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Key Takeaways

e Tennessee’s balanced budget and unique tax structure come with trade-offs.
e Budget flexibility is more limited than it appears.

e Inrecent years, policymakers have relied on conservative budgeting practices, large year-end
surpluses, and temporary federal COVID-era funding to fund priorities.

o Tennessee performs well on many key measures of fiscal health, but changing policies, economic
conditions, and structural challenges could create long-term budget pressures. These include:

Some resources that bolstered recent budgets are fading.

Transportation funding faces a structural deficit.

Lottery-funded scholarship costs may outpace revenues.

Inflation could increase the cost of existing commitments.

Disaster recovery is becoming a larger and more uncertain budget issue.

Federal funding changes can have significant state budget effects.
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Past policy choices can create future budget obligations.

The decisions made by Tennessee's next governor and General Assembly will shape the state's future for
years to come. Throughout the remainder of 2026, The Sycamore Institute will release a series of
concise, evidence-based insights drawn from our past research to provide context on the policies, trends,
and challenges that could define Tennessee's next chapter. Each brief offers a quick, accessible overview
of an important issue and links to deeper analysis for those who want to explore it further.

This brief focuses on Tennessee’s $57.9 billion budget (Figure 1)—including important features of
Tennessee’s budget, how policymakers funded recent priorities, and 7 challenges to watch going forward.
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Figure 1. Tennessee’s FY 2027 Recommended Budget Totaled $57.9
Billion

Tennessee FY 2027 Recommended Budget by Revenue Sources and Expenditures
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Note: Numbers may not add up to 100% due to rounding. "Capital & Facilities” includes Capital Outlay, Facilities
Revolving Fund, and Debt Service Requirements. “General Government” includes state employee and other costs
that support other expenditure categories.

Source: The Sycamore Institute’s analysis of the FY 2027 Tennessee State Budget (1)

Key Features of Tennessee’s Budget

Tennessee’s balanced budget requires tough choices. The state’s constitutional balanced budget
requirements means the budget is less a static document than an ongoing management process. The
state's constitution requires a balanced budget every year—meaning spending cannot exceed available
revenues and reserves. This means policymakers must weigh competing priorities and manage a budget
that changes as revenue estimates, federal policy, program costs, and economic conditions evolve.

Tennessee’s unique tax structure comes with trade-offs. The state constitution’s income tax ban
helps keep overall state taxes relatively low, but it also concentrates state revenues in the sales tax and
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other relatively high taxes. Because the state has no personal income tax, Tennessee relies more on
sales taxes and corporate taxes than other states, on average (Figure 2). It also taxes less overall than
most other states. However, many of Tennessee’s individual taxes are relatively high (Figure 3). This
uncommon structure potentially limits the range of options available if policymakers want to raise
substantial new revenues.

Figure 2. How Tennessee’s State Tax System Compares

State Taxes by Source - Tennessee vs. 50-State Total (FY 2025)
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Source: The Sycamore Institute’s analysis of U.S. Census Bureau’s 2025 Annual Survey of State Government Tax
Collections (2)

Figure 3. How Tennessee’s State Taxes Compare

Tennessee’s Ranking Among 50 States
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*Among eight states that tax groceries.
Sources: The Sycamore Institute’s analysis of information from U.S. Census Bureau (3) (2), Tax Foundation (4), and
National Association of State Budget Officers (5)

The Sycamore Institute



Budget flexibility is more limited than it appears. Most of the money in the state budget has strings
attached—including programmatic and/or matching requirements for federal dollars, state revenues
earmarked for specific purposes, or funding required by lawsuits against the state. Meanwhile, most
"new" dollars from revenue growth each year is needed for routine costs before the budget process even
begins. Annual revenue growth helps cover the rising costs of existing commitments—including
compensation for state employees, TennCare cost growth, education funding formulas, inflation, and
other recurring expenses. As a result, policymakers typically have far less flexibility to fund new priorities
than topline numbers might suggest.

Learn more about Tennessee’s budget process and unique features in The Tennessee State Budget
Primer.

Tennessee’s Recent Budgets

In recent years, policymakers have relied on conservative budgeting practices, large year-end
surpluses, and temporary federal COVID-era aid to fund priorities. These include:

¢ Reserving Recurring Revenues — In the FYs 2022-2026 budgets, policymakers allocated new
recurring revenues to one-time purposes for fear that revenue collections during and after the
pandemic could slow or decline. By not tying these dollars up for long-term commitments, they
remained available at the fiscal year’s end for recurring uses in the next budget. (Figure 4).

¢ Budget Surpluses and Program Reversions — Recent budgets also drew on historically large
budget surpluses—Ilargely from unspent program “reversions” (Figure 5). Many of those
reversions stemmed from temporary fiscal conditions created during and after the pandemic,
which included enhanced federal Medicaid funding that reduced the need for state dollars in
TennCare.

o Treasury Earnings — Recent surpluses and budgets also benefitted from higher-than-usual
state treasury earnings. Some of these additional earnings came from the investment of unspent
federal COVID-19 relief funds that Tennessee received in 2020-2021. States were given several
years to expend the funds and authorized to invest the balances in the meantime.

These funding sources helped policymakers balance the budget and make major one-time
investments. For example, keeping recurring dollars free for future budgets helped lawmakers cover
recurring cost increases and new initiatives even when recurring revenue growth was modest.
Meanwhile, major one-time investments were directed at capital projects and maintenance, General Fund
subsidies for transportation-related activities, and technology and systems-related upgrades throughout
state government.

See complete analyses in recent annual budget summaries.
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Figure 4. Recent Budgets Used Ongoing Revenues for One-Time
Costs—A Practice that Left Funds for Future Budgets

Available Recurring Funds for Use in Next Budget (FYs 2012-2027)
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Sources: The Sycamore Institute’s analysis of the FYs 2023-2027 Tennessee State Budget Overviews (1)

Figure 5. Tennessee’s Recent Budget Surpluses Were Historically
Large and Have Been Trending Down

Year-End Budget Surpluses by Source (FYs 2017-2025)
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Note: Reversions are when agencies send unspent dollars back to the General Fund at the end of the FY. According
to administration testimony, the FY 2025 reversions also include funds from program reserves.
Sources: The Sycamore Institute’s analysis of the FYs 2019-2027 Tennessee State Budget Overviews (1)

7 Potential Challenges on the Horizon

Tennessee performs well on many key measures of fiscal health, but changing policies, economic
conditions, and structural challenges could create long-term budget pressures. The state largely
follows recognized budgeting best practices and has one of the nation's strongest rainy day reserves,
relatively low debt, and a triple-A rating from all three credit rating agencies. At the same time, inflation,
uncertainty around federal funding and matching requirements, and dedicated revenue sources that aren't
keeping pace with costs could test that position in the years ahead. Seven potential challenges include:

The Sycamore Institute



1. Some of the resources that bolstered recent budgets are fading.

Some of the budgeting practices and one-time funding sources that recent budgets benefitted from are
winding down. Unlike other recent budgets, the FY 2027 budget did not use a significant portion of new
recurring revenue for one-time purposes (Figure 4). Program reversions have gradually declined as
enhanced Medicaid funding was fully phased out in the midst of FY 2024 (Figure 5), and the federal
funds that generated some of the higher-than-usual treasury earnings must be fully spent by states—and
therefore are no longer available for investment—by December 31, 2026. (6) (7)

See related discussions in recent annual budget summatries.

2. Transportation funding faces a structural deficit.

Dedicated taxes and fees that support the Highway Fund have not kept pace with inflation in construction
costs and long-term transportation needs (Figure 6). Recent budgets have relied on recurring and one-
time General Fund transfers to help address the gap, but policymakers continue to face significant long-
term funding needs. (8) (9) (10)

See related discussion in The Budqget in Brief: Summary of Gov. Lee’s FY 2027 Recommended Budget
and The Tennessee State Budget Primer.

Figure 6. Tennessee’s Highway Fund Revenues Have Not Kept Up
with Inflation

Tennessee Highway Fund Tax Collections (FY 1995-2025)
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Adjusted numbers are in 2025 dollars using the average annual CPI-U and National Highway Construction Costs
Index. The latter is only available beginning in 2004.

Sources: The Sycamore Institute’s analysis of data from Tennessee State Budgets (1), the U.S. Bureau of Labor
Statistics (11), and the U.S. Department of Transportation (12)
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3. Lottery-funded scholarship costs may outpace revenues.

Scholarship costs have grown in recent years while lottery proceeds have declined (Figure 7). (13) A
sports betting tax supplemented lottery proceeds since FY 2021, and the FY 2027 budget uses a portion
of those collections to close a projected gap in FY 2026. However, recent legislation redirects excess
sports betting funds to a K-12 school construction fund. Resulting lottery projections suggest that
policymakers will need to address the program's long-term structural outlook to avoid across-the-board
scholarship cuts.

See related discussion in The Budqget in Brief: Summary of Gov. Lee’s FY 2027 Recommended Budget
and The Tennessee State Budget Primer.

Figure 7. Tennessee’s Lottery Funded Scholarships Face a Structural
Deficit

Actual and Projected Lottery Proceeds and Costs (FYs 2019-2030)
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Note: Proceeds exclude interest and a reserve for potential shortfalls. Expenses reflect scholarship costs under
current policy and exclude an unallocated “expenditure reduction” reflected in the FY 2027 budget document in FY's
2027-2030 to address the structural deficit and replenish the shortfall reserve. Projections reflect the recommended
range adopted by the State Funding Board in Dec 2025. *The FY 2027 budget document reflects the
supplementation by sports betting tax proceeds through FY 2027. Those proceeds are otherwise allocated to a K-12
school construction fund.

Sources: The Sycamore Institute’s analysis of the FYs 2019-2027 Tennessee State Budgets (1)

4. Inflation may increase the cost of existing commitments.

The state has made significant investment in capital projects in recent years. Even after these projects
are approved and funded, however, inflation can fuel cost overruns—which would require additional
appropriations or changes to project scopes. At least one recent budget, for example, included additional
dollars to cover higher costs for buildings at Austin Peay and Middle Tennessee State University, and
similar cost overruns have been reported for a new building at Vol State Community College. (14)

See related discussion in The Budqget in Brief: Summary of Gov. Lee’s FY 2024 Recommended Budget.
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5. Disaster recovery is becoming a larger and more uncertain budget issue.

Federally-declared disasters have become more frequent and costlier in recent years—increasing
demands on state and local governments. (15) For example:

e In 2024, Gov. Lee made $100 million of state funding available to provide loans to counties
affected by Hurricane Helene as they awaited federal dollars. (16)

e Another $472 million was appropriated in 2025 for other Hurricane Helene-related activities—
including $100 million for a new Governor’'s Response and Recovery Fund specifically for
recovery activities not covered by federal programs. (17) (18)

e Another $44 million in non-recurring funding was approved in the FY 2027 budget to replenish the
Governor’'s Response and Recovery Fund—less than the $100 million originally proposed by the
governor in his recommendation. (19) (20)

Meanwhile federal policymakers are considering—and in some cases implementing—changes to disaster
assistance that could shift more responsibility to states. (21) Together, these trends create additional
uncertainty for future budgets.

6. Federal funding changes can have significant state budget effects.
Changes to federal matching rates, eligibility rules, or grant requirements can substantially affect
Tennessee's budget, even when the underlying services or enrollment remain largely unchanged. Recent
trends and changes affecting TennCare and SNAP—the two largest sources of federal funding in the
state budget—illustrate how federal policy decisions can quickly alter state costs. Tennessee will need to
contribute an additional $77 million for recurring SNAP administrative costs and potentially up to $171
million for benefits in FY 2028. Meanwhile, a 0.82 percentage point decline in Tennessee’s federal
Medicaid match rate for FY 2027 required an $86 million state funding increase in the FY 2027
recommendation.

See related discussion in “Hot Topics” in The Tennessee State Budget Primer.

7. Yesterday’s policy choices can create future budget obligations.

Policy decisions made in the past can carry significant and long-lasting fiscal consequences for the state.
For example, recent decisions that affect prison populations, sentencing policies, or other long-term
commitments will likely increase future operating and capital costs. Tennessee's fiscal note process is
designed to estimate some of these effects, but policymakers must still weigh and ultimately manage the
long-term budget implications.

See related discussion in Budgeting for Incarceration in Tennessee.

Additional Sycamore Resources
e Tennessee State Budget Primer
e The Budget in Brief: Summary of Gov. Lee’s FY 2027 Recommended Budget
e Summary of Gov. Lee’s FY 2027 Amended Budget
e 8 Quick Facts About Tennessee’s Budget Process
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¢ How Inflation Affects Tennessee’s State and Local Governments
e Budgeting for Incarceration in Tennessee
e Sycamore’s Complete Budget Analysis Archive

THE SYCAMORE INSTITUTE

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