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State aid is a major source of funds for
local governments in Virginia, composing
about one-third of their general revenue. In
1976 the total amount of aid was over $1
billion. This large amount was distributed for
a number of functions under many different
formulas. Given the significance of state aid,
it is not surprising that aid programs are
continuous grist for the legislative mill. In
recent years the topic of state aid has been
given increased attention due to the
requirements of the 1971 state constitution
pertaining to educational standards of
quality, the attempt to find a trade-off for the
limitation of annexation powers of certain
cities, and the fiscal distress of some local
governments.
The General Assembly is now considering
a wide ranging bill, House Bill 599 (more
commonly known as the Michie Bill), that
would make major changes in state aid for
health, welfare~ mental health, and law
enforcement. Also under consideration are
bills that would increase state aid to
municipalities for highways (SB 19 and HB
602). In addition, the legislature in 1978
passed a joint resolution (SJR 46) that
created the Public School Finance Study
Commission, which is to study and make
recommendations concerning state aid for
schools. The purpose of this article is to
provide a general discussion of state aid by
giving information on existing programs,
trends in state aid, the pros and cons of aid,
and the problems involved in designing new
formulas.
One problem that must be faced in any
discussion of state aid is defining the term.
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The state can furnish aid to local
governments in one of two ways: (1) it can
provide assistance directly by making
grants-in-aid and shared revenues available
to supplement local resources, or (2) it can
provide assistance indirectly by performing
services that would otherwise be handled by
local governments, thereby freeing local
funds for other purposes. A liberal definition
of state aid would include any expenditure
by the state that lessens demands on local
resources, such as the state's teacher
retirement benefits ($64 million in 1976) and
state provision of county roads ($86 million).
A strict definition, on the other hand, would
exclude any state expenditure that did not
flow through local accounts, thus directly
supplementing local revenues. For the
purpose of this paper, this restrictive
definition of state aid will be used, except
where noted.
SIZE AND TRENDS

In 1976 the Virginia state government
provided aid to local governments totaling
slightly more than $1 billion (see Table 1).
The major portion of this aid went to
education, which received $661 million, or
64 percent of the total. Welfare was the next
largest category, accounting for over $200
million in state funds, or approximately 20
percent of total state aid. 1 Only five other
categories accounted for more than 1
percent each, and none of those amounted
to more than 5 percent.
About one-fourth of the total amount of
state aid originated with the federal

government ("pass-through" funds). The
percentage of total aid that consisted of
federal "pass-through" money varied by
category-from zero for general support,
constitutional officers, pnd corrections to
100 percent for hospitals. Welfare was the
largest dollar recipient, receiving $124
million in federal "pass-through" money.
Education was next, receiving slightly more
than $106 million.
Virginia's counties were the major beneficiaries of the $1 billion in state aid.
Approximately $550 million, or 53 percent of
the total aid, was allocated to the counties,
with the cities receiving the remaining $483
million. Per capita, the counties received
$182 in assistance, and the cities received
$240; statewide, per capita aid equaled $205.
The staff of the Revenue Resources and
Economic Commission has developed data
on state taxes paid and benefits received by
locality. 2 On the basis of this information, an
estimate was made of the tax dollar cost of
every dollar received. On the average,
residents of counties paid $0.93 in taxes for
every dollar of state aid received by county
governments, while the comparable figure
for cities was $1.11. The range was from a
high of $5.21 to a low of $0.24, a ratio of 22 to
1. However, this high ratio may be due to
unavoidable problems of measurement. If
the top and bottom 10 percent of the
localities are removed, the ratio is reduced
to 4 to 1, covering a range from $1.57 to
$0.37.
The most notable recent characteristic of
Virginia government finance has been its
growth; and during the ten-year period 19661976, the fastest growing category was state

ISince 1976 there has been a change in the method of handling
welfare payments for aid to dependent children. Instead of going
through local accounts, these monies are now paid directly by the

2Virginia Revenue Resources and Economic Commission, Local

state. Adjusted for this accounting change, state aid in 1976 would

Fiscal Issues: A Staff Report (Richmond, 1977), pp. 133-37. Data

have been $73 million rather than the $213 milJion shown.

exclude federal pass-through monies and highway funds.
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TABLE 1
VIRGINIA STATE AID TO LOCAL GOVERNMENTS, FISCAL YEAR 1976

Federal
PassThrough

State Aid

Category

Amount
($000)

Education
Public welfare
Highways
Constitutional officers a
Health b

$660,770
212,637
51,646
31,395
23,770

Percent of
Total

Amount
($000)

Percent of
State Aid

63.9
20.5
5.0
3.0
2.3

$106,421
124,235
1,578
0
1,611

16.1
58.4
3.1
0.0
6.8

General local government
-

- - _ _ _~

d -_

Corrections
Hospitals
Other

Total

_- - _ -

- - ----- ·---21,&2518,856
5,280
8,463

$1,034,342

-2.1------1.8
0.5
0.8

100.0

0
0
5,280
2,969

$242,094

-0.0 -0.0
100.0
35.1

23.4

SOURCES: U.S. Bureau of the Census, State Government Finances in 1976 (Washington D.C.: U.S.
Government Printing Office, 1977); Virginia State Compensation Board, Annual Report 1975-76
(Richmond, 1977); Virginia State Department of Corrections, Annual Report, 1975-76 (Richmond, n.d.);
Virginia State Department of Health, figure presented to the Commission on State Aid to Localities,
September 2, 1977; unpublished data from selected state agencies.
aCommonwealth's attorneys, treasurers, commissioners of the revenue, sheriffs, and clerks of
courts.
bState Department of Health figure. The Bureau of the Census did not classify health expenditures
as state aid as of 1976.

aid to local governments (see Figure 1).
During this period state aid quadrupled,
rising from $241 million to over $1 billion and
growing at an average rate of almost 16
percent a year. The biggest jump came in
1967-When-state aid increased 38 percent,
due in large part to the local share of the
newly adopted state sales tax. Over this tenyear period, state aid not only outgrew the
Virginia economy (as measured by personal
income) but also rose faster than state
general expenditures and local general
revenue.
The four major categories of aid for which
data are available-education, public welfare, highways, and general local government support-all showed dollar increases,
but their relative importance changed
significantly. Welfare aid as a percentage of
total state aid rose from 14.6 percent in 1966
to 20.5 percent in 1976, with the majority of
the increase since 1970. Education
decreased from 68.4 percent of the total to
63.9 percent. Some of this relative decline is
explained by the modest growth in school
enrollment during the decade under consideration. Highways, which declined overall
from 6.5 percent to 5 percent for the full ten-

year period, nevertheless grew steadily
during the last four years. The collection of
minor categories composing the remainder
of state aid nearly doubled its share, rising
from 4.7 percent in 1966 to 8.5 percent ten
years later:-- -- ----BASES FOR DISTRIBUTION

Each of the four major functional
programs-education, welfare, highways,
and health-uses a different basis to
distribute aid. All four programs make use of
at least one measure of need. For education,
that measure is average daily membership;
welfare measures need by a locality's
caseload. Population and caseload are the
measures of need considered in allocating
health aid. Highways makes use of a number
of measures of need including lane miles,
population, vehicle registration, and area. In
addition, the particular measure or measures used for highways differ between aid
for maintenance and aid for construction, as
well as between aid for localities where the
state is responsible for all roads and aid for
localities that bear this responsibility themselves.

Only education and health consider ability
to pay in their distribution of aid. For the
purpose of distributing most educational
aid, the ability to pay is measured by a
composite index made up of true value of
taxable real property, personal income, and
taxable retail sales and standardized by
population and average daily membership.
Health uses true value of real taxable
property as its measure of ability. Although
no program currently employs a measure of
tax effort, the Michie Bill's proposed
formulas for welfare, health, and mental
health would use measures for all three
variables.

POINTS OF DEBATE

WmfestaTeaKtro-tocal-go(lernments fs a----large and growing part of total state
expenditures, it is by no means an area in
which the state's involvement is completely
accepted. Debate continues on whether
state aid is beneficial or whether it creates or
exacerbates problems at the local level. Its
proponents argue that state aid has the
effect of increasing the efficiency of local
governments and equalizing the programs
they provide. The following major
arguments are most often advanced in
support of state /aid:
1. Localities differ in their ability to
provide a minimum acceptable level of
services. State aid can provide the
means for a locality to offer programs of
a quality deemed necessary by the
state.
2. Many programs financed by local
governments provide benefits to
nonresidents. If these programs rely
exclusively on local tax sources, they
may be underfunded. State aid can
spread the burden to all beneficiaries
and ensure a program level consistent
with the sum of local and nonlocal
preferences.--- h_
3. Local government spending
priorities may not coincide with those of
the state as a whole. State aid can
provide an incentive to localities to
bring their priorities more in line with
those of the state.
4. State aid allows for state administration of the tax system, which according
to this argument is more efficient than
locally administered tax systems. A
state administered tax system avoids
tax competition among localities, the
use of different tax bases, and the
duplication of resources by the
administering bodies. In addition, a
state operated system would provide
standardized
administration
and
probably would be less regressive than
locally levied taxes.
Opponents of state aid counter with the
assertion that state aid increases inefficiency
at the local level, while also decreasing the
h

--- ---
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FIGURE 1
TRENDS IN STATE AID
INDEX (1966: 100)
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SOURCES: Selected publications from the U.S. Bureau of the Census, U.S. Department of Commerce,
and the Virginia Department of Health.
*Data for calendar years 1965-1975.

control of local residents over the government and programs that most directly affect
them. Several major arguments are most
often set forth by opponents of state aid:
1. Categorical aid creates an incentive
to shift money into programs where aid
is offered. The availability of cheap state
dollars (in terms of required matching
funds from localities) gives local officials
the incentive to become involved in
programs which they might otherwise
pass by. In fact, because the political
responsibility for higher state taxes is
not theirs, local officials have an
incentive to maximize the amount of
state money they receive and spend.
2. Because money is fungible, state aid
will be used for whatever purpose local
officials wish. Technically, state aid can
be used only for specified purposes, but
any "freed" local funds that would
otherwise be spent for those purposes
can be used in whatever fashion the
locality desires. The concern is that the
"freed" local money will be used to
increase salaries, expand public
employment, reduce taxes, or support

programs that the state would not wish
to subsidize.
3. State aid subsidizes and thus
perpetuates inefficient units of government. The excess costs of an inefficient
unit are no longer borne wholly by its
citizens, but instead are shared with all
of the state's taxpayers. Furthermore,
when state aid rather than locally raised
tax revenue is the source of local
government finances, local officials no
longer have a strong incentive to be
efficient in their spending programs.
4. When a local government is locally
financed, it can reflect the community's
preferences. Citizens with different
priorities are free to move to a community that provides the services they
desire at a cost they are willing to pay. If
funding is provided by the state, local
preferences may be ignored. State
mandated programs, rather than locally
chosen programs, will be the top
priority.
Needless to say, the balance struck
among these conflicting considerations
depends very much on one's values and

assumptions; there is no one "correct"
conclusion to be drawn. However, even if
one concludes that state aid to localities
should be continued, the question remains
as to whether a better way of providing it can
be devised. Several alternative approaches
are possible:
1. Categorical aid: The state either
grants the localities lump sum aid for a
specific program, or it makes available a
percentage of the program's approved
costs. Currently, this is the most
common form of aid provided.
2. Unrestricted grants and revenue
sharing: Under this arrangement, the
state grants the localities aid with no
restrictions on its use. The localities are
able to allocate the funds to those areas
of greatest local need.
3. State provision of services: This is
probably the most controversial proposal. The state would be fully responsible for the financing and operation of
those programs that could best be
administered at the state level. The
state provision of county roads is a
current example. The program most
frequently mentioned as'a possibility for
state (or federal) takeover is public
welfare.
4. State provision of additional or
expanded local revenue sources and/or
reduction in the number of state
mandated programs: Although these
actions would not provide direct aid,
both would improve the fiscal position
of local governments. New tax powers
would enable local governments to
increase their own revenues; a reduction in state mandated programs would
reduce expenditure demands on
existing local revenues.
Other areas of debate growing out of or
related to the state aid controversy include
the annexation issue. Should cities be
reimbursed for relinquishing their annexation powers? And if so, to what extent?
Should the counties pay for the reimbursement, or should the cost be met by the state?
Also along this line, if the state is going to
increase the aid going to localities, should
the additional funds be raised by reducing
state expenditures on other functions or by
increasing state taxes?
PROBLEMS CONNECTED
FORMULAS

WITH

AID

Assuming there is a desire to change state
aid formulas, many issues must be resolved.
Virginia has 136 cities and counties, and it is
virtually impossible to design a formula that
will benefit every locality and, at the same
time, cost no more than before. The usual
approach in designing new formulas is to
increase overall funding and then guarantee
that no locality will receive less than its
current entitlement, based on a "holdharmless" clause. However, such a clause
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offers only limited protection, since over
time localities coming under its provisions
forego increases which they would have
received under the previous arrangement.
Thus, localities that see themselves in a
preferred position under existing formulas
tend to resist change. This means that
consideration of changes cannot be made as
if one were starting with a clean slate.
Federal and state constitutional
provisions as well as court decisions also
limit the scope for change in formulas. For
example, the Virginia Consititution of 1971
requires the General Assembly to provide
for a system of free public schools which
meets standards of quality determined and
prescribed by the State Board of Education,
subject to revision only by the General
Assembly. 3 In regard to the Basic School Aid
Formula, a federal court decision prohibits
the state trom deducting federal impact
funds from state aid. 4
A serious limitation in making significant
changes is the shortage of available state
funds. For example, the proposed Michie
Bill is estimated to require $51 million in
additional state revenues the first year.
Increases of this magnitude generally call for
a major restructuring of existing expenditure patterns or a sizable tax increase,
either of which is difficult to achieve. Other
sources of funds for significant formula

3Constitution of Virginia, 1971, Art. VII, Sees. 1 and 2.
4Shepheard v. Godwin, 280 F. Supp. 869 (1968).

modification are windfalls due to unanticipated surpluses and change in collection
dates and new federal aid. In the past, state
revenue forecasts were very conservative,
and large surpluses often occurred;
however, this situation is less common
today. Also, state income tax withholding
and acceleration of tax payment due
dates-the sources of past windfalls-are
now being fully utilized. With regard to
federal aid, it is unlikely that there will be
another major new source such as there was
in 1973, when federal general revenue
sharing was introduced.
Regardless of how carefully formulas are
designed by those who conceive them, they
become the province of legislative compromise and frequently reflect the
preferences of key legislators and powerful
interest groups. It is not unusual for a
formula to be so modified by amendments
that the final product bears little
resemblance to the original design. Also, aid
formulas often require detailed data on such
items as the local tax base, population, and
income. Unfortunately, many types of data
are not produced frequently, and they may
have large margins of error. When formulas
are being developed, the designers must
take these data limitations-as well as the
unavailability of certain measures, such as
differences in the cost of services-into
account. A final consideration in the
development of formulas is that they should
be understandable and reasonably
predictable. Some formulas have become so
complex that many legislators and local
government representatives have little
understanding of how they operate.

CONCLUSIONS

State aid is a major source of local
government revenue. Because of its importance, the various aid programs are under
continuous legislative scrutiny regarding the
amount and criteria for eligibility. Major
changes in formulas face many obstacles,
not the least of which is the shortage of
funds. However, aid to local governments
need not be limited to categorical program
cash transfers and revenue sharing. Other
forms of state aid are state assumption of
previously local functions, enabling legislation to allow localities to impose taxes now
prohibited, and reduction of state mandated
programs.
The current movement to restrict
governmental revenues could have a significant impact on Virginia's state aid policies.
In California, the passage of Proposition 13
has resulte in a large increase in state a--i--.--:-to---offset partially the reduced taxes of local
governments. Since this increase was
financed by a state surplus and the constitutional amendment adopted by Proposition 13 also requires a two-thirds majority for
new state taxes, it will be interesting to see
the ultimate effect on state aid in California.
On the other hand, efforts to control the
growth of state revenues by constitutional
restriction, such as the amendment adopted
by Tennessee in 1978 and the proposal by a
group named Fair Taxes for Virginians to
limit state expenditures financed from state
tax collections to 6.5 percent of personal
income, would reduce the likelihood of any
major increases in state aid and could
possibly shift some expenditure burdens to
local govenments.
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