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Appropriations Exceeding Revenues

QUESTIONS

The Commissioner of Finance and Adminigtration has reported to the Senate Finance, Ways, and
Means Committee that, absent additional revenues, appropriations for the 2001-2002 fiscal year will
exceed available revenues.

1 What will be the legal consequences if available reserves and revenues do not equal
appropriations toward the end of the State' s fiscal year?

2. What will bethelegd consequencesif the State Comprehensive Annua Financia Report
reflects that expenditures for the fiscal year exceeded revenues?

OPINIONS

1 In the event that available reserves and revenues are not enough to fund appropriations,
the State may not congtitutionally borrow money to cover current operations unlessthat debt isto berepaid
withinthe current fiscal year. When available cash, whether from revenues, reserves, or debt, isnot enough
to cover the State’ s current operations, then the State will not be able to pay for them. At that point, the
State may bein violation of its contracts or its other legal responsibilities, including its statutory and
constitutional obligationsto fund education and operate correctionsfacilities, aswell asitsobligationsto
comply with outstanding court orders. Inal of these cases, the State may be subject to damages and other
legal penaltiesfor failureto carry out itslegal responsibilities.

2. The Comprehensive Annud Financial Report reflects expenditures and revenues on an
accrua basisandistypicaly prepared severd months after the end of thefisca year. It could be argued
that if the Comprehensive Annual Financia Report reflectsthat expenditures exceeded revenues, legally
available reserves, and debt proceeds during the previous fiscal year, then the General Assembly has
violated Articlell, Section 24 of the Tennessee Constitution. Because adeficit of thistype cannot be
ascertained for severd monthsfollowing the end of thefiscd year, and the Condtitution specifies no remedy,
however, thereisno judicial remedy for aviolation of thistype.
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ANALYSIS

Y ou have asked about the legd consequences arising out of a predicted shortfdl in State revenues
over appropriationsfor the current fiscal year. The Commissioner of Financeand Administration has
advised the Senate Finance, Ways, and Means Committeethat revenuesfor the current 2001-2002 fiscal
year will not be enough to fund al appropriations made by the Generd Assembly. The Generd Assembly
may attempt to addressthe predicted shortfal by levying additional taxesor utilizing variousreserves, some
of which may be available only through changesin existing legislation.

Y our question specifically asksthelegal consequencesif “the state endsthefiscal year unableto
bal ance and therefore unable to close the books. . ..” We assume your question refersto the current fisca
year 2001-2002, and is concerned with thelegal effect if state expenditures exceed state revenues and
reserves. Asapractica matter, wethink thissituation could bereflected in two different ways. Fird, there
smply may beno legdly available cash to pay for the day-to-day operations of stategovernment, including
such expenses as sdariesand purchases of goodsand services. Findly, the State' s Comprehensive Annua
Financia Report, which is prepared several months after the end of the fiscal year, may reflect that
expendituresfor fiscal year 2001-2002 exceeded revenues, legally available reserves, and debt proceeds
for that year.

1. Exhaustion of Available Cash

Both these questions require interpretation of Articlell, Section 24 of the Tennessee Congtitution.
That section providesin relevant part:

No public money shall be expended except pursuant to appropriations
made by law. Expenditures for any fiscal year shall not exceed the
state’s revenues and reserves, including the proceeds of any debt
obligation, for that year. No debt obligation, except asshall berepaid
within the fiscal year of issuance, shall be authorized for the current
operation of any state service or program, nor shall the proceeds of any
debt obligation be expended for apurpose other than that for which it was
authorized.

Tenn. Const. Art. 11, § 24 (emphasis added). Article 11, Section 24 by implication authorizes state
expendituresfor any fiscal year to include revenues, reserves, and the proceeds from any notes or bonds
issuedinthat year. Revenueswould include moniesfrom payment of tax obligationsduein the current fisca
year aswell asfedera grantsto fund services and projectsfor the current fiscal year. Reserveswould
includemoniesreceivedinearlier fisca yearsand retained asasurplusand legdly avail ableto be disbursed.
Bond proceeds would include the proceeds from any notes or bonds issued in that fiscal year; these
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proceeds may represent alump sum of cash that must be repaid over many years.

Asapractical matter, Articlell, Section 24, in effect, providesthat state government may spend
only cash it has on hand from these three available sources. The State may not borrow money to cover
its current operations, nor may it divert cash from bonds issued for other purposes to cover current
operations, nor may it use other funds, if any, initspossession but not legally availableto the State, for
example, fundsheld intrust. If the State experiencesacash shortagein afisca year, the only way it may
borrow money to cover current operationsisto incur adebt that must be repaid withinthe samefisca year.
If the State does not have cash to pay for its current operations, it cannot issue long-term debt to cover
them. Inthat case, the State will be unable to pay for its current operations. If the State failsto make
payments under outstanding contractsfor goods or services, it may bein default of each of those contracts.

The consequences of thelegd inability to pay for current operationscould bedire. If the Statefails
to maintain servicesrequired by the state constitution and/or statutes, thenit will beinviolation of those
gatutory and congtitutiond provisions. For example, the congtitution imposes uponthe General Assembly
the obligation to maintain and support a system of free public schools that affords substantially equal
educational opportunitiesto al students. Tenn. Const. Art. X1, Sec. 12; Tennessee Small School Systems
V. McWherter, 851 SW.2d 139, 141 (Tenn. 1993). If the State failsto pay for the educational system,
itwill beinviolation of that obligation. In addition, the Stateis bound by certain court ordersto provide
certain services and to maintain certain activities. If the State ceases to provide those services or to
maintain those activitiesasaresult of ashortage of funds, the State may be held in contempt of those court
orders. Inall of these cases, the State may be subject to damages and other legd pendtiesfor falureto
carry out its legal responsibilities.

2. Expenditures Exceeding Revenues on Consolidated Annual Financial Report

Y our question expresdly refersto the ability of the Stateto “closeitsbooks’ at the end of the fisca
year. Weassumeyour concernisthat the State' s Comprehensive Annua Financia Report may reflect that
expendituresfor fisca year 2001-2002 exceeded revenues, including fundsfrom certain reservesthat were
appropriated inthe State’ sbudget. Statefinancia operationsarereported onan accrua basis. Under this
system, an expenditureisrecorded when astate agency incursan obligation, not whenthe bill isactualy
paid by adisbursement of available funds. Revenues are aso recorded before cash is actually received.
After thefiscal year closes, sate officidswill preparethe State' s Comprehensve Annud Financid Report.
Thisreport will includeaCombined Statement of Revenues, Expenditures, and Changesin Fund Balances,
summarizing revenues and expendituresfor the year, and a Combined Balance Sheet. The Combined
Balance Sheet will include fund balances that will be the starting point for the next fiscal year.

We assumeyour questioniswhether any state law will beviolated if, when the State’ s Annual
Report is prepared several months after the end of the fiscal year, total expenditures made in fiscal year
2001-2002 exceed total revenuesreceived inthe sameyear and identified reserveslegally availablefor
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disbursement. Inthat event, fund balances on the Combined Bal ance Sheet could be lower than they were
at the end of the preceding fiscal year.

The precise limitationsimposed by Article 11, Section 24 upon this State’ sauthority to run an
accounting deficit of thiskind are not clear at thistime. The North Carolina Court of Appeals, under an
analogous provision of the North Carolina Constitution, concluded that an “ expenditure’ occurred only
when funds were actualy disbursed, not when an obligation wasincurred. Boneno v. Sate, 54 N.C. App.
690, 284 S.E.2d 170 (1981). The Court concluded that “[o]nly actual expendituresin excess of receipts
would violatethe provision.” Id. at 171. Since Tennessee's Comprehensive Annua Financial Report
reflectscertain obligationsasexpenditures before cash is spent to satisfy those obligations, thereport would
not necessarily reflect only the actual cash disbursements and receipts for that fiscal year. If theterm
“expenditures’ asusedinArticlell, Section 24 of the Tennessee Constitution were construed asreferring
only to actual cash disbursements, the congtitutional prohibition would not necessarily beviolated if the
annual report reflected only an accounting deficit.

This Office has reviewed the discussions of this sentence of Article |1, Section 24 at the
Congtitutional Convention of 1977, which adoptedit. Nothing in those discussions specifically indicates
that the members of the convention intended the provision to be interpreted as incorporating accrud bas's
accounting methods. Ontheother hand, it appearsthat, at thetimethe provision was adopted, the State’ s
finances were accounted for on amodified accrua bas's, a practice recommended under Governmental
Accounting and Financia Reporting Principles in accordance with statementsissued by the National
Council on Governmenta Accounting around that time. If other evidence showed that the members of the
convention were aware of thispractice and that thisportion of Articlell, Section 24 wasdrafted with this
definition of “expenditures’ inmind, then acourt could concludethat the provisonisviolated if the State's
Comprehensive Annua Financial Report reflectsthat expendituresfor the previousfiscal year exceeded
revenues, available reserves, and bond proceedsfor the samefiscal period, notwithstanding the fact that
the actual cash expended did not exceed the actual cash revenues, reserves, and bond proceedslegally
available.

Thisconclusion, however, presentsseverd problems. Firgt, Articlell, Section 24 expresdy dlows
expendituresto include available reserves and debt proceedsin addition to current, annual revenues. On
its face, the constitutional limitation thus seems to adopt a cash analysis, rather than an accrual basis
accounting one. Under thisreading, Articlell, Section 24 would not beviolated, therefore, if actual cash
disbursements did not exceed thetota of current revenues, available reserves, and proceeds from bonds
issued inthefiscal year. Second, accounting rules and practices change over time. Itisnot clear that, in
adopting Article 11, Section 24, the members of the Constitutional Convention of 1977 intended to
incorporate evolving accounting rules and principlesinto the Tennessee Constitution. Further, the
Consolidated Annual Financia Report, whileit reflectsthe State’ sfinances asof thelast date of thefisca
year, is not complete until several months after the fiscal year ends.

Articlell, Section 24 providesnojudicia remedy evenif the Consolidated Annua Financial Report
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reflectsthat, asof severa monthsearlier, the State wasin violation of thisprovison. Theexclusive control
of the expenditure of the public moneysis vested in the legidative branch of the government, and isthe
subject of limitation by the courtsonly so far as provided by the Constitution. State ex rel. Weldon v.
Thomason, 142 Tenn. 527, 221 SW. 491, 494 (1919); see also Peay v. Nolan, 157 Tenn. 222, 7
S\W.2d 815 (1928). For thisreason, wethink aviolation of Articlell, Section 24 under thisinterpretation
could not be addressed by the judiciary. See, e.g., Mayhew v. Wilder, 46 SW.3d 760 (Tenn.Ct.App.
2001), p.t.a. denied (2001) (describing the characteristics of a non-justiciable political question).
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