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Key Takeaways

¢ Compared to current law, Gov. Lee’s budget reflects lower-than-expected tax collections and
proposes new spending and tax cuts for FYs 2024-2025 — mostly funded by previously
unallocated recurring revenues and a large FY 2023 surplus.

¢ Spending in the governor’s FY 2025 recommendation from all revenue sources is 16% (or $9.9
billion) lower than FY 2024 estimates. Spending from state revenues is 21% (or $6.6 billion) lower.

e These year-over-year decreases follows historically high spending levels in the last several years
— driven by fast revenue growth and billions in federal aid.

e The largest recurring increases are recommended for state personnel-related costs, school funding
formula growth, subsidies for private school students, and inflationary increases.

e Gov. Lee proposes a $410 million cut to the franchise tax on businesses. Business tax collections
are currently 11% below projections made after prior cuts enacted last year.

e Combined, the two main rainy day reserves would total $3.6 billion in FY 2025 and cover about 59
days of General Fund operations — about 18 days more than before the Great Recession.

On February 5, 2024, Tennessee Governor Bill Lee released his $52.6 billion recommendation for
the state’s FY 2025 Budget along with re-estimates and recommended changes for FY 2024. (1) (2)
Budgets reflect policymakers’ goals, the public goods and services intended to help meet those goals,
and detailed plans to finance them. It is now the legislature’s job to consider and act on this
recommendation.
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Figure 1. Gov. Lee’s FY 2025 Budget Recommendation — Where the

Money Comes from and Where It Goes
Changes to General Fund Revenues & Expenditures in FYs 2024-2025 vs. Enacted FY 2024 Budget

Where the Money Comes From B A vixofBotn Where the Money Goes
+$5.2B -$5.2B

Recurring Recurring
$2.9B -$2.1B

FY ‘25 Franchise Tax
Cut -$410M

FY ‘25 New Future Impact of
Spending Revised FY ‘24 Revenue
-$958M Estimate -$719M

Allocated for Non-Recurring

Expenses in Prior Budget Non-Recurring Lower Revenue from Revised

$2.6B FY ‘24 Revenue Estimate -
-$3.1B $719M

FY 25 Spending| FY '25 Revenue Other Sources
Cuts $#44M Growth $95M $143M

Non-Recurring
$2.3B

FY 25 FY 24

FY ‘24 Treasury Revenue Suppl.
Investment Reductions Spending

St -$226M -§140M
$391M

FY ‘25 Spending
Cuts $50M

FY ‘24 Franchise FY ‘25 New Spending
FY ‘23 Surplus Other Sources Tax Refund Account and Allocations
$1.5B $328M $-1.2B -$796M

Sources: The Sycamore Institute’s analysis of the Budget Overview for the FY 2025 Tennessee State Budget (2)

General Fund Overview
Compared to current law, Gov. Lee’s budget reflects lower-than-expected tax collections and
proposes new spending and tax cuts for FYs 2024-2025 — funded mainly by previously
unallocated recurring revenues and a large FY 2023 surplus. This report discusses the new spending
and tax cuts at length throughout. The budget is balanced with (Figure 1):

e  $2.6 billion in recurring money used for non-recurring purposes in FY 2024 (discussed below).

e $1.5 billion from the FY 2023 end-of-year surplus (discussed below).

e $391 million from earnings on the Treasurer’s investment of state funds.

e $95 million in new FY 2025 tax growth.
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e $94 million from proposed spending reductions — including $44 million recurring and $50 million
non-recurring.

e  $472 million in other revenues and balances — including $143 million recurring and $328 million
non-recurring. The non-recurring revenues include a $74 million transfer from the state’s debt
service fund and $50 million in anticipated TennCare reversions (discussed below).

Figure 2. Tennessee Had Unusually High Revenue Growth in FYs
2021-2022

TN Dept. of Revenue Tax Collections (FYs 2014-2023)
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Sources: Tennessee State Funding Board materials from the FYs 2016-2025 State Budget Documents (3) (1)

Figure 3. Cautious Projections and High Revenue Growth in Recent
Years Led to Large Surpluses and Mid-Year Budget Increases

TN Dept. of Revenue Tax Collections (FYs 2014-2023)
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KEY $18B
Day 1 FY Estimate $17B
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Actual .
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Sources: Tennessee State Funding Board materials from the FYs 2021-2025 State Budget Documents (3) (1)
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Tennessee fell $333 million short of tax projections in FY 2023, and this Budget anticipates
collecting about $719 million less in revenue than initially planned for FY 2024. In FYs 2021 and
2022, state revenues grew swiftly (Figure 2) and significantly exceeded cautious estimates — leading to
large surpluses and mid-year budget increases (Figure 3). However, FY 2023 General Fund collections
fell short of the mid-year revised estimate by about $333 million. Six months into FY 2024, General Fund
revenues are $379 million behind what was budgeted. (4) Given these shortfalls, the FY 2025 Budget
predicts lower FY 2024 revenues than originally budgeted and a modest 0.5% growth into FY 2025
(Figure 4).

Figure 4. Tennessee’s FY 2025 Budget Expects $719 Million Less
Revenue in FY 2024 Than Previously Projected

TN Dept. of Revenue Tax General Fund Collections — Actuals and Projections (FYs 2022-2025)
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*FY 2023 reflects the final mid-year revised estimate, and FY 2024 is the July 1, 2023 budgeted estimate.
Sources: Budget Overview for the FY 2025 Tennessee State Budget (2)

Figure 5. Despite a Tax Shortfall, Tennessee Ended FY 2023 With a
$1.5 Billion Surplus Due to Underspending and Other Revenues

FY 2023 Year-End Closing Actuals from Final Budgeted Estimate
$1,200M —— $57M - All Other Agencies
$1,192M —— g159M - K-12 Education

I - s 162m - Misc. Appropriations
$800M
- $181M - Correction

$400M $633M - TennCare
$0M
-$400M
Tax Treasury Other Agency
Collections Investment Unbudgeted Underspending
Shortfall Earnings Revenues (i.e., Reversions)

Sources: Budget Overview for the FY 2025 Tennessee State Budget and FY 2023 Agency Reversions (2) (5)
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Despite the tax revenue shortfalls, the state ended FY 2023 with another historically large $1.5
billion surplus — largely from unspent program “reversions” (Figure 5). In addition to $507 million in
FY 2023 unbudgeted earnings from the Treasurers’ investment of state funds, state agencies reverted
about $1.5 billion in unspent money to the General Fund — or $1.2 billion more than expected. Over half
of the savings came from TennCare, where the availability of more federal dollars under a COVID-19-
related enhanced match rate freed up $633 million in state funds. (6) (5)

When agencies send unspent dollars back to the General Fund at the end of the fiscal year, these
are known as reversions. These unspent dollars can come from program and personnel underspending,
delayed start-up of recurring initiatives, over-collection of departmental revenues like fees and licenses,
and program reserves. Both agency reversions and year-end surpluses have been unusually high in
recent years (Figures 6 and 7).

In addition to the FY 2023 surplus, the FY 2025 Budget also draws on $2.6 billion in recurring
revenue that prior budgets allocated for non-recurring purposes. The last several budgets have
used new recurring revenues for one-time purposes due to fears that revenue collections could slow or
decline (Figure 8). By not tying these dollars up for long-term recurring commitments, they remain
unallocated for future years. The recommendation continues this practice into FY 2025 by proposing to
use about $797 million in expected recurring revenues for one-time purposes.

Figure 6. Recent General Fund Reversions by Tennessee State
Agencies Have Been Unusually High

Actual Year-End Agency Reversions (FYs 2017-2023)

$1.6B
Il Nominal esoccecct
««« Adjusted for Inflation
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When agencies send unspent dollars back to the General Fund at the end of the FY, these are known as reversions.
Notes: FYs 2018-2020 are Sycamore’s estimates based on available information. Adjusted numbers are in 2023
dollars using the GDP Price Index. (7) (8)

Sources: The Sycamore Institute’s analysis of Budget Overviews for the FYs 2019-2025 Tennessee State Budgets
and the FYs 2019-2021 Appropriations Bills (9) (2) (10) (11) (12) (13)
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Figure 7. Tennessee Ended FY 2023 With Another Historically Large

Budget Surplus
Year-End Budget Surpluses (FYs 2004-2023)
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Note: Adjusted numbers are in 2023 dollars using the GDP Price Index. (7) (8)
Sources: FYs 2012-2025 Tennessee State Budgets (3) (1)

Figure 8. The FY 2025 Budget Continues Recent Practice of Using
Recurring Revenues for One-Time Expenses

Tennessee General Fund Recurring Appropriations v. Revenues (FYs 2019-2025)

$24B
$20B
In recent years, policymakers
Projected Recurring Revenues have not budgeted all available
recurring revenues for recurring
ina Spendi spending — instead using some
$16B Recurring Spending for one-time purposes.
$12B

2019 2020 2021 2022 2023 2024 2025

Values are nominal (i.e. not adjusted for inflation). *FYs 2019-2024 represent mid-year estimates. FY 2025 is
recommended.

Sources: Comparison of Appropriation Requirements and State Revenues from the FYs 2020-2025 Tennessee State
Budgets (1) (3)

Changes to the FY 2024 Budget

The Budget reflects $1.2 billion of net supplemental spending in FY 2024, the current fiscal year
(Figure 9). The governor makes supplemental requests each year because actual revenues and
spending needs often differ from original estimates. This time, that includes $1.3 billion in new spending
partially offset by an additional $70 million in planned reversions and a $30 million reduction in funds
available to build a new state prison. Highlights of the new spending include:
e $1.2 billion to set up a refund account for proposed changes to the business franchise tax
(discussed in more detail later).
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e $110 million in funding associated with actions taken during the legislature’s August 2023 special

session on school safety (e.g., $50 million for Community Mental Health Grants, $30 million for
Higher Education Safety Grants).

The Budget also anticipates an additional $1.4 billion in available funds for FY 2024 beyond what
was initially planned (Figure 9). This includes $2.1 billion in previously unbudgeted revenues and
balances partially offset by the $719 million revenue reduction from the mid-year revised estimate
discussed earlier. The newly available resources come from the $1.5. billion FY 2023 surplus discussed

above and $620 million from other revenues (e.g., $391 million from earnings on the Treasurer’s
investment of state funds).

Figure 9. FY 2025 Recommendation Adjusts Prior Year Budget with

$1.4 Billion More Revenue and $1.2 Billion in New Expenses
FY 2024 Changes from July 1, 2023

Changes to Available Revenues
$1.4B in net unbudgeted revenues & resources

Changes to Expenditures
$1.2B in net supplemental appropriations

Other One-Time Revenues & Balances
$620M

All Other
$20M

School Safety Special Session Spending
$110B

Franchise Tax Refund Account

$1.2B

FY 2023 Surplus
$1.5B

Revised FY 2024 Revenue Estimate
-$719M

Spending Reductions & Reversions

-$100M

Note: Bars may not add up to totals due to rounding. Sources: FY 2025 Tennessee State Budget Overview (2)

Figure 10. FY 2025 Recommended Budget Totals $52.6 Billion, a
Reduction of 16% from Prior Year
Tennessee FY 2025 Recommended Budget by Revenue Sources and Expenditures

Revenues Expenditures
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Note: Numbers do not add up to 100% due to rounding. *Includes Capital Outlay, Facilities Revolving Fund, and Debt
Service Requirements. Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)
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The FY 2025 Recommended Budget

The FY 2025 recommended budget totals $52.6 billion from all revenue sources, a decrease of
16% (or $9.9 billion) below estimates for the current fiscal year. The funding mix is 48% state dollars,
38% federal funding, and 14% from tuition and other sources. Education (28%) and Health and Social
Services (45%) account for nearly three-quarters of total expenditures (Figure 10).

Figure 11. Gov. Lee’s FY 2025 Budget Reduces Spending from State
Dollars by $6.6 Billion, a 21% Reduction

State Dollars in the Tennessee FY 2025 Recommended Budget by Revenue Source

Franchise & Excise Taxes* ($4.3B)

$25.4B

tOta I Selective Sales & Gross Receipts Taxes ($951M)
or 57%
General
-21%

Sales Tax* Gas, Fuel, & Motor Vehicle Taxes & Fees ($1.7B)

(-$6.6 Billion) ($14.4B)
below FY 2024
estimated
budget

Other Taxes & Revenues ($4.1B)

Note: Numbers do not add up to 100% due to rounding. *Does not reflect the impact of proposed tax changes.
Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)

Figure 12. Education, Health, and Social Services to Remain the

Largest Areas of State Spending in FY 2025
State Dollars in the Tennessee FY 2025 Recommended Budget by Expenditure Category
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Note: Numbers do not add up to 100% due to rounding. *Includes Capital Outlay, Facilities Revolving Fund, and Debt
Service Requirements

Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)
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State dollars in the recommended budget total $25.4 billion, a decrease of 21% (or $6.6 billion)
from the current year. Most of the state dollars in the FY 2025 budget come from taxes — the largest of
which are sales and business taxes (Figure 11). Education (40%) and Health and Social Services (28%)
account for more than two-thirds of expenditures from state appropriations (Figure 12).

Figure 13. The FY 2025 Recommendation Follows Historically High
Spending Levels in Recent Years

Budget by Expenditure Category (FYs 2016-2025)
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Source: The Sycamore Institute’s analysis of the FYs 2017-2025 Tennessee State Budget (3) (1)

These year-over-year decreases follow historically high spending levels over the last several
years — driven by fast revenue growth and billions in federal aid (Figure 13). As state revenues
grew rapidly, policymakers funneled many of these dollars into one-time investments in capital expenses,
one-time Highway Fund subsidies, and (if approved) the proposed business franchise tax refund account.
So while the annual declines in Transportation, Economic Development, General Government, and
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Capital shown in Figure 14 look quite large, proposed spending in these categories is returning to
historical averages. Meanwhile, the expiration of billions in COVID-related federal aid accounts for the
decline in federal dollars in some program areas (e.g., education and health and social services).

Figure 14. Many Expense Reductions in Gov. Lee’s FY 2025 Budget
Are Due to Very Large Non-Recurring Investments in FY 2024

TN FY 2025 Recommended Expenditures from State Dollars by Category vs. FY 2024 Estimate

+$397M
+$165M (+4%) +$28M
+2% (+2%)
-$75M
-$424M (-8%)
(-15%)
-$1.7B
(-62%)
Health & Social Education Transportation,  Law, Safety, & Resources & State Taxes General Gov't Capital®
Services Tourism, & Correction Regulation Shared with Cities
Economic Dev't & Counties

*Includes Capital Outlay, Facilities Revolving Fund, and Debt Service Requirements
Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)

The General Fund in Context

The administration’s recommended budget often focuses on state dollars in the General Fund,
which accounts for 86% of all state spending (Figure 15). That number does not include state
appropriations for the Capital Outlay Program and Facilities Revolving Fund, which many calculations
lump in with the General Fund because General Fund revenue partly pays into those funds.

Recommended Increases and One-Time Spending and Allocations

The Budget recommends $958 million in new recurring General Fund spending and $796 million in
non-recurring spending and transfers (Figure 16). Recurring spending is expected to occur every year
and gets added to the budget’s “base,” while non-recurring expenditures are one-time.

The Budget’s Largest Recurring Increases
o +$442 million for K-12 education.
e +$214 million to fund inflationary cost increases and a routine change in the federal match rate
for TennCare, the state’s Medicaid program.
e +$157 million for state employee personnel-related costs, such as salaries and health insurance.

The Sycamore Institute
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The Budget’s Largest Non-Recurring Allocations

e $413 million for capital, technology, and equipment investments across state government.

e $146 million for state parks and conservation efforts.
e  $58 million for economic and community development grants.

Figure 15. The General Fund Accounts for 86% of State Spending in

FY 2025 Recommended Budget

State Expenditures in the Tennessee FY 2025 Recommended Budget by Fund

Compared to Current Estimate of

FY 2024 Budget
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Note: Numbers do not add up to 100% due to rounding.
Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)

Figure 16. The FY 2023 Budget Includes $958 Million in New Recurring
Spending and $796 Million in Non-Recurring Spending and Transfers

FY 2025 State General Fund Dollars in the Recommended Tennessee State Budget
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Note: Numbers do not add up to 100% due to rounding. Numbers do not reflect tax cuts. *In the Budget document,

some general government costs appear in the expenditure categories of their respective appropriations.
Source: The Sycamore Institute’s analysis of the FY 2025 Tennessee State Budget (1)
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Governor Lee’s Policy Initiatives

Gov. Lee’s policy initiatives affect the FY 2025 recommended budget in a significant way. The recurring
and one-time spending plans discussed in the previous section include the costs highlighted below.

FY 2025 Initiative: K-12 Education

The governor proposes a total increase of $459 million for K-12 education — including $442 million
recurring and $16 million non-recurring. Highlighted here are:
e $261 million total recurring increase for growth in the Tennessee Investment in Student
Achievement (TISA) school funding formula
e  $144 million recurring for the proposed Education Freedom Scholarship Act.

TISA Increases

Unlike its predecessor, underlying elements of the TISA formula do not automatically grow with
inflation. TISA replaced Tennessee’s prior school funding formula, the Basic Education Program (BEP),
in FY 2024. The BEP was a “resource-based” formula that used the costs of dozens of inputs and
resources to determine funding levels — including built-in inflationary factors that determined annual
growth. The TISA formula uses a “student-based” approach with a base amount per pupil and adjustment
factors for students with additional needs. It does not include any automatic adjustments to the base
amount, so any changes to the base are determined in the annual budget process.

Even in the absence of automatic formula growth, the FY 2025 Budget proposes about a 4% boost
for TISA over the FY 2024 estimate — in line with prior years’ annual formula increases (Figure
17). This includes funding to cover enroliment growth, teacher pay raises, and a 3.1% increase to the
base per pupil amount — from $6,860 per student in FY 2024 to $7,075 in FY 2025. (14)

Figure 17. Gov. Lee’s Proposed FY 2025 Increase for the State’s
School Funding Formula Returns to Historical Norm

Recommended Recurring Increases for Tennessee’s K-12 Funding Formula (FYs 2019-2025)

By Purpose vs. Prior Year Totals
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[l Salaries / Teacher PayjJjj] Health Insurance Increases [ ] Other Formula Growth 20% +21%
0,
$1.2B $1.1B 15%
$0.8B 10%
$0.4B 5%
$261M ”
$149M  gqq7y $198M  $202m  $222M +4% [ +a% f +4% +4%
— © +2%
o e e EEN B Em BN ED
FY FY FY FY FY FY FY FY FY FY FY FY FY FY
2019 2020 2021 2022 2023 2024 2025 2019 2020 2021 2022 2023 2024 2025

Note: A $750 million recurring increase approved in FY 2023 was not made available until FY 2024.
Source: Budget Overviews for the FYs 2019-2025 Tennessee State Budgets (1) (3) (2) (9)

The Sycamore Institute

12


https://www.sycamoreinstitutetn.org/tisa-101-student-school-district-characteristics-that-boost-k-12-funding/
https://www.sycamoreinstitutetn.org/tisa-whats-law-whats-left-to-decide/#:~:text=Formula%20Base%20%2B%20Weights-,Base,-Each%20student%20generates
https://www.sycamoreinstitutetn.org/tisa-101-student-school-district-characteristics-that-boost-k-12-funding/
https://www.sycamoreinstitutetn.org/tisa-whats-law-whats-left-to-decide/#:~:text=Formula%20Base%20%2B%20Weights-,Base,-Each%20student%20generates

Within the proposed TISA increase is $125 million for teachers' salaries. Between FYs 2016 and
2024, lawmakers enacted $799 million in recurring increases for teacher pay (Figure 18). During that
time, Tennessee teachers' average pay growth did not keep up with inflation. After adjusting for inflation,
teachers’ average pay during the 2021-2022 school year was still about 14% lower than a dozen years
earlier (Figure 19). Tennessee’s neighboring states saw similar declines during this period (Figure 20).
Meanwhile, the median earnings of Tennessee workers with a bachelor's degree saw 2% real growth.
(15) (16) (17)

Figure 18. Gov. Lee’s FY 2025 Budget Would Add $125 Million for
Teacher Pay, Bringing a 9-Year Total Increase to Over $900 Million

Recurring Increases Intended for Teacher Pay Raises (FYs 2016-2025)

FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2022 FY 2023 FY 2024 FY 2025
Recommendation

Source: FYs 2016-2025 Tennessee State Budgets (9) (2) (1) (3)

Figure 19. Average Pay of Tennessee Teachers Has Not Kept up With
Inflation, Lags 2010 By 14%

Avg. Tennessee Public School Teacher Salary (Adj. for Inflation) (2010-2022)
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Note: Adjusted amounts are in 2022 dollars using the CPI-U. *Median earnings among Tennesseans 25+ with a
bachelor’s degree and earnings.
Source: National Education Association, U.S. Bureau of Labor Statistics, and the U.S. Census Bureau (15) (16) (17)
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Figure 20. Average Public School Teacher Pay in TN and Neighboring
States Fell Behind Inflation Over the Last 12 Years

Avg. Public School Teacher Salary in TN and Neighboring States (Adj. for Inflation) (2022 v. 2010)
School Year Ending: 2010 [l 2022
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Note: Adjusted amounts are in 2022 dollars using the CPI-U. *Median earnings among Tennesseans 25+ with a
bachelor’s degree and earnings.
Source: National Education Association, U.S. Bureau of Labor Statistics, and the U.S. Census Bureau (15) (16) (17)

Figure 21. Proposed Per Pupil State Funding for Education Freedom
Scholarships More Than TISA But Less than ESAs

Estimated FY 2025 Per Pupil State Funding by Program
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*Excludes any local funding. Notes: FY 2025 Education Savings Accounts (ESAs) and the Tennessee Investment in
Student Achievement (TISA) estimates were calculated by the Sycamore Institute by applying the proposed FY 2025
TISA base funding amount to actual FY 2024 TISA calculation data — including base, weights, and direct funding.
Per pupil state funding for TISA is equal to the state share of the statewide TISA calculation, which is 70% of the per
pupil base, 70% of weights, and 100% of direct funding (the actual share for each district varies based on a county’s
fiscal capacity). Per pupil state funding for ESAs is equal to the average statewide per pupil amount calculated under
TISA — including the state and local shares of the base, weights, and direct funding.

Source: The Sycamore Institute’s analysis of information from the Tennessee Department of Education (14) (18) (19)

Education Freedom Scholarship Act

Gov. Lee proposes $144 million recurring for the first year of his Education Freedom Scholarship
Act — including $142 million for up to 20,000 scholarships and $3 million for administrative costs.
Under the proposal, Tennessee students could receive up to $7,075 per year in state funding for the
costs and expenses of attending private school. For context, $7,075 is less than what is estimated to be
available under an existing school choice program — Education Savings Accounts (ESAs) — but more
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than the expected state share of TISA per pupil funding (which excludes local funding) (Figure 21)." (14)
(18) (19)

Additional information on the proposal, differences with an existing program, and context and data on
Tennessee’s current private school landscape are available in a separate report.

FY 2025 Initiative: TennCare Shared Savings for Rural & Behavioral Health

The Budget draws on $634 million in federal funding from TennCare shared savings accumulated
in FYs 2023 and 2024. Because TennCare operates under a federal waiver, program spending is subject
to a budget neutrality cap — an estimate of what Tennessee’s Medicaid program would have spent
without the waiver. Under a 2021 agreement with the federal government, Tennessee can keep up to
55% of the federal share of any difference between the cap and actual spending without committing any
additional state money. Referred to as “shared savings,” these federal dollars must be used on specific
state-funded activities that expand or improve health coverage, access, delivery, or outcomes for low-
income Tennesseans. (20)

The Budget uses $163 million in shared savings in FY 2025 and $624 million total? over FYs 2024-
2031 for non-recurring spending on coverage expansions, rural health, and behavioral health.
Because shared savings are determined each year based on actual TennCare spending and specific
quality metrics, these dollars are budgeted as non-recurring but allocated for spending over several
years. Details include:

e  $81 million in FY 2025 and $197 million total through FY 2029 for rural health initiatives discussed
more below.

e  $38 million in FY 2025 and $101 million total through FY 2029 related to both youth and adult
mental health and substance use disorders discussed more below.

e $31 million in FY 2025 and $234 million total between FYs 2024-2031 to cover some of the
state’s share of Medicaid eligibility expansions for low-income mothers and children approved as
part of the FY 2024 Budget.

e  $11 million in FY 2025 and $82 million total between FYs 2024-2031 to provide 100 disposable
diapers per month for children under two on TennCare — also approved as part of the FY 2024
Budget. (21)

e $2 million in FY 2025 and $10 million total through FY 2029 for the TennCare value-based
payment initiative.

' FY 2025 ESA and TISA estimates were calculated by the Sycamore Institute by applying the proposed FY 2025
TISA base funding amount to actual FY 2024 TISA calculation data — including base, weights, and direct funding.
Per pupil state funding for is TISA equal to the state share of the statewide TISA calculation, which is 70% of the per
pupil base and weights and 100% of direct funding (the actual share for each district varies based on a county’s fiscal
capacity). Per pupil state funding for ESAs is equal to the average statewide per pupil amount calculated under TISA
— including the state and local shares of the base, weights, and direct funding. (14) (18)

2 The Budget does not allocate $10 million of the FYs 2023-2024 shared savings.
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Figure 22. Many of Tennessee’s Rural Areas Had Lower Hospital and
Emergency Capacity in 2022 Than Urban Areas

Number of Hospitals with Staffed Beds by County (2022)*
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*Includes only hospitals reporting at least one staffed bed. Includes general and surgical hospitals only — and
excludes those that are exclusively pediatric and psychiatric. **Includes both standalone and on-campus EDs.
Source: Tennessee Department of Health 2023 Joint Annual Report for 2022 (22) (23)

FY 2025 Initiative: Details on Rural Health

The rural health initiatives above are intended to help increase access to care in rural areas, with
fewer hospitals and health care providers (Figures 22 and 23). Funded from TennCare shared
savings, the recommendations include:

e  $50 million for the Rural Health Care Resiliency Program within the Tennessee Department of
Health (TDH) to fund community-driven projects to expand and improve health care capacity in
rural areas.

e $16 million in FY 2025 and $68 million total through FY 2029 within Higher Education for the
Rural Health Pathways Program to bolster the pipeline for the rural health workforce.

e $6 million in FY 2025 and $39 million total through FY 2029 within the Department of Labor and
Workforce Development to expand rural health apprentice programs for the health workforce.
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e $5 million in FY 2025 and $23 million total through FY 2029 within TDH for rural health care
training programs to address rural primary and behavioral health workforce shortages.

e $2 million in FY 2025 and $12 million total through FY 2029 to fund Centers of Excellence and
related grants to support rural communities in meeting the health needs of their citizens.

e $1 million in FY 2025 and $5 million total through FY 2029 within TDH to increase access to
specialty care in rural areas.

e $67,000 to enhance telemedicine capabilities in rural areas.

Figure 23. Tennessee’s Rural Areas Have Less Access to Many Types
of Health Care Providers

Primary Care Physicians per 10,000 Residents (2020)*
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* Includes non-federal M.D.s and O.D.s specializing in general practice medicine, family medicine, internal medicine,
and pediatrics. ** Includes non-federal psychiatrists, psychologists, licensed clinical social workers, counselors,
therapists, and others involved in mental health care. *** Includes federal & non-federal M.D.s providing general or
specialized OB/GYN care, excluding teaching and administrative positions.

Source: U.S. Health Resources and Services Administration (24) and County Health Rankings and Roadmaps (25)
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FY 2025 Initiative: Behavioral Health

Gov. Lee proposes about $64 million in FY 2025 investments in behavioral health, which includes
the shared savings mentioned above. Specific items are listed below, and a forthcoming Sycamore
report will provide additional context on how some of these items fit into the state’s existing programs and
services for children’s mental health. These include:

Provider Payments

$6 million recurring to increase reimbursement rates for the Department of Mental Health and
Substance Abuse Services’ (TDMHSAS) community-based mental health and substance abuse
treatment providers. This funding builds on an $18 million recurring increase for this purpose in
FY 2023 and another $9 million in FY 2024.

$7 million in FY 2025 and $35 million total through FY 2029 from TennCare shared savings for
quality incentive payments to community mental health centers and certain TennCare providers.

Children’s Behavioral Health

$10 million from TennCare shared savings to fund the final year of a 2-year grant program to
develop behavioral health infrastructure at children’s hospitals.

$8 million recurring — including $6 million from General Fund dollars and $2 million from K-12
Mental Health Trust Fund earnings — to fund 114 additional school-based behavioral health
liaisons. This follows an $8 million recurring increase in the FY 2024 Budget.

$5 million non-recurring to fund the final year of a 2-year expansion of youth crisis stabilization
units.

$4 million non-recurring from K-12 Mental Health Trust Fund earnings to help localities expand
their capacity to provide school-based behavioral health treatment.

$1 million in FY 2025 and $5 million total through FY 2029 from TennCare shared savings to
provide in-home behavioral health support for infants and young children.

$400,000 in FY 2025 and $2 million total through FY 2026 from TennCare shared savings to train
pediatric primary care providers in strategies to identify and manage behavioral health needs.

Other Behavioral Health

$15 million in FY 2025 and $30 million total through FY 2026 from TennCare shared savings to
support capacity and quality improvements at behavioral health hospitals.

$2 million in FY 2025 and $10 million total through FY 2029 from TennCare shared savings to
increase capacity for substance use disorder treatment.

$2 million from the state’s opioid abatement settlement funds for the first year of a 4-year
expansion of the Addiction Recovery Program.

$1.5 million in FY 2025 and $3 million total through FY 2026 from TennCare shared savings to
bolster supports for individuals with both intellectual/developmental disabilities and behavioral
health needs.

$1 million in FY 2025 and $5 million total through FY 2029 from TennCare shared savings to
compensate behavioral health providers supervising trainees.
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Franchise Tax Cut

Gov. Lee proposes a $410 million recurring cut to the franchise tax on businesses beginning in
FY 2025 and setting aside $1.2 billion in FY 2024 to refund taxes already paid. Several reasons for
the proposed cut have been cited, including simplifying the tax, staying competitive with other states, and
preempting a possible legal challenge to current law.

Tennessee’s franchise and excise (F&E) taxes are corporate taxes that comprised 22% of the
state’s tax revenues in FY 2023. Tennessee's excise tax on for-profit businesses is 6.5% of their net
earnings within the state. The state calculates the franchise tax as either 0.25% of a business's net worth
or an alternative minimum based on 0.25% of its real and tangible property in Tennessee, including
assets like land, buildings, and machinery. (26) A business' net worth is calculated by subtracting total
liabilities, such as debts, from its total assets.

In 2023, Tennessee was one of 16 states levying a franchise tax based on net worth or assets —
although several other states have recently begun to phase theirs out. (27) (28) (29) We also levy
the more common corporate excise (i.e., income) tax. (30) However, Tennessee does not collect state
taxes on individual income, property, or other items such as estates and gifts — major revenue sources
for other states (Figure 24). Instead, the state heavily relies on two primary sources of revenue — sales
and gross receipt taxes and corporate taxes. According to Census data, Tennessee was more reliant on
corporate taxes than all but two other states in FY 2022. (31)

Figure 24. Tennessee Relies More Heavily on Sales and Corporate
Taxes Than Do Most Other States

State Tax Collections by State and Tax Category (FY 2022)
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The corporate category is a total of the Census’ corporate income and corporate license categories, including TN’s
franchise and excise tax collections. The other category includes all other state tax and license revenue.
Source: The Sycamore Institute’s analysis of 2022 state revenue data from the U.S. Census Bureau (31)

The FY 2025 Budget proposes removing the franchise tax’s alternative minimum tax on property
and providing partial refunds for companies that paid that tax in 2021-2023. (32) Refunds would be
available to any company that paid the alternative minimum tax for the amount exceeding what the
organization would have owed on its net worth in those years. The state projects the change will result in
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$1.2 to $1.6 billion in one-time refunds and a recurring reduction of $410 million in annual tax revenue.
(33) (34) (1) (35)

State officials say the proposal is necessary to preempt legal challenges to the current law under
the U.S. Constitution’s Dormant Commerce Clause. (35) (36) While no case has been filed, the
concern is that the current tax may hinder businesses from operating across state lines, creating an illegal
barrier to interstate commerce. This concern arises from using an alternative minimum tax base —
meaning the most valuable tax on one metric or another (i.e., net worth or property). The argument is that
a company operating in multiple states could end up paying a higher effective tax rate than a company
only operating within Tennessee — thus discouraging companies from expanding into or beyond
Tennessee’s borders. However, without the context of an actual lawsuit, how a court would rule and the
exact details of any potential Constitutional violation remain uncertain. As a result, it is hard to determine
the extent to which Gov. Lee’s proposal rectifies a real and significant liability or simply provides a
straightforward tax cut.

Any legal challenge to Tennessee’s franchise tax could also impact the tax structure of other
states. While there are no reported legal cases elsewhere, at least three other states use an alternative
minimum or maximum in their corporate tax calculations. (37) (38) (39) North Carolina recently removed
its alternative minimum definition but did not provide for refunds. (40) (41) (42)

Several alternative approaches could potentially address the state’s legal concerns with less
revenue impact.? For example:

¢ Some tax experts believe that a credit program could address constitutional concerns for affected
companies at a lower cost than the Budget’s proposal. (33) (34)

e Policymakers could also adjust the tax rate on net worth to fully or partially offset any losses
associated with eliminating the alternative minimum tax on property. However, this approach
would redistribute the tax burden from companies currently paying on property to those paying on
net worth.

e Another revenue-neutral option could involve taxing both a company’s net worth and its property
at a reduced rate. This change may alleviate any concerns regarding using an alternative
minimum tax definition.

o With or without any changes to the tax structure, policymakers could set aside available non-
recurring dollars for a potential refund account that would only pay out if a lawsuit materializes
and the state doesn’t win.

Officials have also cited competitiveness as a reason for the change, and indeed, Tennessee has
relatively high corporate taxes nationally, largely due to the state’s tax structure. When comparing
Tennessee’s corporate tax revenue with other states, we consistently rank among the ten highest. This
ranking holds whether measured as a percentage of gross domestic product (GDP), a percentage of
personal income, or on a per capita basis. (31) (43) (44) Tennessee also has the highest combined
average state and local sales tax rate nationwide. (45) In fact, the state’s revenue structure was the 6th
most dependent on sales and gross receipt taxes and 3rd most reliant on corporate taxes in FY 2022

3 The information provided does not, and is not intended to, constitute legal advice; instead, all information and
content are for general informational purposes only.
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(Figure 24). (31) This context underscores the trade-offs involved in Tennessee’s tax structure — which
must balance the lack of certain taxes with higher reliance on others.

However, corporate taxes are just one factor in the overall competitiveness of a state’s business
environment. Given our overall low tax environment, low regulatory burden, and strong economic output,
Tennessee is consistently considered a business-friendly state with a strong economic outlook. (46) (47)
(48)

Revenue Context for the Franchise Tax Proposal
The governor’s proposal comes in the context of recent cuts to what is already a volatile tax, a
strong overall economy, and lower-than-expected F&E tax collections.

o Corporate taxes (and any changes made to them) are notoriously difficult to project
because of their volatility. Compared to the sales tax, the state’s corporate taxes have much
larger swings in revenue change from one year to the next (Figure 25). (49)

o Policymakers enacted several other F&E cuts last year. The 2023 Tennessee Works Act
(TWA) was forecast to reduce F&E collections by $158 million in FY 2024 via a mix of permanent
and temporary tax cuts. (50) (51) (52) The enacted F&E changes permanently raised the
thresholds at which businesses must start paying these taxes and instituted a two-year tax credit
for companies offering paid family leave. Even so, initial budget forecasts with those changes
estimated F&E collections would still grow by 2% in FY 2024. However, the actual impact may not
be known for several years.

e Tennessee’s economy has been growing (Figure 26). The U.S. economy grew faster in 2023
than the year before, with its greatest gains occurring in the year’s final six months. (53) Though
final 2023 data for Tennessee is not yet available, Tennessee’s economy also grew throughout
the year. In fact, we outperformed the U.S. economy and 34 other states during the first three
months of FY 2024 (i.e., July-August 2023). (54)

e F&E tax collections for FY 2024 are coming in below projections despite the growing
economy. Six months into this fiscal year, actual F&E collections have fallen $234 million short
(or 11%) of projections (Figure 27) — which could be due to an underestimation of the TWA's
effects and/or typical F&E volatility. The Budget now expects an 8% annual decline in collections
— amounting to $378 million less than in FY 2023 and $473 million less than previously projected
for FY 2024 (Figure 28). (55) In contrast, sales tax collections have been more in line with
projections — even after accounting for the TWA'’s sales tax holiday — and are still expected to
grow by 2% over FY 2023 collections. (55) (51)
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Figure 25. Tennessee’s Franchise & Excise Tax Collections Were

More Volatile than the Sales Tax Over the Last Three Decades

Annual Change in Tennessee Collections by State Tax (FYs 1996-2023)
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Source: Sycamore Analysis of the FYs 1996-2025 Tennessee State Budgets (nominal dollars)

Figure 26. Tennessee Experienced Strong Economic Growth in 2022

and 2023
Real* Gross Domestic Product Growth in TN, the US, and Southeastern (SE) States
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Source: Bureau of Economic Analysis (54)
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Figure 27. Six Months into FY 2024, Franchise and Excise Taxes Are
$234 Million Below Projections and Sales Taxes Are $72 Million Under

Monthly Collections by Tax (FY 2024 Actual v. Budgeted Collections)
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Note: Numbers may not add up to totals due to rounding. Collections are reported on an accrual basis, which means
that collections for FY 2024 represent the collections reports for Aug 23 — Jul '24.

Source: The Sycamore Institute’s analysis of FY 2024 revenue collection data from the Tennessee Department of
Finance and Administration (56) (4)

Figure 28. The Lee Admin. Expects 10% Less Than Projected from
Franchise & Excise Taxes in FY 2024 and 2% Less from Sales Tax

Actual and Projected Tax Collections (FYs 2022-2025)
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*The July 1, 2023 budgeted estimate reflects the enacted FY 2024 Budget and related legislation.
Source: The Sycamore Institute’s analysis of the FYs 2024-2025 Tennessee State Budgets (3) (1)

FY 2025 Funds Reserved for Legislative Action

The Budget reserves $3 million in recurring and $10 million in non-recurring funds for initiatives and
amendments of the legislature. Another $3 million in recurring and $10 million in non-recurring funds are
reserved for the Administration Amendment expected later this legislative session.
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FY 2025 Spending Reductions

The Budget proposes reductions totaling $44 million recurring and $50 million non-recurring. The non-
recurring reductions reflect replacing state dollars with other temporary sources of funding. The recurring
reductions largely come from:

e A $20 million reduction to the state’s recurring obligations for funding other post-employment
benefits (OPEB) — which includes health insurance for retired state employees. This reduced
obligation comes on the heels of $550 million in one-time deposits over the last two years to help
pay down those long-term liabilities. See our FY 2024 budget summary for more information.

e $13 million comes from enroliment and utilization reductions in the TennCare programs housed at
the Department of Intellectual and Developmental Disabilities.

e $7 million from rent reductions and billing system savings across several agencies.

FY 2025 State Tax Revenue Growth

The Budget expects total state tax collections to grow by 1.53% (or $332 million) in FY 2025. The
State Funding Board recommended a range of 0.1% to 1.1% growth in the recurring state tax revenues
based on expert estimates that ranged from 0.6% to 4.2%. Recurring General Fund revenues — about
86% of all Department of Revenue state tax collections — are expected to grow by 0.5% in FY 2025.

The direction and degree of expected change vary by revenue type (Figure 29):

e +3.2% gain ($446 million) in general sales tax collections.

e +1.3% gain ($22 million) in gas, fuel, and motor vehicle taxes and fees collections.

e -2.9% loss ($128 million) in franchise and excise tax collections from businesses — before any
reductions from the proposed tax cut discussed earlier. These losses are largely associated with
a temporary tax credit for businesses offering paid family leave and changes to calculating
depreciation. (57)

e -0.9% loss (-$9 million) in selective sales and gross receipts taxes collections.

Figure 29. Gov. Lee’s FY 2025 Recommended Budget Anticipates
1.5% Growth in Total State Tax Collections

Estimated FY 2025 Tennessee Dept. of Revenue Collections vs. Current Estimates for FY 2024

All State Taxes General Selective Franchise Gas, Fuel, & Motor
Sales Tax Sales & Gross Receipts & Excise Tax* Vehicle Taxes &
Taxes Fees

Shows state taxes collected by the Tennessee Department of Revenue. *Does not reflect the impact of proposed tax
legislation (e.g., franchise tax cut).
Source: FY 2025 Tennessee State Budget (1)
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Figure 30. Tennessee’s Tax Collections Have Grown Rapidly in

Recent Years
TN Dept. of Revenue Tax Collections and Cumulative Growth in FYs 2020-2023

$25B

+40%

$20B
+42%
+68%

$15B
$10B
$5 /
2 : : Vi 2
$0B 0 20 23 0 3

All State Taxes General Sales Tax Franchise & Excise Tax

@

Sources: Tennessee State Funding Board materials from the FYs 2016-2025 State Budget Documents (3) (1)

Tennessee experienced rapid revenue growth over the last several years due to large gains in
sales tax and franchise and excise taxes. Department of Revenue tax collections grew by 40%
between FYs 2020 and 2023, bolstered by a 42% increase in sales tax collections and a 68% increase in
franchise and excise tax collections. After adjusting for inflation, these totals remain strong at 21%, 23%,
and 45%, respectively (Figure 30). Meanwhile, the state’s gas, fuel, and motor vehicle taxes and fees
collections only grew by 2% during this period — a 12% decline after adjusting for inflation.

Figure 31. Tennessee’s Rainy Day Reserves Would Reach $3.6 Billion

in FY 2025 Recommended Budget
Tennessee Rainy Day Fund Resources (FYs 2006-2025)

Recessions $3.6B
total

Days of General
Fund Operations

Reserve for Revenue Fluctuations
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

Note: FYs 2024-2025 “Days of General Fund Operations” are based on estimates of General Fund expenditures.
Prior years are based on actual expenditures.
Source: The Sycamore Institute’s analysis of the FYs 2008-2025 Tennessee State Budgets (3) (1)
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Rainy Day Reserves

The Budget recommends a combined balance of $3.6 billion in the Reserve for Revenue
Fluctuations and the TennCare Reserve by the end of FY 2025 (Figure 31). These rainy day reserves
are a tool of last resort should Tennessee need to respond to an economic downturn. Reserve balances
provide a cushion during a recession, which typically increases demand for state programs and services
but decreases the revenues that fund them.

e This combined balance would give the budget about 18 days more cushion than just before the Great
Recession. At $3.6 billion, the two reserves would cover about 59 days of state-funded General Fund
operations at the governor’s recommended FY 2025 levels.

e The Budget hits that mark by adding $20 million to the Reserve for Revenue Fluctuations in FY 2025.
This deposit would grow that account to $2.1 billion — the highest dollar amount ever.

¢ The Reserve for Revenue Fluctuations would exceed its statutory target by about $302 million. State
law sets a target for that fund at 8% of General Fund revenues, and the FY 2025 recommended
balance represents 9.4%.*

Key Budget Resources
e Sycamore’s Tennessee State Budget Primer
e FY 2025 Tennessee State Budget
e Budget Overview for the FY 2025 Tennessee State Budget
e Gov. Lee’s 2024 State of the State Address
e FY 2025 Budget Presentation to the House and Senate Finance Committees
e Archive of Tennessee State Budgets

*This report was updated on Feb. 26, 2024 to correct two county labels in Figures 22 and 23.

THE SYCAMORE INSTITUTE

The Sycamore Institute is an independent, nonpartisan public policy research center for Tennessee.
Sign up for email alerts at SycamoreTN.org.

Written By:

Mandy Spears, Deputy Director * David Simpson, Senior Policy Analyst
Other Contributing Staff:
Brian Straessle, Executive Director ¢« Grace Baron, Communications & Engagement Manager

For further information, contact Research@SycamoreTN.org.

4 Calculated by adding Department of Revenue and other state revenue allocations to the General Fund, Education
Fund, and Debt Service Fund minus the Gas Tax allocation to the Debt Service Fund (from page A-63 of the Budget).
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