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Virginias Fiscal Dilemma:
How to Pay for Prosperity

in the Old Dominion
..........................
The author is a lawyer and developer in North
ern Virginia andchairman ofthe Virginia Business
Higher Education Council.

Ls year Virginians will elecr the first gov
ernor of the 21st Century. His challenge will
be symbolic-to lead the Commonwealth into

the new century-and formidable-to revital
ize the state's fiscal condition.

Since th r cession ofthe early 1990s, Vir
ginia has experienced extraordinary fiscal strain.
In the opinions ofmany business, political, and

community leaders, Virginia is at a critical fis
cal crossroads. The fiscal direction the
Commonwealth takes now will determine the

state's vitality, level ofprosperity, and quality of
life for decades to come.

TnE EARLY '90s: FISCAL TRIAGE
The largest fund supporting the operations of
state government is the general fund, which is
comprised primarily of receipts from income
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and sales taxes. After three decades of double

digit revenue growth in the general fund, the
early years of the 1990s were bleak, to say the
least (Figure 1).

In 1991, the state collected less money

than in the previous fiscal year-the first
actual year-over-year decrease in modern times.
On an inflation-adjusted basis, the decline was

even more pronounced. Compounding the rev
enue shortfall was the concurrent steep growth

in mandated spending needs in Medicaid, cor
rections, and K-12 education.

Faced with a three-year revenue shortfall
that totaled more than $2.2 billion, the state's

political leaders took difficult and unpopular
steps to keep the state's books balanced with
out raising taxes. Today Virginia continues to
limp along with unremarkable revenue growth
and heavy reliance on non-tax revenues to bal

ance the budget. Throughout this difficult
period, however, Virginia has been recognized
nationally for its ability to balance its books,
and it has retained its AAA bond rating from
Wall Street.
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FIGURE 1
Virginia's General Fund Revenue Growth, FY 1962-1998 (not adjusted for inflation)
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SOURCE: Report of the Virginia Secretary of Finance, December 20, 1996.
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1997-98: BREATHING ROOM
IN THE BUDGET? ...
The revised revenue forecast released by the Gov
ernor last month presents no significant upturn in
the economy: no major change in job growth and a
slight improvement in income growth. There will
be $235 million in additional resources to spend in
the second year of this biennium, which is less than
one percent ofthe $34 billion two-year budget. Less
than two-thirds of this additional amount is from
economic growth. The rest is from 1996 balances
carried forward.

The brightest spot in the fiscal outlook is the
slowdown in growth for the major spending driv
ers: Medicaid, corrections, and K-12 enrollment.
Some budget watchers contend that modest growth
in revenues combined with slower growth in man
dates means that Virginia has some fiscal breathing
room this year.

R CALMBEFORE THE STORM?
It would be short-sighted and imprudent for Vir
ginians to believe that the days of fiscal strain are
behind us. Rather, a number of indicators force
thinking persons to ask if Virginia might not be
facing a fiscal future every bit as troubling as the
early 1990s. Here are several observations:

General fund tax collections alone do not come
close to supporting necessary expenditures.
Lottery profits, year-end balances, and other one
time revenues have become the standard methods
of balancing the budget.

• Debt has become the most-used approach to
paying for capital improvements.

• Reinvestment must occur in mandatory and dis
cretionary programs that improve individual
achievement and encourage job growth.

• IfVirginia experiences slight decreases in revenue
growth coupled with minor increases in required
spending, it will face a severe budget crisis.

• Generally accepted ways of addressing a short
term budget gap-budget cuts, spending
constraints, tuition increases, and one-time quick
fixes-have been used as long-term solutions in
the 1990s and are no longer viable options.

To ensure future prosperity in the Commonwealth,
we need to understand the issues and act now-not
react later.

~GINL4'SSTRUCTURAL
DEFICIT
No matter how the numbers are calculated, Vir
ginia has a structural budget deficit. This budget
situation is not a single-year shortfall in revenues,
which might occur as the result of a natural disas
ter, or a new mandate from the federal government,
or even from a sluggish economy. Rather, a struc
tural deficit is an on-going condition in which normal
general fund tax revenues from the existing fiscal
year are less than total spending. Because Virginia
must have a balanced budget, this gap-the operat
ing deficit-must be closed.

Since the recession of the early 1990s, a sig
nificant gap has existed between tax revenues and
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FIGURE 2
Virginia's BUdget Gap, 1991-1998.
Total General Fund Revenues (without transfers) vs. Total General Fund Expenditures
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SOURCE: Virginia Business Higher Education Council, 1996.

expenditures (Figure 2). Thus far, lawmakers have
bridged the gap by relying on lottery profits,
unspent balances from the previous year, debt
financing for capital needs, and quick fixes such as
deferred implementation of tax breaks, the sale of
assets, and, most recently, anticipated proceeds from
Trigon's conversion to a stock company. The con
tinuing need to balance the budget with these stop-gap

measures confirms the structural deficit and under
scores the fragile nature of Virginia's finances.

Reliance on Lottery Profits. Since 1991, state
officials have averted deeper budget cuts by transfer
ring non-tax sources into the general fund (Figure 3).
A major component of these annual transfers is lot
tery profits, which average more than $340 million a
year. This action overturned lawmakers' agreement

FIGURE 3
Recent Transfers to Virginia's General Fund, 1990-1998
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FIGURE 4
Virginia's General Fund Cash Balances, 1988-1996
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SOURCE: Virginia Financial Perspective: A Report to Citizens of the Commonwealth, Comptroller of Virginia, 1992-1996.

when the lottery was enacted in 1989 to dedicate lot
tery profits to a capital fund for priority construction.

Despite a modest economic recovery in the
mid-1990s, the state budget continues to rely on
lottery profits to close the operating fund gap
between tax collections and expenditures. During
the 1996 session, lawmakers further Increased lot
tery profits by approving Virginia's participation in
a new multi-state lottery game. Today, lottery prof
its constitute the fourth largest source ofstate funds.

During each legislative session, lawmakers are
urged to return a portion of lottery profits to locali
ties. From time to time, citizens opposed to gambling
call for an end to the lottery. It is highly unlikely
that either desired action will occur. The simple fact
is that Virginia's fiscal health is now dependent on
the lottery.

Use of Year-End Balances and One-Time
Revenues. Uncommitted cash balances at year end
are a significant measure of a state's fiscal health,
reflecting a surplus of revenues over spending. These
balances are traditionally available for new projects and
programs. Many states use balances as cushions for
future uncertainties or for capital projects, on the theory
that one-time funds should be used for one-time, non
recurring expenses. In the 1990s, Virginia has relied
heavily on uncommitted balances from one fiscal year
to prop up the next year's spending. In the early 1990s,
there were no uncommitted balances at year-end (Figure
4). In 1992 and 1993, balances averaged more than
$50 million. Over the past three years, however,
uncommitted balances have diminished dramatically.

The most alarming feature of Virginia's prac
tice ofthis (and other) one-time measures is that they
are used to fund a growing base ofessential operating
expenses that cannot be sustained without them. This
situation was discussed in the Governor's 1997 Bud
get Amendments, referring to the one-time infusion
of $175 million from the Trigon settlement:

In considering its actions in the upcoming
session, the General Assembly should bear in
mind that some $140 million in one-time rev
enues generated by the Trigon settlement were
appropriated to pay for recurring operating
expenses. Continuing this same level offunding
for programs will require allocating $140
million in each year of the [1998-2000]
biennium in new revenues generated by eco
nomic growth. 1

Increased Dependence on Debt. Largely as a
result ofshifting lottery proceeds from capital funding
to the operating budget, it has become necessary to
borrow funds for nearly all capital needs. Over the
past ten years, we have all but abandoned our his
torical practice of paying cash for constructing and
improving state facilities (Figure 5). Between 1989
and 1996, tax supported debt authorizations grew
by $3.4 billion. As legislative fiscal experts point
out, debt service has grown 645 percent in this
decade alone, making it one of the fastest growing
items in the state budget.

IGovernor Allen's 1997 Budget Amendments, Commonwealth

of Virginia, December 1996, p. A-9
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SOURCE: Virginia General Assembly, Senate Finance Committee,
November 1996. 5

The Spending Side of the Equation: Many •
Needs Identified. Mter seven years of budget cuts
or freezes, it is not surprising that government offi
cials and citizens have a sizable backlog ofspending
requests. Legislative and executive studies in the past
two years have identified the many short- and long
range needs for increased funding, including:
Elementary and secondary education

$6.2 billion immediate need to replace or reno
vate deteriorating local school buildings
$400 million in the 1998-2000 biennium to
address increased costs in the basic school aid
formula
$34 million a year to fund a seven year technol
ogy replacement cycle

Fiscal relief for localities
• $330 million a year to eliminate the local

business license tax, with the state's financial
assumption of certain local service
responsibilities

Transportation
• $34 billion over 20 years to fund transportation

construction needs
Higher Education
• $200 million a year for the foreseeable future to

improve quality and increase affordability
Corrections
• $300 million to build and operate new prisons

needed by 2006
At-Risk Youth

$105 million a year for the foreseeable future to
treat and educate 17,000 troubled, abused or
neglected children.

The evidence is compelling and irrefutable:
The demand for state funding will grow consider
ably faster than resources. The resulting pinch will
be especially painful, because the battle for funds
will be fought over the relatively small portion of •
state spending that is not mandated by state or fed
erallaw. This means the outlook is very bleak for
critical programs like higher education, transporta
tion, parks, the environment, the arts, and state aid
to local governments.

Virginia's government spending is one of the
lowest in the nation. According to the most recent
rankings of State Policy Research, Inc., total state
and local expenditures in Virginia rank 40th on a
per capita basis and 49th per $1,000 of personal
income. Some low rankings may evoke satisfaction
(Virginia ranks 48th in public welfare spending),
but others cause embarrassment (44th in higher
education spending). Rankings say nothing about
the quality of programs. It is true that more money
does not always buy better quality, but this asser
tion cannot continue to be an excuse for inadequate
funding.

Bonds
40%

Bonds
68%

FIGURE 5
Change in Capital Funding Sources, Virginia,
1986-88 to 1996-98

Although Virginia's debt level is in line with
other AAA states, we cannot maintain an AAA bond
rating indefinitely if we continue to authorize and
issue debt at the pace and level we have since 1990.
Recognizing this dilemma, the Governor has rec
ommended t at no additional debt be authorized
for the next year, and many legislators and business
leaders have endorsed this short-term approach.

But the fundamental question remains: with
no additional tax-supported debt available and no
cash for construction, how can the Commonwealth
make critical capital improvements?
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Stewardship ofpublic funds requires both pru
dent and necessary spending. The evidence is building
that some pressing needs for more funding have been
too long ignored. Where the funding supports pro
grams that enhance individual achievement and
economic prosperity, stewardship requires an in-depth
assessment of needs and a plan to address them.

Out-oE-Date Tax Structure. Virginia's rev
enue growth is not keeping pace with the growth
of required expenditures, and it is certainly insuffi
cien t to address growing unmet needs in
"discretionary" programs. Study commissions are
also examining the revenue side of the equation
through the Governor's Commission on an Equi
table and Competitive Tax Policy and the
Commission on State and Local Government
Responsibility and Taxing Authority. Ideally these
commissions will examine all aspects ofthe tax struc
tures: rates, exemptions, deductions, and tax bases.

Virginia's-and most other states'-revenue
systems were designed decades ago in an economy
that was based on manufacturing, mining, and
agriculture. But economic activity then was very
different from economic activity today. Governments
have failed to get their arms around the new eco
nomic drivers in the services, knowledge and
telecommunications industries. In Virginia, experts
estimate that our current tax structure does not ap
ply to 60 percent ofthe state's economic activity-and
that percentage is growing!

A national expert on state finances explains it
this way:

[In most states] it's only natural to observe
that the boat is moving forward (i.e. reason
able year-over-year growth in revenues), but
it is also interesting to note that the boat is
sinking (i.e. leakage ofeconomic activity from
the revenue system makes the pie smaller and
smaller regardless of growth). For states, the
current dilemma is compounded by the fact
that the federal devolution is also headed
their way.2

IfVirginia merely stays on its current path of
modest revenue growth, depressed spending, the use
of the lottery, and one-time sources to prop up tax
collections, it is not possible for the state to meet
future commitments without making massive cuts
to existing services or eliminating programs alto
gether. If the fiscal scales tip slightly in the wrong
direction, Virginia's already fragile fiscal condition
will become disastrous.

2 Brian M. Roherty, Executive Director, National Association of

tate Budget Officers (NA BO), quoted in the NASBO New,

January/February 1996

~TIF••• ?
THREE "BAD CASE" SCENARIOS
Experts at the state and national levels warn of two
future events that would dramatically alter the
Commonwealth's fiscal future. Both are outside the
province of Virginia's policymakers: 1) a mild
national recession, and/or 2) the effort to balance
the federal budget, which is highly desirable but with
potentially severe fiscal impact on the states.

Figure 6 presents two scenarios that are based
on the current revenue forecast (adopted in December
1996) and spending growth based on historical spend
ing trends. In making these predictions, it is assumed
that current tax policies and mandated programs
remain in place, with the exceptions noted for each
scenariO.

Scenario #1: Federal Budget Balancing. Each
year, Virginia receives approximately $1.2 billion
for the federal share of Medicaid. Scenario #1
assumes that as part of federal budget balancing, a
cap is imposed on the growth of the federal share.
Scenario # 1 also assumes that the actual growth of
Medicaid in Virginia is higher than the federal cap,
requiring an infusion of state funds to offset the
lack of federal funds. Scenario # 1 gauges the net
impact on Virginia's budget at an additional $250
million annually in general funds from fiscal year
1999 through 2002. Keeping all other expenditures
consistent with current estimates, the budget gap
widens considerably.

Scenario #2: An Economic Downturn. A key
risk to the Commonwealth's fiscal picture is the
increased probability ofslower growth over the next
four years. Scenario #2 assumes that a mild reces
sion cuts revenue growth in half (from 40/0 to 2%)
in FY 1999 with a gradual recovery through 2002.
This scenario depicts only the reduced growth of
revenues; however, expenditures typically increase
as well during an economic downturn, because more
people become eligible for unemployment compen
sation, food stamps, welfare, and Medicaid. If these
additional costs were included in the spending line,
the gap would widen even more dramatically.

Scenario #3: A Double Whammy. Another
scenario is the simultaneous occurrence of federal
spending caps and a mild recession. Although this
scenario is not depicted here, the divergence of rev
enues and expenditures would require the elimination
or drastic diminution ofmany public programs with
serious resulting hardships on Virginia's citizens.

No More Quick Fixes. To balance the bud
get without raising taxes, lawmakers have taken most
of the actions available to stretch resources and
reduce costs. Budget cuts of more than 30% were
common in most state agencies in the early 1990s.
Salary freezes, escalating tuition and fees, asset sales,
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FIGURE 6
Changing Assumptions about Revenues and Expenditures in Virginia
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new lottery games, and one-time revenue sources
have patched the budget together during the 1990s.

What Virginia needs now is a long-term
approach to fiscal health. Short ofrecord job growth,
which is unlikely in the forecast horizon, and tax
increases, which to date have been anathema to
political leader , budget survival in the future will
require deep cuts to existing programs and a refusal
to fund meaningful new investments.

ACTIONNEEDED NOW
Virginia is a growing and dynamic state. Yet we
face an extraordinary and immediate challenge of :
how to pay for actions necessary to take advantage
of the opportunities of the 21 st century. Our
revenue system is designed for what's behind us,
not what is ahead. Our aspirations for the future
are timid, rather than bold, constrained by the fragile
fiscal environment to which we have become 7
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accustomed and which too many accept as the best
that we can hope to do.

We may have a short span of breathing room
this year, as the budget drivers grow more slowly
and the economy shows modest growth. Rather than
breathe a sigh of relief for the current squeaker in
our budget balance, I urge that we use this fiscal
breathing room to examine aggressively and objec
tively Virginia's long-term fiscal circumstances. Two
actions are urgent:

Improve Financial Forecasting. No business
would survive for long without a complete under
standing of the cost of current operations and the
out-year pricing structure necessary to survive, grow,
and prosper. Yet Virginia state government-a $17
billion per year oper t' -~ac~s_.a..sy~t~g\,th~t fore~ .
casts future costs and revenue requirements for more
than one biennium.

The state's political leadership, the Virginia
business community, and citizens must insist imme
diately upon the development of a long-range fiscal
outlook rather than the current single biennium (two
year) horiwn. The resulting long-range planning process
should span six years with annual updates; forecast
expenditures for each program (existing and proposed);
match spending estimates with revenue forecasts; and
clearly identify budget gaps. The process should
include the creation of"what-if" scenarios that project
the out-year effects ofstate policies and national eco
nomic and budget events.

Articulate a Vision for Virginia. It is urgent
that debate and discussion on Virginia's future
begin now. Elected officials must provide essential
information to citizens, and must make tough de
cisions to restore fiscal integrity to the state. The
business community, which has much to gain or
lose, depending on Virginia's future direction, must

playa more prominent role than previously
customary.

A suggested approach is to inform our public
clearly on the issues and engage them in respond
ing to three fundamental questions:
• What level and quality of state-funded services

does the future require?
• What will those services cost?

How will we pay for them?
Only a fully-informed electorate can be

expected to respond effectively and participate
actively in the political process.

Bipartisan and gubernatorial commitment is
essential. Through the years when faced with major
challenges, Virginia's elected officials have acted

,!.r~~~o~~ibly t~. address the issue 1

forward. With bipartisan support, th y
passed the sales tax that created the ~ol-

lege system, made major investments in tralJ::5purtation,
reduced state income taxes by over $1 billion in
response to federal tax reform, tackled a major budget
crisis, and, most recently, passed criminal sentencing
and welfare reforms. Strong bipartisan effort is essen
tial now to place Virginia on solid fiscal ground.

The 1997 gubernatorial campaign should like
wise address the fiscal future of the Commonwealth.
The new governor must have a vision for Virginia
that is based on the realities ofour current situation
and the genuine demands that Virginia will face in
the future. He must offer solutions and a commit
ment to make his vision a reality.

Virginia possesses a wealth of human talent
and creativity. We must draw on all ofit as we make
critical decisions that will shape the future of this
great 'Com'monwealth and allow Virginia to seize
and enhance opportunities for economic growth and
long-term prosperity.•
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