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Virginias Fiscal Condition-
More Than a Short-Term Problem

By John L. Knapp

Introduct ion

My  purpose  is  to  stimulate  thinking  about
Virginia's state and local government finances.
Many  of  the  items  will  be  controversial.
Because this is a large canvas, I will paint with
primary colors.

First,  I  will  state the problem, followed
by an analysis of how we got into the current
fiscal dilemma. Next, I will cover the dismal
short-term  outlook.  Then  I  will  look  further
ahead for the state government's major expen
diture programs. However, before I cover that
ground,  I  will  discuss  the  concept  of
"need." My next topic I have labeled "special
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considerations." This includes state-local tax
burden, the Balkanization of state finances,
economic  development,  and  other  topics.  I
conclude with an analysis of revenue options
and some closing remarks.

Statement of the Problem
Virginia's public sector faces a short-term fis
cal crisis as the result of overly generous tax
cuts and a major downturn in the economy.
After  the  Commonwealth  weathers  the
short-term effects of the recession and terror
ism,  there  will  still  be  long-term  problems
that must be addressed.
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How Did We Get In A
Fiscal  Dilemma? Figure 2. Cost of Car Tax Relief
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What  happened?  General  fund
revenues,  adjusted for  inflation,
grew very rapidly in fiscal years
1998,  1999,  and  2000.  These
gains  were  looked  upon  as  an
ongoing  fiscal  dividend  from
Northern  Virginia's  high-tech
sector  and  the  new  economy.
Overlooked  was  the  fact  that
revenues were also stimulated by
the  booming  stock  market.
Realized  capital  gains  in  the
stock  market  added  to  Virginia
income tax revenue. Beginning in tax year 1996
there was a dramatic increase in the capital gains
portion of adjusted gross income (Figure 1).

Rising house and stock market values also
caused a wealth effect that encouraged consumer
spending. The increased economic activity was a
stimulant for the individual income tax, the gen
eral sales tax, and the motor vehicle sales tax.
Other states were going through similar boom
times, and they also cut taxes.

Virginia has yet to feel the full  impact of
car tax relief. In the first year affected, FY 1999,
the tax cut cost $181 million. In FY 2001 it cost
S604 million. The FY 2002 cost is forecast to be
$889 million, assuming that relief stays on tar
get. Then, if  full  implementation is achieved in
FY 2003,  the cost  will  be $1.1 billion and will

Figure 1. Capital  Gains Reported on Federal Tax Returns
Filed  by  Virginians
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Significant cuts also were made in the sales
tax, but much of the revenue impact has yet to be
felt. The sales tax on nonprescription drugs was
removed  beginning  in  FY 1998.  In  the  current
fiscal year, that exemption will cost $18.7 million
in foregone revenue. The sales tax on food for
home  consumption  was  reduced  by  the  1999
General  Assembly.  Only  a  fourth  of  the  2-per-
centage point reduction has been implemented.
The foregone revenue in  FY 2002 will  be  $47
million.  The  remaining  relief  will  have  to  await
better economic times in order to meet triggers
in the statute.

The  Dismal  Short-term  Outlook
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continue to grow each year by 3 to 4 percent. In
my view, relief will  be frozen at 70 percent for
several years because of restrictions in the statute
and the state's difficult financial position. Even a
70 percent  freeze will  cost  about  $800 million
per  year,  but  when  implementation  is  fully
achieved, this expensive program will cost about
50 percent more (Figure 2).

The  outlook  for  FY  2002  is  very  poor.
Collections for the first  four months of the cur

rent fiscal year are virtually flat,  up
only  0.1  percent  over  the  same
period a year ago. This dismal situa
tion  primarily  reflects  the  initial
impact  of  the  terrorist  attacks,  but
the  Virginia  economy  was  slowing
even prior  to  September  11th.  The
violence  dramatically  worsened  the
situation.  Tourism  and  meeting
activity  in  Northern  Virginia  is  still
suffering. Daily news about anthrax
and  the  restricted  use  of  Reagan
National  Airport  continue  to  dam
age  the  economy.  Movement  of
Navy personnel to overseas assign
ments  removes  a  vital  prop  to  the

Hampton Roads economy.
Forecasting  revenues  is  difficult,  particu

larly  now  when  there  is  so  much  uncertainty
about the recession and the current and future
impact  of  terrorism.  Historical  data  on  revenue
forecasts show that, as would be expected, the
longer the forecast period, the more inaccurate
are the forecasts. Also, the best forecasts are fair
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weather forecasts. In stormy times like the pres
ent,  forecasts  are  often  far  off  the  mark.  This
means that the initial forecasts for the next bien-
nium  are  likely  to  contain  large  errors.  Such
errors may be bigger than usual because of our
ignorance about when the recession will bottom
and the vigor of the recovery.

At  the  end  of  November,  Governor
Gilmore's administration was talking in terms of
an $890 million revenue shortfall for the current
fiscal year, and it is very possible the figure could
be even higher. The Revenue Stabilization Fund
(the "rainy day fund") is a resource that can be
tapped.  However,  the  Constitution  mandates
that the General Assembly can appropriate only
one-half  of  the revenue shortfall  based on the
revenue forecast of the appropriation act. Since a
new appropriation act was not passed in the 2001
session, the operable revenue forecast is higher
than  the  current  official  forecast.  Incidentally,
the rainy day fund is unlikely to be available for
the upcoming biennium unless the new revenue
forecasts are overly optimistic.

Long-term  Expenditure  Analysis
My argument is  that  the Commonwealth faces
major fiscal problems beyond the current situa
tion stemming from the recession and the terror
ist  attacks. This argument is buttressed by the
findings  of  the  Barents  Group,  a  well-known
government  consulting  unit  within  KPMG
Consulting  Inc.  A  few  years  ago  Virginia
Forward, a statewide bipartisan group of business
leaders, commissioned Barents to study Virginia
state and local government finances. That study,
which was published in 1999, was, in turn,  an
outgrowth  of  an  earlier  work  by  the  Virginia
Business Council, another business group inter
ested in public policy. According to the Barents
study, projected state and local fiscal gaps ranged
from $3.3  billion  in  FY 2000  to  $4.6  billion  in
FY 2008.

Following  the  release  of  the  original
Barents  study,  Virginia  Forward  hired  Dr.
Rudolph Penner to examine the study in light of
the worsening economy. Penner, a fiscal expert
and  previous  director  of  the  Congressional
Budget  Office,  published  a  brief  report
in  January  2001  that  found  little  change
in  the  fiscal  gaps  when  he  factored  in  more
recent data.

The  state's  major  programs  are  higher
education,  K-12  public  education,  transporta
tion, and Medicaid. Together, they accounted for
nearly  two-thirds  of  total  proposed  spending,
including capital outlay, in FY 2001 (Figure 3).

Figure 3.  Virginia Operating and Capital  Outlay
State Budget, FY 2001
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Source: Virginia Department of Planning and Budget.
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Before presenting some of the estimates of
need,  it  is  worthwhile  to  review  the  concept.
"Need" is a value term developed according to
criteria  adopted  by  the  estimator.  When  esti
mates of need extend over a number of years,
they incorporate estimates of future factors that
determine costs, such as vehicle miles traveled,
full-time  equivalent  enrollment,  and  Medicaid
caseloads. Reasonable people can and do disagree
about assumptions and what qualifies as a need.
Nevertheless, such estimates are essential.

Transportation
The  most  daunting  funding  problem  is  trans
portation spending with emphasis on highways,
the largest component. There have been a num
ber  of  transportation  needs  studies  in  recent
years,  each  employing  different  methodologies
and covering different time periods.

In 1998, the Commission on the Future of
Transportation made projections of highway and
other transportation needs. That study forecast
highway  needs  of  $74.5  billion  and  other
transportation  needs  of  $14.2  billion  over  a
20-year  period.  After  allowing  for  projected
revenue, the unfunded gap was forecast to be
$53.8  billion  for  highways  and  $11  billion  for
other transportation.

In January 2001, the Virginia Department
of  Transportation  (VDOT)  submitted  a  20-year
needs assessment in accordance with legislation
requiring a long-term forecast every five years.
There were many qualifications, but the bottom
line  was  that  needed  projects  according  to  a
moderate (rather than aggressive) scenario -would
cost $82.2 billion.

The forecast was broken down into types of
need. Most of the Category I needs are active proj
ects either in the advanced design or right-of-way
acquisition  stage  and  contain  funds  for
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construction. Category II includes location, feasi
bility, and corridor studies currently contained in
the six-year Virginia Transportation Development
Plan for the interstate, primary, and urban systems
and the Route 58 corridor. The needs study also
included Category III projects that are unfunded
twenty-year  projects  for  the interstate,  primary,
urban, and secondary systems, and toll facilities.
The 20-year plan is limited to highways. It does
not cover other forms of transportation such as
ports, rail, airports, and mass transit.The $82.2 bil
lion highway construction needs forecast for the
20-year period can be put in perspective by noting
that VDOT plans to spend $1.7 billion for con
struction in FY 2002.

The  Joint  Legislative  and  Audit  Review
Commission (JLARC) has been examining many
aspects  of  highway  construction.  In  November
2001  the  JLARC  staff  gave  a  briefing  on  the
"Equity and Efficiency of Highway Construction
and  Transit  Funding."  Focusing  on  only  the
remaining cost of projects identified in the Virginia
Transportation Act of 2000 and the remaining cost
of other interstate and primary projects listed in the
2001 Virginia Transportation Development Plan
(the so-called "six-year plan"), JLARC's staff esti
mated that the cost of completing
identified projects over the next 10
years would be $15.6 billion and
that the unfunded gap would be
$7.9 billion. Furthermore, JLARC
observed  in  a  December  2000
study  that  VDOT  construction
expenditure forecasts in the six
year development plan may have a
cost overrun of 45 percent because
of multiple factors, including proj
ect  scope  expansion,  lack  of
adjustments  for  inflation,  and
design errors and omissions.

A topic  that  has  received
relatively little attention by state
government has been rail and rail transit projects.
This  includes  passenger  rail  from Washington,
D.C. to Richmond, from Richmond to Hampton
Roads, from Richmond to Petersburg, and other
intercity connections, as well as rail transit such
as Metro extensions and the Dulles corridor. In
September 2001, the Virginia High Speed Rail
Development  Committee,  a  not-for-profit,  busi
ness oriented organization, published a 64-page
study,  entitled  the  Virginia  Rail  Plan.  Although
the sponsors admit the study is only a first effort
with many information gaps to be filled, it  con
tains thoughtful  analysis.  The committee advo
cates  spending  $2.5  billion  on  high  speed,

regional  passenger  and  commuter  rail,  yet  it
notes that available funding is only $86 million.
In regard to rail transit projects such as subways
and streetcars,  the cost  of  those for  which the
committee could obtain data was S4.4 billion, but
less than $200 million is available.

Although these forecasts  of  highway and
other transportation needs differ dramatically in
methodology  and  findings,  the  bottom  line  is
that no matter which study is used, they all share
the  conclusion  that  the  Commonwealth  faces
huge shortfalls in transportation funding.

Medicaid
Medicaid has been a rapidly growing program in
Virginia and all other states. Some of the reasons
for the rapid growth were increases in the cost of
drugs, higher rates for nursing homes and per
sonal care services, and the 1990-1991 recession
that caused an increase in eligible welfare recipi
ents  at  that  time.  The  Medicaid  appropriation
from general  funds  in  FY 2002  is  $1.4  billion,
and actual outlays may be higher. As shown in
Figure  4,  Medicaid  expenditures  expanded
greatly in the 1990s.

Figure  4.  Medicaid  General  Fund  Appropriations
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The  current  outlook  for  Medicaid  is  not
good for state budgets. The Kaiser Commission on
Medicaid and the Uninsured observed in a recent
study:  "During  economic  downturns,  Medicaid
programs get caught in the crossfire between the
need for increased coverage and spending and the
erosion of state revenues and constraints on state
budgets."  Ideally,  Medicaid  should  be  counter
cyclical.  As  unemployment  rises,  more  people
become eligible, and the states and the federal gov
ernment spend more. The commission noted that,
"If State funds are notavail-able a State may be
forced  by  economiccircumstances  to  cut  the
program at a time when the need for it may be
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greatest." Specific strategies likely to be pursued
are: drawing on reserve funds that states built up
during the 1990s, working with the federal gov
ernment to increase its share, using tobacco settle
ment  funds,  "increasing  the  revenue  stream"
(a euphemism for taxes), and containing costs.

Higher  Education
In  a  December  2000  report  the  Joint
Subcommittee  on  Higher  Education  Funding
Policies compared current spending with guide
lines  it  had  developed.  Current  spending  was
calculated  for  state-supported  four-year
institutions,  Richard  Bland  College,  and  the
community colleges. In the aggregate, the sub
committee estimated an annual shortfall of $187
to  $206  million  between  the  guidelines  and
actual spending in FY 2001.

In October of this year, the State Council
of  Higher  Education  for  Virginia  (SCHEV)
recommended a plan to phase in over four years
full  funding  of  the  subcommittee's  guidelines.
In  addition,  SCHEV  recommended  a  six-year
capital outlay plan that would require $2.6 billion
in general fund support.

K-12  Public  Education
At the request of the General Assembly, JLARC
undertook a major study of the financing of pub
lic  education.  This  long-awaited  study  was
released in late November 2001.

The study presents options in three tiers.
Tier  one calls  for  meeting  standards  of  quality
costs (SOQ_costs) using cost estimating princi
ples  recommended  by  JLARC.  Incidentally,
SOQ_  costs  should  not  be  confused  with  the
standards of learning (SOL). The SOL program
involves state standards for student achievement
and  a  testing  program  to  back  them  up.  The
SOQ_cost refers to the minimum cost deemed
necessary  to  comply  with  state  constitutional
and legislative requirements to provide a quality
education.  I  will  not  go  into  the  debate  about
how SOQ_ costs are currently  calculated.  The
bottom line is that in the opinion of JLARC and
many education experts, the current method is
seriously flawed. To correct it  in the next bien-
nium would cost $683 million in addition to the
$377  million  that  will  be  required  using  the
current method.

Tier two involves new state aid to enhance
instructional  staffing  practices  (+$386  million)
and for at-risk pre-school programs (+$9 to $83
million).  Tier  three  would  change  the  current

state policy of limited aid for school construction
and would make a start toward raising teacher
salaries to the national average. The cost for the
capital outlay program would be up to $291 mil
lion and the cost for the salary adjustment would
be $87 to $394 million. The sum of all of the tier
proposals in the next biennium would be $1.5 to
$1.8 billion.

The recent work by JLARC places a price
tag on many of the recommendations for addi
tional state support of elementary and secondary
education that  were made by the Commission
on Virginia's State and Local Tax Structure for
the 21st  Century.  The commission,  which was
chaired  by  Thomas  R.  Morris,  President  of
Emory and Henry College, made its recommen
dations last year.

Special  Considerations

Tax Burden
The tax burden in Virginia is low. The best over
all measure of burden is to divide total state and
local taxes by personal income. In FY 1999, the
most recent year available, Virginia's burden was
92 percent of the U.S. average. Virginia ranked
43rd in the nation in a ranking from the highest
to the lowest state. In relation to the District of
Columbia and neighboring states, Virginia's tax
burden was below all except Tennessee (Figure 5).

Figure  5.  State  &  Local  Government  Tax  Burden  per
$1,000  of  Personal  Income,  FY  1999
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Source: Calculated from Bureau of the Census data.

It  is very possible that Virginia will  rank as an
even lower tax state in the future when car tax
relief and the reduction of the sales tax on food
for home consumption are fully implemented.

Balkanization of  State Finances
There  is  much  talk  of  authorizing  sub-state
regions to increase the local option sales tax to
finance roads or roads and education. The logic
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is that if the state government will not spend the
money, then the localities should be permitted
to tax themselves in order to finance the desired
programs. According to my rough calculations,
Northern  Virginia,  the  state's  most  populous
and wealthy area, receives 46 cents in state aid
for every dollar it  sends to Richmond. In con
trast,  poor  areas such as  Southwest  Virginia,
Southside, the Petersburg area, and the Eastern
Shore receive more than two dollars for every
dollar they send. This calculation excludes high
way taxes and highway expenditures, but I think
it  is indicative of the disparity that exists. The
interesting  consequence  of  the  state  govern
ment's reluctance to spend additional monies for
public education and highways is that pressures
are  being  created that  will  change the  mix  of
state-local responsibility. High-income areas are
likely to finance the programs they want. Other
areas of the state will not do as well.

business firms, whose most valuable resource is a
skilled labor force, are not nearly as tied to partic
ular localities, as was the case when so many busi
nesses  were  dependent  on  raw  materials.
Consequently,  firms  are  much  more  footloose,
and if the public sector does not deliver value for
taxes,  then other  locations will  beckon.  Another
aspect  of  economic  development  is  that  it  is  a
global phenomenon. Nearly all areas are trying to
attract  industry.  This  means  that  we  should  be
realistic about how much economic development
we can attract.

Income Elasticity  of  Demand for
Virginia  State  and  Local  Government
The  income  elasticity  of  demand  for  Virginia
state and local government services exceeds unity.
(Figure 6) This means that when personal income
rises by a given percentage the demand for public

FY  80

The  Big  Picture
When examining public finances in
Virginia  it  is  helpful  to  think  of
state and local government finance
as one big pot of money. This is an
oversimplification,  because  there
are  all  sorts  of  funds  and special
restrictions. Also, local government
finance is the product of decisions
by each of the cities, counties, and
towns.  Nonetheless,  I  like  to
emphasize  one  pot  of  money
because  it  is  incorrect  to  analyze
state  finances  without  including
local finances and vice versa. For example, a pro
posal  to  share state income tax revenue with
local  governments  should  not  be  considered
without  looking  into  the  opportunity  cost  of
using former state funds to fund local priorities.
Similarly, at the state level, when proposals are
made to move general fund tax sources to the
transportation  fund,  we  should  keep  in  mind
that there is an opportunity cost in terms of pro
grams formerly funded by general fund revenue.

Economic  Development
The  strength  of  our  economy  is  the  ultimate
factor that determines state and local govern
ment  tax  revenue.  Consequently,  it  is  very
important that state and local government pro
vide an infrastructure conducive to good busi
ness  and  that  taxes  be  designed  to  avoid
handicapping  economic  development.  Today's

Figure 6.  Percentage Growth of  Virginia Per Capita Income and
State  & Local  Government  Revenue From Own Sources

Revenue
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Source: Derived from the Bureau of the Census Governments Division, Governmental Finances and from the
Bureau of Economic Analysis quarterly personal income data.

goods usually will increase by a greater percent
age.  In  the  period  from FY 1979  to  FY 1999,
Virginia  per  capita  state  and  local  government
expenditures financed from own sources rose 1.2
percent  for  every  1  percent  gain  in  per  capita
personal  income.  This  is  not  surprising.  As
personal  income  grows,  residents  want  better
public goods to complement the increased con
sumption of private goods.

The  Price  of  Government
The price of the market basket of goods and serv
ices purchased by state and local governments has
risen faster than the price of items purchased by
consumers.  This  conclusion  is  based  on  the
Bureau  of  Economic  Analysis'  chain-type  price
indexes for state and local government consump
tion expenditures and gross investment  and for
personal  consumption.  From  FY  1990  to
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FY 2001 the cost of items bought by state and
local governments rose by nearly 20 percent more
than the cost of items purchased by consumers.

Options
I  have  outlined  a  number  of  problems,  some
short-term  and  others  long-term.  I  define  the
short term as the current fiscal year and at least
the first  year  of  the next  biennium.  The short-
term options are unpleasant, but given Virginia's
balanced budget rule, some combination of the
following options will have to be used: (1) appro
priate  funds  from  the  Revenue  Stabilization
Fund, (2) reduce spending by a hiring freeze, lay
offs,  deferred  maintenance,  and  reduction  of
travel  and other  expenditures,  (3)  sell  revenue
anticipation  notes,  (4)  remove  caps  on  tuition
and required fees, (5) securitize future tobacco
payments,  and  (6)  exploit  a  quirk  in  Medicaid
funding.

My  list  of  long-term  options  is  shorter.
The  first  option  is  an  obvious  choice-increase
productivity.  Of  course  we  should  continue  to
promote  efficiency  in  government  by  removing
red tape, providing incentives,  and using infor
mation  technology.  Furthermore,  I  have  not
given up on the new economy. I believe that in
the future we will again achieve significant gains
from  productivity.  Government,  with  its  heavy
personnel costs, can benefit greatly from infor
mation technology. Significant gains already have
been made, but much can be accomplished in
the future.

Bond  finance  is  another  good  option.
However,  bonds alone will  not  cover the list  of
needs for the Commonwealth, and an inevitable
consequence  of  increased  reliance  on  bond
finance  is  that  debt  service  (interest  and  debt
repayment) will take on added significance. Also,
if Virginia increases general obligation borrowing
without raising taxes, at some point it may face
higher borrowing costs because of a downgrading
of its bond rating.

Raising  taxes  is  another  option  and one
that I think will have to be exercised even though
this is the dreaded third rail  of Virginia politics.
I  will  briefly  mention  a  few  candidates  for  tax

Individual  Income  Tax
The tax should be restructured to make it a 21st
Century  tax  instrument  along the lines  recom
mended  by  the  Morris  Commission.  However,
since the commission operated under a revenue

neutrality mandate, it did not propose modifying
the tax to make it yield more revenue. The new
structure could be easily adapted to provide addi
tional revenue. Once that had been done, consid
eration could be given to sharing a portion of the
income tax with localities.

State Motor Fuels Tax
The gasoline tax is now 17.5 cents. It is below the
national median of 20 cents. It  is lower than in
any of our major adjoining states: D.C. (20 cents),
Maryland  (23.5  cents),  and  North  Carolina
(24.55 cents). It is also lower than in Tennessee
(21.4  cents)  and  West  Virginia  (25.65  cents).
Only Kentucky (16.4 cents) has a lower rate.

Motor Vehicle Sales Tax
This is the tax paid when a new or used motor
vehicle is purchased. The tax is now 3 percent, a
half percentage point lower than the state general
sales  tax  rate  of  3.5  percent.  An  increase  to
the general rate should be considered. Of course,
the  additional  revenue  would  go  to  the
transportation fund.

Sales and Use Tax
The general sales and use tax does not include
selected services such as the labor component of
repair, personal services, and amusements. The
Morris  Commission  recommended  including
these  items.  Virginia  should  work  with  other
states to design a way to prevent Internet sales
from escaping the sales and use tax. In addition
to  stopping  erosion  of  the  tax  base,  this  step
would provide a level playing field for bricks and
mortar and Internet sellers.

Closing  Comments
Virginia's public finances need fixing. The imme
diate challenge is to deal with the impact of the
recession and the terrorist attacks. This will not
be pleasant for Virginia state and local govern
ment  or  their  counterparts  in  other  states.  But
even after we are on an expansion path, revenue
will  not  be  sufficient  to  address  many  of  the
needs I have catalogued today. Some of these
needs  probably  are  overstated,  some  will  be
deferred or modified in the political process, but
others will have to be addressed unless the state's
residents and the business community  want  to
limit  expenditures to  provide only  what  can be
afforded with the current revenue base.
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If many of these needs are accepted, then
changes in tax structure that are constrained by a
revenue neutrality standard will  not do the job.
Tax  restructuring  to  meet  modern-day  condi
tions,  to promote tax simplicity,  and to remove
unnecessary  economic  disincentives,  is  a  fine
idea.  But  we  should  not  fool  ourselves;  tax
restructuring  will  not  magically  cause  a  large
increase in tax revenue.

We need to consider tax increases as soon
as economic recovery begins. Well-documented
studies  are  always  welcome,  but  I  think  there
have been enough studies to provide guidance for
concrete proposals.

We must look at state and local finance as
a whole. The two levels of government are bound
together.  Increasing  state  aid  to  local  govern
ments  or  sharing  state  revenue  d^  .  ...
the  total  revenue  available  to  the  state-local
public sector.

Tax increases should not be considered the
only  way  to  fund  new  programs.  Greater  effi
ciency,  reordering  of  expenditure  priorities,
increases in charges and fees, and borrowing are
all  valid  possibilities.  But  taxes  account  for  69
percent  of  Virginia  state  and local  government
revenue from own sources and it is unrealistic to
take this major source off the table.
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Mr. Knapp is Research Director for Business and
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Virginia's Future, November 29, 2001. The meeting
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