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ERNIE FLETCHER OFFICE OF THE SECRETARY JOHN R. FARRIS
GOVERNOR Finance and Administration Cabinet Secretary
383 CariToL ANNEX
FrankrFort, KeEnTucky 40601
(502) 564-4240
(502) 564-6785 Fax

December 19, 2006

The Honorable Ernie Fletcher
Governor, Commonwealth of Kentucky
The Capitol Building

Frankfort, Kentucky 40601

Dear Governor Fletcher:
INTRODUCTION

Section 48.800 (3) of the Kentucky Revised Statutes (K.R.S.) requires the Finance and Administration Cabinet to submit
acomplete report of the financial transactions of the preceding year and of the financial condition of the Commonwealth
as of the end of that fiscal year. In accordance with this statute, it is my pleasure to transmit to you the Comprehensive
Annual Financial Report of the Commonwealth of Kentucky for the Fiscal Year Ended June 30, 2006. This report is
prepared by the Finance and Administration Cabinet, Office of the Controller, Division of Statewide Accounting
Services, which assumes responsibility for the accurate, complete, and fair presentation of the data contained herein.
The information presented fully describes the Commonwealth’s financial condition and results of operations of the
primary governmentand component units for which it is financially accountable. All appropriate disclosures necessary
for the reader to gain the maximum understanding of Kentucky’s financial affairs are included.

The report is presented in three sections: introductory, financial, and statistical. The introductory section includes the
transmittal letters, the 2005 Certificate of Achievement award, organizational chart and list of principal officials. The
financial section includes: the auditor’s report on the Basic Financial Statements; Management’s Discussion and
Analysis (MD&A), which provides an introduction, overview and analysis to the “Basic Financial Statements”; the
Basic Financial Statements, which present the government-wide financial statements and fund financial statements for
governmental funds, proprietary funds, fiduciary funds, and component units, together with footnotes to the Basic
Financial Statements; Required Supplementary Information other than MD&A, which presents budgetary comparison
schedules and information about infrastructure assets; and the supplemental financial data, which includes the combined
financial statements and schedules. The statistical section includes such items as trend information, debt information
and other selected economic and statistical data. Special attention should be given to the MD&A, which is designed
to accompany the letter of transmittal. The Commonwealth’s MD&A is located in the Financial Section directly
following the Auditors’ Report.

The accompanying financial statements have been audited by the Office of the Auditor of Public Accounts of the
Commonwealth of Kentucky. Their examination was conducted in accordance with auditing standards generally
accepted in the United States of America, and the standards applicable to financial audits contained in Government
Auditing Standards issued by the Comptroller General of the United States. The independent auditor concluded that the
Commonwealth of Kentucky’s financial statements for the year ended June 30, 2006, are fairly presented in conformity
with Generally Accepted Accounting Principles (GAAP.) The report of the independent auditor appears elsewhere in
this report.



PROFILE OF THE COMMONWEALTH OF KENTUCKY
The Reporting Entity and Its Services

This report includes all funds and component units for which the Commonwealth is financially accountable, based on
criteria established by the Governmental Accounting Standards Board’s Statement 14 as amended by GASB 39. The
component units that are blended into the Commonwealth’s primary government and function as actual parts of the
Commonwealth are: the State Property and Buildings Commission, Kentucky Asset/Liability Commission, Kentucky
Lottery Corporation, Turnpike Authority of Kentucky, Board of Agriculture, Kentucky Savings Bond Authority,
Kentucky Retirement Systems, Judicial Form Retirement, Kentucky Tobacco Settlement Trust Corporation, and
Kentucky Teachers’ Retirement System.

The Commonwealth’s discretely presented component units are: the Bluegrass State Skills Corporation, Kentucky School
Facilities Construction Commission, Kentucky River Authority, Kentucky State Fair Board, Kentucky Center for the Arts
Corporation, Kentucky Educational Television Authority, Kentucky Economic Development Finance Authority,
Kentucky Higher Education Assistance Authority, Kentucky Higher Education Student Loan Corporation, Kentucky
Housing Corporation, Kentucky Infrastructure Authority, Kentucky Artisan Center, Kentucky Agricultural Finance
Corporation, Kentucky Grain Insurance Corporation, Kentucky Local Correctional Facilities Construction Authority,
Kentucky Access, Kentucky Horse Park Foundation, Kentucky Council on Postsecondary Education, Kentucky
Community and Technical College System, and the eight state-supported universities.

Additional detailed information pertaining to the Commonwealth’s component units is located within the Financial
Section (particularly Note 1) of this report.

The Commonwealth and Its Services

Located in the south central United States along the west side of the Appalachian Mountains, Kentucky was once a part
of Virginia. After its split with Virginia, Kentucky retained its “commonwealth,” meaning government based on the
consent of the people, status and adopted its Constitution in 1792. The Commonwealth provides the full range of
services contemplated by statute, including economic development, educational and human services, energy and natural
resources management, law enforcement, correctional and public protection services, transportation, public improve-
ments, and general legislative, administrative, and judicial services. The Commonwealth’s chief executive is the
Governor, who is popularly elected every four years and may serve for two terms. Policies are directed through the
various Cabinets. The General Assembly, or state Legislature, has two components: the Senate and the House of
Representatives. The Senate has 38 members who are elected to four-year terms and the House has 100 members who
are elected to two-year terms. The Legislature meets annually and has the power to enact all laws, subject to limits
imposed by the state constitution. Revenue-raising issues must be presented in the House. All other bills may be
introduced by either the House or the Senate.

Budgetary Controls

The Commonwealth uses a biennial budget to assist with planning and control duties. Budgetary control is maintained
at the budget unit level, described in the notes to the Required Supplementary Information. Encumbrance accounting
is utilized to ensure the availability of funding before contracts are finalized. Contracts that result in overruns of
available balances are not released until budget revisions are approved. Outstanding encumbrances for long-term
construction projects in the Transportation Fund and the Capital Projects Fund are reported as reservations of fund
balance. Encumbrances in all other funds lapse at the end of the fiscal year.

ECONOMIC CONDITION AND OUTLOOK

National Economy

At the beginning of FY 06, all the key economic indicators were poised to repeat the booming success of the previous
year with even greater gusto. Then, two months into the fiscal year, came the destructive impact of Hurricane Katrina.



The shock was felt far beyond the New Orleans and Mississippi delta regions because of the disruption of oil and gas
supplies. Theone-time spike in energy prices later turned into a prolonged general increase in prices due to increased
energy demands from developing economies. In spite of the energy-related shock, the net impact on the U.S. economy
has been just a slight dampening in some key indicators.

Real gross domestic product (GDP) is an inflation-adjusted measure of the total output of goods and services produced
in the United States. Real GDP is estimated to have increased by 3.5 percent in FY06. During the next biennium, GDP
growth is expected to slow slightly, posting gains of 2.7 percent in FY07 and 2.5 percent in FY08. This downshift is not
enoughto cause worry aboutthe economy, itisaresult of adownturn in the housing marketand a more cautious consumer.
Based on current trends, real GDP growth for the next five years is expected to average 3 percent annually with a 10 year
annual average of 2.9 percent.

There are four broad components of the economy that drive overall growth: consumption, investment, government
spending, and netexports. Consumption is by far the largest component, accounting for about 70 percent of the total. Real
consumption (i.e. adjusted for inflation) was up 3.3 percent for the year. Consumption of durable goods slowed slightly
in FY06 as energy costs claimed more of the consumers’ dollar. The price of crude oil averaged $64.12 per barrel, up
31 percent from a year ago. Inthe short-run, itis difficult for consumers’ to drastically reduce their spending on energy.
The net effect is usually a slight reduction in the consumption of other commaodities.

With the upsurge in gasoline prices, there was a 4.6 percent decline in the purchase of motor vehicles for the year. The
decline was more pronounced in the fourth quarter, down 6.9 percent, as gasoline prices peaked in May. The largest
increase in spending was in furniture, up 11.4 percent, due primarily to the surge of home purchases.

The investment climate was favorable in FY06 in spite of steadily rising interest rates and the drag from oil prices. Real
investments were up 6.4 percent for the fiscal year. As in the past, the largest investment increase was in computer
equipmentand software, up 9.7 percent for the year. The strong gains in this sector are critical for future economic growth
because much of the recent prosperity inthe U.S. economy is from gains in productivity driven by investment in computer
equipment.

Government spending is less than a fifth of total GDP and grew by just 1.8 percent in FY06. Foreign trade activity, on
the other hand, comprises almost 30 percent of total GDP. The weak dollar resulted in an increase in exports growth
surpassing the increase in imports growth: 7.1 percent vs. 6 percent. However, the magnitude of imports continues to
exceed that of exports. That means the foreign trade balance is still negative.

U.S. personal income was up 5.9 percent in FY06 and is forecasted to increase by 6.3 percent in FY07 and 6.2 percent
in FY08. Over the next five years (FY07 to FY11), personal income is forecasted to grow by an average of 5.9 percent.
The 10 year average is slightly lower at 5.5 percent.

The downside in the economy has been the steady rise in inflation. The outlook for inflation is closely tied to the energy
market. Crude oil prices are forecasted to average a moderate $52 per barrel over the next 10 years. Even though the
Federal Governmentdoesn’tsetan explicitinflation target, the implicit target is under two percent. InFY06, CPl inflation
averaged 3.8 percent. Inflation is expected to be up 3.2 percent in FY07 and then settle down to 2.1 percent the following
year. Over the next five years, inflation is expected to be just under two percent, and the 10 year average is 1.6 percent.

The employment picture improved substantially during FY06. U.S. nonfarm employment was up 1.5 percent, though
employment in manufacturing was down 0.4 percent. Employment is expected to be up by just 1.1 percent during each
of the next two years. The five-year forecast calls for employment to increase by 1.3 percent, and the average annual
growth for the next ten years is 1 percent.

Kentucky’s Economy

The performance of state economies is measured by personal income and employment. Interms of both of these statistics,
the Kentucky economy had a good run in FY06.



Though the Kentucky economy has been expanding for three years in a row, gains in both income and employment are
substantially less than the national average. The cause is the substantial reliance on manufacturing jobs. Excess
manufacturing capacity abroad and increased productivity—without a concomitant increase in wages—has keptincome
from growing.

In FY06, personal income is estimated to have increased by 4.9 percentto $121.7 billion. Wages and salaries comprise
about53 percent of total income. These were up by 4.4 percentduring the year. Kentucky’s personal income is expected
to be up by 5.4 percent in FY07 and 5.2 percent in FY08. The five-year outlook calls for an average annual growth of
5.9 percent, followed by a slight downshift that averages 5.5 percent over a 10 year period.

Nonfarm employment in Kentucky increased by 1.3 percent in FY 06, resulting in the addition of 24,400 jobs. During
the year, Kentucky reached two historic milestones: employment gains finally canceled out the dip in jobs from the
recession, and nonfarm employment reached an all time high of 1,835,500.

The service-providing sectors posted the largest gains during the year with an increase of 1.5 percent compared to 1
percent for the goods-producing sector. Government jobsaccount for 17 percent of total nonfarm employmentand were
up 1.1 percent for the year and 0.7 percent in the final quarter.

Kentucky’semployment composition has changed over the last decade and has converged closer to the national average.
However, employmentis still dominated by manufacturing and construction. The goods-producing sector accounts for
20 percent of all jobs in Kentucky compared to the national average of 16 percent. In the last few years, this has been
to Kentucky’s disadvantage as manufacturing facilities have moved to low-cost centers abroad, and the ones that remain
have seen a surge in productivity. During FYO06, rising interest rates—from the Federal government’s restrictive
monetary policy—has had aripple effectindampening the economy, hence employmentin the goods producing sectors.

In FY06, manufacturing employment was flat, but showed a slight gain near the end of the year with an increase of 0.3
percent in the fourth quarter. Manufacturing of transportation equipment accounts for over one-fifth of all manufac-
turing jobs and was flat. But the impact of high gas prices was seen in the 5.5 percent decline in employment in motor
machinery manufacturing.

Kentucky’s nonfarm employment is expected to grow by 0.9 percent in FY07 and 1.2 percent in FY08. The five-year
forecast is for an average increase of 1.1 percent, followed by a slowdown in the next five years.

In percentage terms, most of the job growth is anticipated to come from the goods-producing sectors, which include
mining, construction and manufacturing. These sectors account for one-fifth of all Kentucky employment.

During the next five years, the outlook for the coal mining industry continues to be promising. Employment is expected
to increase by a robust 2.1 percent. However, as crude oil prices continue to drop the demand for Kentucky coal is
expected to decline. Employment in coal mining is expected to drop by 2.4 percent over 10 years on an annual average
basis.

Long-Term Financial Planning

Kentucky has by statute (KRS 48.705) a set goal of maintaining a Budget Reserve Trust Fund (BRTF) balance of 5
percent of general fund revenues. As of June 30, 2006, the BRTF was approximately $300 million short of this goal.
Itis the policy of the current administration to earmark a portion of any year-end surplus to replenish the BRTF in order
to achieve the desired balance. To that end, and as authorized by House Bill 267, we are increasing the BRTF by
$112,474,636 for a total of $231,489,636 beginning with FY 2007.

Major Initiatives

Fiscal year 2006 was the second year of the Commonwealth’s 2004-2006. The FY06 General Fund budget included
an 8 percent spending increase over the budget for FY05. For the second year inarow, General Fund revenues exceeded
budgeted estimates, reflecting an improved fiscal climate compared to the prior four years. Education spending
increased 10 percent for elementary and secondary education, and 8 percent for postsecondary education.



Health care was also a primary source of increased spending. Medicaid spending increased by about 8 percent, and
increased health insurance costs for the Commonwealth’s public retirees, as well as for government and local school
employees exceeded 30 percent. Spending for the Criminal Justice system was increased by about six percent.

In April 2006, the General Assembly enacted the Commonwealth’s 2006-2008 biennial budget for the Executive Branch
while meeting in Regular Session. Education spending in the 2006-08 biennium held the highest priority in the budget
and itwas increased by 14 percent, which included an initiative to raise teacher compensation to the average of the seven
surrounding states, and a significant investment in education technology. The postsecondary education budget was
increased by over 8 percent. Overall, General Fund appropriations were increased for the first fiscal year by about 5
percent, and 7 percent in the second fiscal year. One of the more notable initiatives in the budget was the unprecedented
size of the capital program, mainly financed through the issuance of debt. The capital budget for the Executive Branch
included $2,010,528,000 in bond-funded capital projects, including $1,392,991,000 supported from General Fund debt
service; $350,000,000 in road projects financed with bonds; and $267,537,000 to be financed with restricted fund debt
service. The largest proportion of new projectactivity, including bond-financed activity, was directed to Postsecondary
Education. The second largest commitment of support is for local water and sewer infrastructure projects. The School
Facilities Construction Commission, which aids local school districts in new construction and renovation projects,
received $150 million in new bonds from the 2006 General Assembly to support offers of assistance to local school
districts. Also funded were a $60 million parks development program and $37.5 million in economic development
investments.

During FY06, the Commonwealth initiated a Medicaid reform effort to begin in FY07, entitled Kentucky Health
Choices, becoming one of the first states to take advantage of the new flexibility included in the federal Deficit Reduction
Actpassed by Congressin2006. The 2006-2008 biennial budget incorporated a lower growth rate of increased spending
based upon program improvements resulting from the reform effort.

General Fund revenues and expenditures were just under 10 percent higher in FY06. The Commonwealth ended the
2006 fiscal year with a budgeted surplus in the General Fund of $136.5 million and $39 million in the Road Fund. The
General Fund surplus was due to higher than anticipated revenue receipts combined with the lapse of unexpended funds.
The Road Fund surplus was the result of the lapse of unexpended funds. Governor Fletcher devoted $112.5 million of
the General Fund surplus to the Commonwealth’s Budget Reserve Trust Fund, or Rainy Day fund, and $12 million each
to the Commonwealth’s two public employee retirement systems. The additionto the Budget Reserve Trust Fund raised
its balance to $231.5 million; 2.8 percent of budgeted FYOQ7 revenues.

Implementation of the major portions of the 2005 Tax Modernization legislation, the JOBS for Kentucky program,
began during FY06. The legislation included a major restructuring of corporate and business taxes; repealing the
corporate license tax; broadening the base of entities paying the corporate income tax; and lowering the corporation
income tax rate. The personal income tax rate was reduced; a low-income tax credit was established; the intangible
property tax was repealed; the cigarette tax was raised; wholesale alcohol taxes were increased; communications taxes
were restructured; and a number of tax credits were established. In the spring of 2006, during a special session of the
General Assembly, the corporate income tax changes made in 2005 were further modified. The primary focus was on
providing relief to small businesses comprising of no liability for gross receipts or gross profits under $3 million, and
reduced liability for those between $3 and $6 million. The changes also established a new limited liability entity tax
with a $175 minimum; and returns to conformity on federal treatment.

FINANCIAL INFORMATION
The Accounting System
The Commonwealth’s financial statements are prepared in accordance with accounting principles generally accepted
in the United States of America (GAAP). Additional discussions of the various funds and how they are reported are

located in the Management Discussion and Analysis (MD&A) section of this report.

In developing and operating the Commonwealth’s accounting system, management of the Commonwealth placed
emphasis on the adequacy of internal accounting controls. The comprehensive internal control framework is designed



to provide reasonable, but not absolute, assurance that assets are safeguarded against loss from unauthorized use or
disposition, and that financial records are reliable for preparing GAAP financial statements that are free from material
misstatement and maintaining accountability for assets. The concept of reasonable assurance recognizes that the cost
of internal controls should not exceed the benefits likely to be derived from their use, and that such cost-benefit
evaluation requires estimates and judgments by management. All internal control evaluations occur within this
framework.

Debt Administration

The amount of debt service for general bonded debt, the ratio of this amount to total expenditures for general
governmental functions, and the amount of debt per capita are useful indicators to citizens, investors, and management
regarding the Commonwealth’s debt position. The data for 2006 are:

Ratio to Total
Debt Service (thousands)  General Governmental Expenditures Debt Per Capita
General Bonded Debt $448,026 2.6 % $850

No general obligation bonds were authorized or outstanding at June 30, 2006.

A detailed analysis of the Commonwealth’s debt issuance during the fiscal year ended 2006 is presented in Note 15.

OTHER INFORMATION
Certificate of Achievement for Excellence in Financial Reporting

The Government Finance Officers Association of the United States and Canada (GFOA) awarded a Certificate of
Achievement for Excellence in Financial Reporting to the Commonwealth of Kentucky for its Comprehensive Annual
Financial Report for the year ended June 30, 2005. This is the 19" consecutive year the Commonwealth has received
this prestigious award.

Inorder to be awarded a Certificate of Achievement, agovernmental unit must publish an easily readable and efficiently
organized comprehensive annual financial report, the contents of which conform to program standards. Such reports
must satisfy both accounting principles generally accepted in the United States of America and applicable legal
requirements.

The Certificate of Achievementisvalid for a period of one year only. We believe our currentreport continues to conform
to the Certificate of Achievement Program requirements, and we are submitting it to GFOA.

Acknowledgments
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of the Commonwealth. The professionalism demonstrated by the staffs of the Finance and Administration Cabinet’s
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December 19, 2006

The Honorable John Farris

Secretary, Finance and Administration Cabinet
383 New Capitol Annex

Frankfort, Kentucky

Dear Secretary Farris:

Pursuant to Section 48.800 (3) of the Kentucky Revised Statutes, the Comprehensive Annual
Financial Report (CAFR) of the Commonwealth of Kentucky for the fiscal year ended June 30, 2006,
is submitted herewith. It contains all funds of the primary government and component units for
which itis financially accountable, based on the criteria developed by the Governmental Accounting
Standards Board (GASB).

The basis of accounting upon which the report has been prepared complies with accounting principles
generally accepted inthe United States of America for state governments as prescribed by both GASB
and the American Institute of Certified Public Accountants’ (AICPA) publication Audits of State and
Local Governments.

The information presents fairly and fully discloses the financial position and results of financial
operations of the Commonwealth for the reporting period as measured by the financial activity of the
various funds. All appropriate disclosures necessary to assist readers in their understanding and
evaluation of Kentucky’s financial condition have been included in this report.

Respectfully submitted,
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Edgar C. Ross, Controller
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Presented to
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For its Comprehensive Annual
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June 30, 2005

A Certificate of Achievement for Excellence in Financial
Reporting is presented by the Government Finance Officers
Association of the United States and Canada to
government units and public employee retirement
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To the People of Kentucky
The Honorable Ernie Fletcher, Governor
John R. Farris, Secretary
Finance and Administration Cabinet
Page 2

Component Units:

e Bluegrass State Skills Corporation e Kentucky Infrastructure Authority
Kentucky Center for the Arts Corporation e Kentucky Local Correctional Facilities
Kentucky Economic Development Finance Construction Authority
Authority o Kentucky State Fair Board
Kentucky Educational Television Authority e Kentucky Housing Corporation
Kentucky Higher Education Assistance e Kentucky Horse Park Foundation, Inc.
Authority e Kentucky Higher Education Student Loan

Corporation

Component Units - Colleges and Universities and related entities:

e University of Kentucky e University of Louisville

e FEastern Kentucky University e Kentucky State University

e Morehead State University e Murray State University

e Northern Kentucky University e Western Kentucky University

e Kentucky Community and e Kentucky Council on Postsecondary
Technical College System Education

Those financial statements reflect total assets and revenues of the government-wide financial statements and total assets
and revenues or additions of the fund financial statements as follows:

Government-Wide Financial Statements: Percent of Assets Percent of Revenues
Primary Government - Governmental Activities 3.34% 1.18%
Primary Government - Business-Type Activities 56.35% 75.90%
Component Units 99.04% 97.52%

Fund Financial Statements:

Governmental Funds - Non-Major Funds 45.02% 12.64%

Proprietary Funds - Business-Type Activities - 56.29% 76.08%
Enterprise Funds

Proprietary Funds - Governmental Activities - 3.77% 16.41%
Internal Service Funds

Fiduciary Funds - Pension Trust Funds 100.00% 100.00%

Component Units 99.04% 97.52%

We conducted our audit in accordance with auditing standards generally accepted in the United States of America, and
the standards applicable to financial audits contained in Government Auditing Standards issued by the Comptroller
General of the United States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit and the reports of other auditors provide a reasonable basis for our
opinions.
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To the People of Kentucky
The Honorable Ernie Fletcher, Governor
John R. Farris, Secretary
Finance and Administration Cabinet
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In our opinion, based on our audit and the reports of other auditors, the financial statements referred to above, present
fairly, in all material respects, the respective financial position of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining fund
information of the Commonwealth of Kentucky, as of June 30, 2006, and the respective changes in financial position
and cash flows, where applicable, thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

The audit report for Kentucky State University has not been released as of the date of this report and therefore those
financial statements have not been audited. Kentucky State University’s financial activities have been included in the
basic financial statements as discretely presented component units and represent .66 percent of assets, 1.04 percent of
net assets and .79 percent of revenues, of the Commonwealth’s aggregate discretely presented component units.

The Management’s Discussion and Analysis on pages 16 through 22, budgetary comparison schedules and correspond-
ing notes on pages 104 through 119, and information about infrastructure assets reported using the modified approach
on pages 120 and 121, and claims development information for entity risk pools on page 122, are not required parts of
the basic financial statements but are supplementary information required by accounting principles generally accepted
in the United States of America. We and the other auditors have applied certain limited procedures, which consisted
principally of inquiries of management regarding the methods of measurement and presentation of the required
supplementary information. However, we did not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise the
Commonwealth of Kentucky’s basic financial statements. The combining financial statements, presented in this report
on pages 126 through 169 are presented for purposes of additional analysis and are not a required part of the basic
financial statements of the Commonwealth of Kentucky. Thisinformation has been subjected to the auditing procedures
applied in our audit of the basic financial statements and in the audits performed by other auditors and, in our opinion,
based on our audit and the reports of other auditors, is fairly presented, in all material respects, in relation to the basic
financial statements taken as a whole. The Introductory and Statistical sections presented in this report on pages 1
through 10 and 172 through 189 are also presented for purposes of additional analysis and are not a required part of the
basic financial statements. This information has not been subjected to the auditing procedures applied by us and the
other auditors in the audit of the basic financial statements and, accordingly, we express no opinion on them.

In accordance with Government Auditing Standards, we will also issue our report on our consideration of the
Commonwealth of Kentucky’s internal control over financial reporting and on our tests of its compliance with certain
provisions of laws, regulations, contracts and grant agreements and other matters. The purpose of that report is to
describe the scope of our testing of internal control over financial reporting and compliance and the results of that testing,
and notto provide an opinion on the internal control over financial reporting or on compliance. Thatreportisan integral
part of an audit performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

Respectfully submitted,

e Mty

Crit Luallen
Auditor of Public Accounts
December 19, 2006
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MANAGEMENT’S DISCUSSION AND ANALYSIS

The Management’s Discussion and Analysis of the Commonwealth of Kentucky’s Comprehensive Annual Financial
Report (CAFR) presents a discussion and analysis of the State’s financial performance during the fiscal year ended June
30, 2006. Itis supplementary information required by the Governmental Accounting Standards Board (GASB) and is
intended to provide an easily readable explanation of the information in the basic financial statements. It should be read
in conjunction with the additional information that is furnished in the letter of transmittal, which can be found preceding
this narrative, and with the Commonwealth’s financial statements which follow.

FINANCIAL HIGHLIGHTS - PRIMARY GOVERNMENT

Government-Wide Highlights:

The assets of the Commonwealth’s governmental activities exceeded its liabilities at fiscal year ending June 30, 2006
by $17.8 billion, an increase of $431 million related to current year activity. Liabilities of the Commonwealth’s
business-type activities exceeded assets by $34 million, an increase in net assets of $231 million related to current year
activity. Total net assets increased by $662 million to $17.9 billion.

The assets of component units exceeded liabilities at fiscal year ending June 30, 2006 by $5.70 billion, an increase of
$474 million related to current year activity.

Fund Highlights:

As of the close of FY06, the Commonwealth’s governmental funds reported combined ending fund balances of $3.14
billion, an increase of $527 million in comparison with the prior year. Of this total amount, $781 million was reserved
and the balance of approximately $2.36 billion was unreserved. The unreserved undesignated fund balance of the
General Fund was $713 million at June 30, 2006.

Enterprise funds reported net assets of $34 million, of which $647 million was restricted or invested in capital assets,
and the balance of $(613) million was unrestricted.

Long-Term Debt:

The Commonwealth’s total long-term debt obligations (bonds and notes payable) increased by $491 million to $4.10
billion during the current fiscal year. This increase is due to the issuance of new debt by the Commonwealth’s Primary
Government during FY06. Additional details of these activities can be found in Note 15 beginning on Page 90.

OVERVIEW OF THE FINANCIAL STATEMENTS

The Commonwealth’s basic financial statements include: (1) government-wide financial statements, (2) fund financial
statements, and (3) notes to the financial statements. Thisreportalso includes other required supplementary information
(General and Special Revenue Fund budgetary schedules; condition and maintenance data regarding infrastructure;
and claims development information) and other supplementary information (combining financial statements). Each of
these components is described below.

Government-Wide Financial Statements

The Government-Wide Financial Statements provide a broad view of the Commonwealth’s operations in a manner
similar to a private-sector business. These statements report financial information about the entire government except
fiduciary activities. The statements provide both short-term and long-term information about the Commonwealth’s
financial position, which assists in assessing the Commonwealth’s economic condition at the end of the fiscal year.
These are prepared using the flow of economic resources measurement focus and the accrual basis of accounting. They
take into accountall revenues and expenses of the fiscal year even if no cash has been received or paid. The government-
wide financial statements include two statements: The Statement of Net Assets shows the financial position of the
Commonwealth at the end of the fiscal year. The Statement of Activities presents information showing how the
government’s financial position has changed since the beginning of the fiscal year.

Both of the above financial statements have separate sections for three different types of state programs or activities.

16



These three types of activities are:

Governmental Activities— The activities in this section are mostly supported by taxes and intergovernmental
revenues (federal grants). Most services normally associated with State government fall into this category.
Internal Service Fund balances are reported as a part of governmental activities.

Business-Type Activities — These functions normally are intended to recover all or a significant portion of
their costs through user fees and charges to external users of goods and services provided by the State. The
business-type activities of the Commonwealth include the operations of various Enterprise Funds as listed later
in the text.

Discretely Presented Component Units — These are operations for which the Commonwealth has financial
accountability butwhich possess certain independent qualities aswell. More information onthe Commonwealth’s
discretely presented component units can be found in Note 1 on Page 51.

The government-wide financial statements can be found immediately following this discussion and analysis.

Fund Financial Statements

A fund is a grouping of related accounts that is used to maintain control over resources that have been segregated for
specific activities or objectives. Some funds are required to be established by State law or bond covenants and additional
funds are established for management and fiscal control of resources.

The fund financial statements focus on activities of State government. All of the funds of the Commonwealth can be
divided into three categories: Governmental Funds, Proprietary Funds, and Fiduciary Funds. It is important to note that
these fund categories use different accounting approaches and should be interpreted differently.

Table 1, below, summarizes the major features of the basic financial statements and how they relate to one another

Table 1. Major Features of the Commonwealth of Kentucky’s Government-Wide and Fund Financial Statements

Government-Wide
Financial Statements

Governmental

Fund Financial Statements

Proprietary

Fiduciary

Scope

Entire government (except
fiduciary funds) and the
Commonwealth's
component units.

The activities of the
Commonwealth that are not
proprietary or fiduciary.

Activities of the
Commonwealth that are
similar to private
businesses.

Instances where the
Commonwealth is the
trustee for someone else’s
resources.

Required Financial
Statements

Statement of Net Assets

Statement of Activities

Balance Sheet

Statement of Revenues,
Expenditures and Changes in
Fund Balances

Statement of Fund Net
Assets

Statement of Revenues,
Expenses, and Changes in
Fund Net Assets
Statement of Cash Flows

Statements of Fiduciary Net
Assets

Statement of Changes in
Fiduciary Net Assets

Accounting Basis and
Measurement Focus

Accrual accounting and
economic resources
measurement

Modified accrual accounting
and current financial
resources focus

Accrual accounting and
economic resources focus

Accrual accounting and
economic resources focus

Type of Asset/Liability
Information

All assets and liabilities,
both financial and capital,
and short-term and long-
term

Only assets expected to be
used up and liabilities that
come due during the year or
soon thereafter, no capital
assets included

All assets and liabilities,
both financial, and capital,
and short-term and long-
term

All assets and liabilities,
both short-term and long-
term

Type of Inflow —
Outflow Information

All revenues and expenses
during the year, regardless
of when cash is received
or paid

Revenues for which cash is
received during or soon after
the end of the year and
expenditures when goods or
services have been received
and payment is due during the
year or soon thereafter.

All revenues and expenses
during the year, regardless
of when cash is received or
paid

All revenues and expenses
during the year, regardless
of when cash is received or
paid
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Notes to the Financial Statements - Notes to the financial statements provide information necessary to fully understand
the data provided in the government-wide and fund financial statements. They are an integral part of the financial
statements and focus on the primary government and its activities.

Required Supplementary Information - In addition to this Management’s Discussion and Analysis, which is required
supplementary information, the basic financial statements are followed by a section of required supplementary
information that further explains and supports the information contained in the financial statements.

Other Supplementary Information - Supplementary information includes the introductory section, combining
financial statements for non-major governmental funds, non-major discretely presented component units, the individual
internal service funds and fiduciary funds, and the statistical section.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

Net Assets

Net assets may serve as a useful indicator of a government’s financial position. The Commonwealth’s combined net
assets (governmental and business-type activities) totaled $17.9 billion at the end of 2006, as compared to $17.4 billion
at the end of the previous year.

At $17.9 billion, the largest portion of the Commonwealth’s net assets is invested in capital assets (e.g. land,
infrastructures, buildings and improvements and machinery and equipment), less any related debt used to acquire those
assets that is still outstanding. The Commonwealth uses these capital assetsto provide servicesto its citizens; therefore,
these assets are not available for future spending.

The second largest portion of the Commonwealth’s net assets, totaling $1.77 billion, is restricted and represents
resources that are subject to either external restrictions or legislative restrictions on how they may be used. The
remaining balance is unrestricted net assets. The unrestricted net assets, which if positive could be used at the
Commonwealth’s discretion, showed a negative balance of $1.80 billion. Therefore, no funds were available for
discretionary purposes. A contributing factor to the negative balance isthat liabilities are recognized on the government-
wide statement of net assets when the obligation is incurred. Accordingly, the Commonwealth recognizes long-term
liabilities (such as general bonded debt, compensated absences, unfunded employer pension cost, and contingent
liabilities-shown in Note 15 to the financial statements) on the statement of net assets.

Table 2 below presents the Commonwealth’s condensed statement of net assets as of June 30, 2005 and June 30, 2006,
derived from the government-wide Statement of Net Assets.

Table 2: Condensed Statement of Net Assets ( Expressed in Thousands)

Governmental Activities Business-Type Activities Total
2006 2005 2006 2005 2006 2005
Current Assets $ 3,921,376 $ 4,063,002 $ 807,905 $ 571,300 $ 4,729,281 $ 4,634,302
Capital Assets 19,075,047 18,739,343 252,650 247,726 19,327,697 18,987,069
Other Assets 2,052,168 1,363,178 662,234 579,593 2,714,402 1,942,771
Total Assets 25,048,591 24,165,523 1,722,789 1,398,619 26,771,380 25,564,142
Non Current Liabilities 4,977,477 4,385,486 1,532,184 1,330,894 6,509,661 5,716,380
Other Liabilities 2,252,131 2,330,199 156,446 75,555 2,408,577 2,405,754
Total Liabilities 7,229,608 6,715,685 1,688,630 1,406,449 8,918,238 8,122,134
Invested in Capital Assets
Net of Related Debt 17,633,886 17,188,142 254,623 249,728 17,888,509 17,437,870
Restricted 1,376,301 1,081,388 392,318 375,488 1,768,619 1,456,876
Unrestricted (1,191,204) (819,692) (612,782) (633,046) (1,803,986) (1,452,738)
Total Net Assets $ 17,818,983 $ 17,449,838 $ 34,159 $ (7,830) $ 17,853,142 $ 17,442,008
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Changes in Net Assets

The revenues and expenses information, as shown in Table 3, was derived from the government-wide Statement of
Activities and reflects how the Commonwealth’s net assets changed during FY06. The Commonwealth received
program revenues of $8.7 billion and general revenues (including transfers) of $10.0 billion for total revenues of $18.7
billion during FY06. Expenses for the Commonwealth during FY06 were $18 billion, which resulted in a total increase

of the Commonwealth’s net assets in the amount of $662 million, net of contributions, transfers and special items.

Finance and Administration Cabinet

Page 3

Table 3: Condensed Statement of Activities (Expressed in Thousands)

2006 2005 2006 2005 2006 2005
Governmental Governmental Business-Type Business-Type
Activities Activities Activities Activities Total Total
Revenues:
Program Revenues:
Charges for Services $ 964,033 $ 1,025,399 $ 1,952,078 $ 1,268,185 $ 2,916,111 $ 2,293,584
Operating Grants and
Contributions 5,139,428 4,915,115 45,573 49,509 5,185,001 4,964,624
Capital Grants and
Contributions 597,282 520,194 112 33 597,394 520,227
General Revenues:
Income Taxes 3,877,037 3,536,798 3,877,037 3,536,798
Sales Taxes 4,433,893 4,031,452 4,433,893 4,031,452
Property Taxes 492,532 479,815 492,532 479,815
Other Taxes 566,043 627,285 566,043 627,285
Investment Earnings 58,428 31,858 26,793 36,782 85,221 68,640
Other 505,017 458,572 25,930 47,881 530,947 506,453
Total Revenues 16,633,693 15,626,488 2,050,486 1,402,390 18,684,179 17,028,878
Expenses:
Governmental Activities:
General Government 2,714,165 2,234,111 2,714,165 2,234,111
Legislative and Judicial 305,466 282,389 305,466 282,389
Commerce 103,996 81,639 103,996 81,639
Education and Humanities 4,421,812 4,092,896 4,421,812 4,092,896
Human Resources 6,259,383 5,897,619 6,259,383 5,897,619
Justice 794,698 702,796 794,698 702,796
Natural Resources and
Environmental Protection 207,369 164,498 207,369 164,498
Public Protection and
Regulation 68,108 68,956 68,108 68,956
Transportation 1,263,891 1,191,512 1,263,891 1,191,512
Interest Expense 250,622 201,564 250,622 201,564
Business-type Activities:
State Parks 90,283 92,193 90,283 92,193
Kentucky Lottery Corporation 558,435 552,410 558,435 552,410
Kentucky Horse Park 9,690 9,387 9,690 9,387
Kentucky Employees Health Plan 507,282 507,282
Insurance Administration 70,683 101,312 70,683 101,312
Unemployment Compensation 396,052 429,007 396,052 429,007
Total Expenses 16,389,510 14,917,980 1,632,425 1,184,309 18,021,935 16,102,289
Increase (Decrease) in Net
Assets Before Transfers 244,183 708,508 418,061 218,081 662,244 926,589
Transfers 187,101 141,338 (187,101) (141,338)
Change in Net Assets 431,284 849,846 230,960 76,743 662,244 926,589
Net Assets, July 1, as restated 17,387,699 16,599,992 (196,801) (84,573) 17,190,898 16,515,419
Net Assets, June 30 $ 17,818,983 $ 17,449,838 $ 34,159 $ (7,830) $ 17,853,142 $ 17,442,008
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Governmental Activities:

Asaresult of the improving economy during the fiscal year, the net assets of governmental activities increased by $431
million or 2.47 percent. Approximately 56 percent of the governmental activities’ total revenue came from taxes, while
34 percent resulted from grants and contributions (including federal aid). Table 4 below presents program expenses
and revenues for governmental activities. Overall, program revenues were insufficient to cover program expenses for
governmental activities. Therefore, the net program expenses of these governmental activities were supported by
general revenues, mainly taxes.

Table 4
Net Program Expenses
State Programs Program Expenses Program Revenues (Revenue)
General Government $ 2,714,165 $ 668,519 $ 2,045,646
Legislative and Judicial 305,466 15,542 289,924
Commerce 103,996 47,396 56,600
Education and Humanities 4,421,812 911,633 3,510,179
Human Resources 6,259,383 4,038,933 2,220,450
Justice 794,698 85,677 709,021
Natural Resources and Environmental
Protection 207,369 91,425 115,944
Public Protection and Regulation 68,108 67,300 808
Transportation 1,263,891 774,318 489,573
Totals $ 16,138,888 $ 6,700,743 $ 9,438,145

Business-Type Activities:

Table 5 below presents program expenses and revenues for business-type activities. The business-type activities
increased the Commonwealth’s net assets by $231 million. Program revenues generated by the operations of the State
Parks and Kentucky Horse Park were not sufficient to cover program expenses. General revenues were needed to
support expenses of these programs. Program revenues generated by the operations of the Kentucky Lottery
Corporation, Kentucky Employees Health Plan, Insurance Administration, and Unemployment Insurance were
sufficient to cover program expenses.

Table 5
Net Program Expenses
State Programs Program Expenses Program Revenues (Revenue)

State Parks $ 90,283 $ 52,955 $ 37,328
Kentucky Lottery Corporation 558,435 742,312 (183,877)
Kentucky Horse Park 9,690 6,122 3,568
Kentucky Employees Health Plan 507,282 595,435 (88,153)
Insurance Administration 70,683 178,305 (107,622)
Unemployment Insurance 396,052 422,634 (26,582)

Totals $ 1,632,425 $ 1,997,763 $ (365,338)

Overall Analysis
Financial highlights for the State as a whole during fiscal year ended June 30, 2006 include the following:

e The assets of the State’s governmental activities continue to exceed liabilities (net assets) at the close of the fiscal
year by $17.9 billion and the condition of the State’s business-type activities improved so that assets exceed their
liabilities by $34 million.

e The State’s total net assets increased during the year by $662 million. Net assets of governmental activities
increased by $431 million, while net assets of business-type activities increased by $231 million.

FINANCIAL ANALYSIS OF THE COMMONWEALTH’S INDIVIDUAL FUNDS

As of the end of the current fiscal year, the Commonwealth’s governmental funds reported combined ending fund
balances of $3.14 billion, an increase of $527 million in comparison with the prior year. The unreserved portion of fund
balance ($2.36 billion), which is the portion of fund balance available for spending in the coming year, has increased
to 75% of the total fund balance. The remainder of fund balance is reserved to indicate that it is not available for new
spending.
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General Fund

The General Fund is the chief operating fund of the Commonwealth. At the end of the current fiscal year, total fund
balance reached $897 million, with an unreserved balance of $713 million. This comparestoa General Fund unreserved
Fund Balance of $593 million as of June 30, 2005. An unreserved fund balance represents the excess of the assets of
the General Fund over its liabilities and reserved fund balance accounts. Reservations of fund balances of governmental
funds represent amounts that are not available for appropriation. Examples of fund balance reservations reported
include reserves for encumbrances, inventories and capital outlay.

The fund balance, of the Commonwealth’s general fund, increased by $226 million during the current fiscal year. This
isa 33.8 percent increase in fund balance from the prior year. The contributing factors to this increase were continuing
spending reduction efforts, an improving economy and tax reform. The following governmental funds experienced
significant changes during the year:

Major Special Revenue Funds

The major special revenue funds had moderate increases in revenues and slight fluctuations in expenditures with no
significant changes in fund balance. The major contributing factors include an increase in motor fuels tax receipts, in
the Transportation Fund, increased benefit payments in the Federal Fund, and increased spending in the Transportation
function in the Agency Revenue Fund.

Proprietary Funds - The Commonwealth’s proprietary funds reported net assets of $188 million, which included $34
million in the enterprise funds and $154 million in the internal service funds. Thisisatotal increase in netassets of $250
million from the previous year.

Two proprietary funds that contributed to this change were the Insurance Administration Fund and Kentucky Employees
Health Plan. The Insurance Administration Fund’s net assets at June 30, 2006 totaled ($750) million, an increase of
$84 million during the fiscal year. Kentucky Employees Health Plan, a new self insurance plan was established January
1, 2006 the premiums collected exceed claims presented as of June 30, 2006.

GENERAL FUND BUDGETARY HIGHLIGHTS

General Fund revenues exceeded the final budgetary estimates by approximately $150 million. Actual expenditures
for the year were approximately $295 million less than the budgeted amount. These factors increased Commonwealth’s
General fund balance, which enabled the budget stabilization “rainy day fund” to be increased in the new fiscal year.

CAPITAL ASSET AND DEBT ADMINISTRATION

Capital Assets - The Commonwealth’s investment in capital assets for its governmental and business-type activities
as of June 30, 2006, amounts to $20.2 billion, with accumulated depreciation of $308 million, leaving a net book value
of $19.3 billion. This investment in capital assets includes land, improvements, buildings, equipment, construction in
progress, infrastructure and intangibles. Infrastructure assets are normally immovable and of value only to the
Commonwealth, such as roads, bridges, streets and sidewalks, drainage systems, lighting systems, and similar items.

The total increase in the Commonwealth’s investment in capital assets for the current fiscal year was about 1.8 percent
in terms of net book value. However, actual expenditures to purchase or construct capital assets were $2.5 billion for
the year. Most of this amount was used to construct or reconstruct roads and bridges. Depreciation charges for the year
totaled $80 million. Additional information on the Commonwealth’s capital assets can be found in Note 6 of the “Notes
to the Financial Statements” of this report.

Infrastructure Assets — The Commonwealth has elected to utilize the “Modified Approach” option as it relates to
guidelines set forth in the GASB (Government Accounting Standards Board), Statement Number 34. Under this
alternative method, referred to as the modified approach, the Commonwealth expenses certain maintenance and
preservation costs and does not report depreciation expense. Assets accounted for, under the modified approach,
include 62,000 lane miles of roads and approximately 9,000 bridges that the Commonwealth has responsibility for
maintaining.
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e There have been no significant changes in the condition levels of the infrastructure assets.

e The asset condition level established by the Commonwealth has been met and exceeded for the past two years.

e Therehavebeen nosignificant differences between the amounts estimated to be necessary to maintain and preserve
infrastructure assets at target condition levels and the actual amounts of expense incurred for that purpose during
the current fiscal period.

A more in-depth discussion of the Commonwealth’s infrastructure assets is located in the “Required Supplemental
Information” section of this report.

Debt Administration - The authority of the Commonwealth to incur debt is described in Article X, Section 25, of the
Kentucky Constitution. In 1987, the Commonwealth created the Executive Bond Oversight Commission and the
Legislative Bond Oversight Commission. The commissions meet jointly to review all proposed debt issuance. Both
commissions must approve each financing plan before obligations are issued. The legislation that created the bond
oversight commissions also created the position of Commonwealth Bond Advisor, who advises the commissions and
must approve the pricing and fees associated with any debt issuance.

The Commonwealth of Kentucky’s bonded debt increased by $310 million to $3,546,468, an 9.57% increase during the
current fiscal year. No general obligation bonds were authorized or outstanding at June 30, 2006. The key factor in
this increase was the issuance of new debt during fiscal year 2006.

Additional information on the Commonwealth’s long-term debt obligations can be found in Note 15 of the notes to the
financial statements of this report.

ECONOMIC FACTORS AND NEXT YEAR’S BUDGETS AND RATES

The unemployment rate for the Commonwealth of Kentucky is currently 5.2 percent, which is substantially lower than
the 6.4 percent a year ago in October 2005. The national unemployment rate is lower still at 4.4 percent.

Inflationary trends in the region compare favorably to national indices as well. These factors are considered by
legislative leaders and management in preparing the Commonwealth’s budget for future years.

A comprehensive budgetary dissertation is located in the “Letter of Transmittal — Major Initiatives” section of this
report.

As aresult of the combined economic factors, the overall economic condition of the Commonwealth has improved and
is expected to continue improving.

REQUESTS FOR INFORMATION

This financial report is designed to provide a general overview of the Commonwealth of Kentucky’s finances for all of
Kentucky’s citizens, taxpayers, customers, investors, and creditors. This financial report seeks to demonstrate the
Commonwealth’s accountability for the money it receives. Questions concerning any of the information provided in
this report or requests for additional information should be addressed to: Commonwealth of Kentucky, Finance and
Administration Cabinet, Office of the Controller, 702 Capitol Avenue, Frankfort, KY 40601.
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