built upon a solid foundation of investment in the building blocks of economic development. Without that investment, individual strategies
are bound to fail. In particular, the state must have
a high-quality, life-long education system.37 That
system must be adequately funded at all levels—from
early childhood education to advanced degree programs and adult worker training. Higher education
institutions should also have the capacity to carry out
research and development that can help create economic opportunities. The state needs a reliable and
safe transportation network and an updated high-tech
communications grid.38 It needs a basic safety net
and support services for those struggling or in need.
And the state must have a tax and regulatory system
that upholds basic standards, prohibits and does not
subsidize business behavior that harms the state and
provides an adequate amount of revenue for the
investments Kentucky needs.

On that basis, Kentucky could experiment with a set
of economic development strategies that have potential to move the state forward.39 The state must be
ﬂexible and able to carry out a diversity of strategies
critical to rapidly changing conditions. Such differentiation and nimbleness could set Kentucky apart and
make the state more competitive. What follows is
an example of a set of promising strategies the state
could pursue. Kentucky does some version of many
of these strategies now, but to increase success such
strategies need to be sharpened and better funded.
1. Expand promotion of entrepreneurism across the

state.
• Increase support for entrepreneurial education
in the K-12 curriculum and increase integration
of entrepreneurial education in two- and fouryear colleges across the state;
• Develop and support model efforts that
promote entrepreneurship in rural areas of the
state (Like the University of Kentucky’s
Entrepreneurial Coaches Institute);
• Expand resources for the Kentucky Innovation
Act including stronger public-private
partnerships, additional angel and mezzanine
investor funds and additional support for existing
entrepreneurs whose ideas have growth potential;
• Expand university-based product and service
research, development and commercialization
in industries that create a unique niche in the state;
• Promote knowledge about Kentucky’s competitive
advantages, explore innovative approaches to
those sectors and encourage exploration and
risk taking;
• Develop a state coordinating entity that
promotes and manages entrepreneurial
development.
2. Aggressively support the development, retention

and expansion of existing locally owned small businesses.
• Develop a high quality, real time research service
that provides market data, competitive analysis

and other information to Kentucky businesses;
• Target use of procurement and state pension
funds to support and invest in local business
development and expansion;
• Support networks of business owners to share
ideas and explore contracting opportunities;
• Develop high risk and forgivable loan funds aimed at
microenterprises and small businesses tied to
existing technical assistance resources;
• Enhance small business support services;
• Support the infrastructure of nonproﬁt business
development entities through grants and technical
assistance;
• Invest additional resources in marketing of Kentucky
products;
• Expand tax credits and incentives for locally owned
companies to expand and weather difﬁcult transitions.
3. Promote mature and emerging sectors of business

activity with a comprehensive range of services.

Recommendations

A range of strategies that work

In addition to evaluating promising manufacturing, high
technology and service sectors or clusters (auto industry, pharmaceuticals, etc.),40 Kentucky should put in
place innovative support services for typically unrecognized but important candidates including:
• Sustainable forestry—focused on niche, high-value
products with signiﬁcant expansion of resources for
improved forest management practices that raise
timber values while conserving the resource;
• Tourism based on cultural and ecological assets—
building on the state’s beauty, arts and crafts, music,
and cultural traditions;
• Appropriate alternative energy solutions—
investments in energy efﬁciency and renewable
energy source development that can lower
business costs, reduce dependence on coal and
have positive environmental effects and create jobs
in a growing sector;
• Health and child care sectors—including training
programs with the dual purpose of creating
higher-quality jobs in an area of growing need and
increasing the state’s health and well-being;
• Value-added agriculture—continue and expand
coordinated efforts to support cooperative
development and value-added agricultural
production in Kentucky’s rural communities.
www.maced.org

17

4. Enhance adaptive and strategic workforce devel-

Recommendations

opment efforts.
• Orient workforce development efforts toward
innovation-based skills and align initiatives with
strategic sectors and industries in the state;
• Provide support for industries and businesses
willing to rebuild career ladders and increase
reliance on worker skills;
• Enhance investment in basic literacy and work
readiness skills to expand the number of
Kentuckians who can participate successfully in
the workforce;
• Create targeted sector-based partnerships
between existing employers, higher education
institutions and workers to increase
productivity and higher-skill, higher-wage jobs
through upgraded management systems and
production processes and new training programs;
• Continue efforts to promote seamlessness
between the workforce development system and
early childhood through postsecondary education.
5. Engage in compatible recruitment strategies tied

to Kentucky’s assets and competitive advantages.
• Develop compatible recruitment criteria that ﬁt
into an existing strategy and for which subsidies
are tied to community-beneﬁts agreements that
assure high-quality jobs, accountability and a
positive community impact;
• Target recruitment to key industries that reﬂect
competitive sectors for Kentucky and reinforce
existing clusters of Kentucky businesses.
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The ﬁndings and recommendations of this report
suggest the need for a deep and substantive conversation about the way economic development
decision-making is structured and the way economic
development money is spent. Reforms that increase
accountability and make for good government are
critical to good economic development. Improved
accountability will mean better stewardship of the
state’s resources and an increased return on public
investment. And a broadening of Kentucky’s economic development approach to include a stronger
foundation and a range of promising strategies will
help move Kentucky’s economy forward.

Conclusion

This report describes a current set of economic
development expenditures that fail to add up to a
coherent and accountable system and that overemphasize one economic development strategy at the
expense of others. Much spending is hidden away in
tax law and separate from the public scrutiny of the
state budget process. The systems of planning and
budgeting are fragmented and insufﬁcient. And the
expenditures themselves as a whole are narrow, focused on a single approach to development that fails
to engage the broad economic diversity and many
needs of the state.

Economic development in Kentucky should take a
page from the state’s education reforms. There, a
comprehensive overhaul plan was developed and
enacted in 1990, accountability measures were put in
place, innovative strategies were pursued and—for
a time—more money was invested. As noted in the
introduction to this report, education is one area
where the state has made real progress. Similarly,
Kentucky should put in place a better framework
for the economic development system, experiment
with new programs and investments and regularly
measure our success in meeting goals. If we take
seriously the state’s potential role in furthering our
economy, we have the opportunity to begin building
a more prosperous future.

www.maced.org
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Description of Methodolgy

This report examines state economic development spending from ﬁscal year 1999 to ﬁscal year
2004. For on-budget expenditures, the report
relies primarily on enacted state budget appropriations for each of the three biennia. The level of
detail in the budget varies greatly across cabinets,
so wherever possible expenditures were isolated at
the programmatic level through conversations with
agency staff. In order to focus the analysis on state
spending, the on-budget portion does not include
federal funds. The report includes spending drawn
from General Fund appropriations as well as state
restricted or agency funds. The report also excludes
capital projects (Note: in this period, the legislature
approved funding for a number of projects with coal
severance tax funds. Some of these projects were
economic development related, but were not part of
this analysis).
For off-budget tax expenditures, the report relies
on the tax expenditure analysis produced every two
years by the Ofﬁce of the State Budget Director.
In some cases, there are signiﬁcant changes in the
estimates for particular tax expenditures from year
to year, usually because of the use or acquisition of
a new data source that provides a better estimate
than the source previously used. That means that
the data on tax expenditures in this report do not
constitute a time series (and therefore were not
analyzed in that manner). Ofﬁcials with the Ofﬁce
of the State Budget Director report that they do not
update past tax expenditure estimates when new
data sources are used, so at this time there is no
comprehensive and consistent look at historical tax
expenditures. Tax expenditures that are constitutional in nature were not included in this analysis.
The reporting and evaluation requirements contained
in the report were drawn from the relevant statutes
and the reporting/evaluation requirements contained
in the state budget bills passed over this period. The
report only takes into account these requirements
mandated by the legislature and therefore excludes
any reporting or evaluation that may go on in departments or agencies in a voluntary manner or within
the Executive Branch. The report does not conﬁrm
whether the reporting/evaluation requirements are
actually being met.
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