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The State of Tennessee provides a full range of services including education, health and social services,
transportation, law, correction, safety, resources, regulation, and business and economic development. Its financial
reporting entity includes all the funds of the primary government as well as all its component units. Component
units are legally separate entities for which the primary government is financially accountable. The determination of
"financial accountability” is based on criteria established in Governmental Accounting Standards Board Statement
No. 14. Note 1.A to the financial statements explains more fully which organizations are included in the reporting
entity.

State legislation requires the Governor to present his proposed budget to the General Assembly at the beginning of
each annual session. Annual budgets are adopted for the general fund, special revenue funds (except Fraud and
Economic Crime, Community Development and the Dairy Promotion Board), and debt service fund. The General
Assembly enacts the budget through passage of specific departmental appropriations, the sum of which may not
exceed estimated revenues. Before signing the Appropriations Act, the Governor may veto or reduce any specific
appropriation, subject to legislative override. Once passed and signed, the budget becomes the state’s financial plan
for the coming year.

Budgetary control is maintained at the department level. Budget revisions during the year, reflecting program
changes or interdepartmental transfers of an administrative nature, may be affected with certain executive and
legislative branch approval. Only the legislature, however, may transfer appropriations between departments.

Local economy

Primarily an industrial based state, about 40 percent of Tennessee's land base is in farmland, with agricultural
activities accounting for 11.4 percent of Tennessee's economy. Nationally, Tennessee ranks eighth in the number of
farms. The nonfarm industry composition of the state economy is now led by the service type sectors, but was for
decades dominated by the manufacturing sector. In 1990 manufacturing accounted for 22.5 percent of nonfarm
employment in Tennessee, but by 2009 only about one in ten jobs were in manufacturing. Despite the falling
number and share of manufacturing workers, manufacturing output has continued to grow, and manufacturing
continues to be a very important component of the state economy. And while overall manufacturing jobs are in
decline, there are still new jobs being created in manufacturing as new firms locate and existing firms add to their
payrolls. In the last year, Tennessee has been called the nation's most competitive state for business, the second-best
for business climate and the most improved state for development.

The nation's recession, which began in December 2007 and has been the longest of the post World War II era,
resulted in a marked deterioration of statewide economic conditions throughout the course of fiscal year 2009. The
unemployment rate rose, income growth slowed and jobs contracted for the year. The job losses were broadly
based, affecting most sectors of the state economy. Only the education and health services and government sectors
were able to sustain job gains. The state and national unemployment rates began drifting upward in the spring of
2007 and by March 2009 the state had reached 9.6 percent, compared to an 8.5 percent national unemployment rate.
Every state in the country has experienced a rising seasonally-adjusted unemployment rate since the beginning of
the recession, and while employment patterns vary considerably across Tennessee's 95 counties, like the states,
every one has also experienced a rising unemployment rate.

The state unemployment rate has generally hovered around the national unemployment rate dating back to 1999; in
five of these years the state rate has surpassed the national average. Between 1999 and 2008 the state
unemployment rate averaged 5.1 percent, slightly higher than its national counterpart (5.0 percent). Economists
expect the state unemployment rate to rest modestly above the national average for the next ten years. Because of
the severity of the recession and the expected slow pace of job recovery in the aftermath of the recession, the state
unemployment rate is not expected to slip below 10 percent until 2012.

Nominal personal income in Tennessee has continued to grow in the face of a contracting economy. Between the
fourth quarter of 2007 and the third quarter of 2009 personal income advanced 1.5 percent. Only 14 states have
performed better than Tennessee since the fourth quarter 2007. Personal income growth is expected to slowly
improve as recovery from the recession takes hold and by 2012 break the 4 percent mark for the first time since
2007. Between 2009 and 2019, personal income in Tennessee is expected to advance at a 4.3 percent compound
annual growth rate, matching the rate of growth recorded between 1999 and 2009.



Like the nation, Tennessee is expected to see economic growth steadily improve in 2010, but it will be a long road to
full recovery as virtually every measure of economic activity rests at a depressed level. While Tennessee will likely
not see economic activity return to pre-recession levels until 2012 or 2013, current information indicates the state is
on a sustainable path to recovery.

Long-term financial planning and relevant financial policies

In 1996, legislation was enacted that determined the allocation goal for a reserve for revenue fluctuations to be five
percent of the estimated state tax revenues to be allocated to the general fund and education trust fund. The revenue
fluctuation reserve allows services to be maintained when revenue growth is slower than estimated in the budget.
Amounts in the revenue fluctuation reserve may be utilized to meet state tax revenue shortfalls. Subject to specific
provisions of the general appropriations bill, an amount not to exceed the greater of $100 million or one-half (1/2) of
the amount available in the reserve may be used to meet expenditure requirements in excess of budgeted
appropriation levels. At June 30, 2009, the balance in this reserve was $556.5 million.

In recent years, subject to the specific provisions of an appropriation act, state legislation was also passed that allows
certain funds, reserve accounts or programs carry forwards to be denied, and allows for the transfer of funds from
the same, for purposes of meeting the requirements of funding the operations of state government. Certain reserve
funds specific to the TennCare program (one of the largest government-run managed healthcare organizations in the
country) have been preserved in an effort to prevent sudden financial instability from federal financing changes
beyond the state's control. As a social service program whose budget is traditionally counter-cyclical to an
economic downturn, TennCare's financial operations have been directed at the program to better manage the
potential increase in enrollment growth should the national economy not continue to improve.

The Governor may effect spending reductions to offset unforeseen revenue shortfalls or unanticipated expenditure
requirements for particular programs. These spending reductions can take the form of deferred equipment
purchases, hiring freezes, and similar cutbacks. If necessary, the Governor may reduce portions of administrative
budgets prior to allotment. Furthermore, the governor is authorized to call special sessions of the General Assembly
at any time to address financial or other emergencies.

The lowering of the base of state revenues that has been a result of the recession has been and is being addressed
through careful multi-year budget planning designed to preserve core services to the people of Tennessee through a
combination of program reductions and the use of reserves. Recurring base budget reduction plans in general fund
programs throughout state government are being implemented during fiscal years 2010 and 2011. Non-recurring
funds from state sources (for example capital project cancellations and funding changes, program reserves and the
revenue fluctuations reserve), as well as U.S. economic recovery sources, will be used in these years to preserve
core services and help state agencies and local service providers implement the reductions thoughtfully over a one-
year period and in some cases multi-year periods. Under the current plan, budget and revenue projections (which
have been based on a slow economic recovery) begin within the next few years to match recurring expenditures with
recurring revenues and result in a positive recurring balance.

Major initiatives

Tennessee maintains education as the state's top priority. It is considered the key to the future success of the state.
Funding for pre K-12 education has been protected from budget cuts, and recent landmark legislative action has
been taken to change, for the better, the way both K-12 and higher education work in Tennessee in the years ahead.

Tennessee has also attracted major private investments in the past 18 months that will benefit the state for years to
come. These include the building of a state-of the-art auto assembly plant in Chattanooga, and creation of high
technology facilities in Clarksville for the production of polysilicon, a primary component in the manufacture of
solar panels. They follow the launching of a number of initiatives that have made enormous progress in positioning
the state for new investment and new jobs, developing a strategy to build a critical mass of green technology
companies in Tennessee and continuing to extend the "Tennessee brand" to overseas markets by encouraging new
foreign direct investment and expanding export markets for Tennessee companies.





