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I
n the aggregate, Virginia weathered the
GreatRecessionandthedismalrecoverymuch
betterthanthenationasawhole.However,the
statehastwodistinctlabormarkets:afullypri-
vateoneandasecondonethatisbothdirectly

andindirectlysupportedbygovernmentspending.
Weestimatethatabout30percentofstateemploy-
mentreliesongovernmentspending,andthisportion
ofthelabormarketflourishedduringtherecession.
Theremaining70percentofVirginia’slabormar-
kethasperformedaboutaspoorlyastherestofthe
countrysince2007.Thispoorperformanceincludes
asignificantamountofworkerdisengagementthat
hasdrivendowntheofficialunemploymentratefor
thestatebyasmuchas2.6percentagepoints,giv-
inganimpressionofalabormarketthatishealthier
thanitactuallyis.EliminatingVirginia’scorporate
incometax,reformingthepersonalincometax,low-
eringregulatoryburdensonlow-incomeentrepre-
neurs,andeliminatingthestate’swastefulsalestax
loopholesandenterprisezoneprogramwouldcre-
ateopportunitiesforincreasedprivate-sectorgrowth
andemployment.

THE GREAT RECESSION’S IMPACT ON VIRGINIA

Virginia fared better intheGreatRecessionthan
thenationasawhole.In2012,thestate’sunemploy-
mentratewas5.9percent,comparedtoanationalrate
of8.1percent.1Attheendof2012,Virginiahad1.0per-
centfewerjobsthanbeforetherecessionbegan,while
theUnitedStateshad2.8percentfewer(see figure 1).
ThirtypercentofVirginia’sjobsareinfoursectors—
construction;manufacturing;trade,transportation,
andutilities;andinformation—whichhaverecovered
ataslowerratethanthenationalaverage.2However,
thisunderperformancehasbeenoffsetinlargepart
byVirginia’sgovernmentsectorandprofessionaland
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businessservicessector,whichcombinedmakeup37
percentofthestate’slabormarketbuthavegrownat
ratesfasterthanthenationalaverage.3Virginia’sdis-
proportionaterelianceonfederalgovernmentspending
helpsexplainthegrowthinthesesectorsandthestate’s
outperformanceofthenationallabormarketduring
therecovery.

A TALE OF TWO LABOR MARKETS

High federal government expendituresinVir-
ginia—whichareoverdoublethenationalaverageasa
percentageofGDP4—boostdirectfederalgovernment
employmentinthestate.Federalgovernmentemploy-
eesmakeupovertwiceasmuchofVirginia’slabormar-
ketastheydoofthenationallabormarket(seefigure 2).
Indirectfederalgovernmentemployment—privatenon-
farmemploymentfundedbyfederalcontracts—playsan
evenlargerroleinVirginia’slabormarket.Morefed-
eralcontractsareawardedtofirmsinVirginiathanto
firmsinanyotherstate,andfederalcontractsaccount
forover12percentofVirginia’seconomy,compared
tolessthan4percentforthenationasawhole.5Since
2007thetotalvalueofthesecontractshasrisenby18
percent—from$46.4billionto$54.8billion—compared
toa9.3percentincreaseintherestofthecountry.6Asa
result,indirectfederalgovernmentemploymentlikely
makesupabout10.6percentofVirginia’slabormarket,
overthreetimesmorethanthenationalaverage(see
figure 2).7Bothdirectgovernmentandindirectfederal
governmentemploymentinVirginiawerehigherin
2012thanbeforetherecession.8Combined,directgov-
ernmentemploymentandindirectfederalgovernment
employmentaccountforalmost30percentofjobsin
Virginia(seefigure 2).

Theother70percentofVirginia’slabormarket—Vir-
ginia’s“real”privatesector—sufferedalmostasmuch
damageasthenationallabormarketfromtheGreat
Recession(seefigure 3).Between2007and2012,pri-
vatenonfarmpayrolljobsexcludingindirectfederal
governmentemploymentdecreasedby2.7percentin
Virginia,comparedto3.1percentnationwide.Likethe
restofthecountry,Virginiahasalsoexperiencedsub-
stantiallaborforcedisengagement.IfVirginia’slabor
forceparticipationratehadremainedatits2007level,
thestate’s2012unemploymentratewouldbeashighas
8.6percentinsteadof5.9percent(seefigure 4).

ThemalaiseofVirginia’s“real”private-sectorlabormar-
kethasnotbeenexperiencedequallyacrossVirginia.

Morethan75percentoffederalcontractsawarded
inVirginiagotofirmsinNorthernVirginia,9andthis
geographicallyskeweddistributionhelpsexplainthe
disparityinunemploymentratesbetweenNorthern
Virginiaandtherestofthestate.Attheendof2012,
NorthernVirginia’sunemploymentratewas4.4per-
cent,whiletherestofVirginia’swas6.6percent.10The
differenceisevenmorepronouncedwhencomparing
NorthernVirginiatosomeofthestate’smosteconomi-
callydistressedregions.In2012,9ofthe15counties
andcitiesinNorthernVirginiareceivedover$10,300in
contractawardsperworker,while26ofthe29counties
andcitiesinSouthwesternVirginiaandSouthsideVir-
giniareceivedlessthan$2,100perworker.11Southwest-
ernVirginia’s2012unemploymentratewas8.3percent
andSouthsideVirginia’swas8.9percent.12

SEQUESTRATION AND VIRGINIA

The effect of sequestration—anestimateddecreasein
the10-yeargrowthrateoftotalfederalspendingfrom72
to68percentthatbeganinMarch201313—onVirginia’s
labormarketappearsnegligiblesofar.SinceJanuary,
about26,100newprivate-sectorjobshavebeencreated
inVirginiaandonlyabout1,800federalgovernmentjobs
havebeenlost.14Virginia’soverallpaceofjobgrowthin
2013hasbeenaboutthesameasineachofthelastthree
yearsanditsunemploymentrateinJulywas5.7per-
cent,aboutthesameasattheendof2012.15Totalfederal
spendingisestimatedtoincreaseby1.8percentbetween
2013and2014andgroweveryyearforthenextdecade.16
Defensespending—whichmakesup68percentoffed-
eralcontractsinVirginia17—isestimatedtoriseeveryyear
from2014to2023.18However,thenation’srecordfederal
debt—combinedwithsequestration’slackofrealspend-
ingcuts—willlikelynecessitatemoreseriousdecreases
infederalspendingincomingyears.Todiversifyitslabor
marketawayfromanunsustainablerelianceonfederal
governmentexpenditures,Virginianeedsstrongerpri-
vate-sectoreconomicgrowth.

A BETTER PATH FORWARD FOR VIRGINIA

Virginia’s business environment hasbecomeless
competitiveinrecentyears.AccordingtotheTaxFoun-
dation,Virginiahadthe19thmostfriendlytaxclimatefor
businessesin2006,buttodayithasfallentothe27th—
worse thanneighboringKentuckyandTennessee.19
Between2007and2013,Virginia’sregulatoryburden—
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ascalculatedbytheMercatusCenter’sFreedom in the 
50 States index—fellfrom3rdbestinthecountryto9th
place.20ImprovingVirginia’staxandregulatorycom-
petitivenesswillencouragetheprivate-sectoreconomic
growthnecessarytodiversifyandexpandVirginia’s
labormarket.

ReducingoreliminatingVirginia’s6percentcorporate
incometaxwouldimprovethestate’scompetitiveness.
Corporateincometaxeshaveahighlynegativeeffecton
economicgrowth.21Reducingtheratebyjust1percentcan
increaseannualGDPgrowthby0.1to0.2percent.22Eco-
nomicresearchshowsthatreducingcorporatetaxratesis
revenue-neutral.23Thetaxaccountsforjust2percentof
totalstaterevenues,soeliminatingitisfiscallyfeasible.24

Virginia’spersonalincometaxisthe38thmostbur-
densomeinthecountry—worsethanneighboringKen-
tuckyandTennessee.25Thetoptwomarginalratesof
5.00and5.75percentforannualadjustedgrossincome,
whichapplytoover85percentofVirginiahouseholds
filingtaxreturns,couldbeloweredtoimprovecom-
petitiveness.26Researchindicatesthatdoingsowould
leadtoincreasedeconomicgrowth.27EconomistsKarel
MertensandMortenO.Ravnfindthataonepercentage
pointdecreaseinpersonalincometaxratesleadstoas
muchasa0.8percentincreaseinemploymentwithin
oneandahalfyears.28

EliminatingorreducingsomeofVirginia’sroughly100
salestaxexemptions29wouldhelpoffsetthecostoflow-
eringthepersonalincometaxrate.Arecentstudyfinds
thatthevalueoftheseexemptions—excludingexemp-
tionsthatpertaintobusiness-to-businesstransactions
orpreventdoubletaxation—equalsalmost$5.3billion.30
Manyoftheseexemptionsprovidetargetedindustries
withsubstantialtaxadvantagesandarethus“subsidies
indisguise”thatharmeconomicgrowth.31

Similarly,eliminatingtheVirginiaEnterpriseZonePro-
gram(VEZP)couldalsoboosteconomicgrowth.VEZP
providesgrantstofirmsthatcreatejobsormakereal
estateinvestmentsabovearbitrarywageandinvestment
thresholdsinhigh-unemployment“enterprisezones”
(EZs).32Thesearbitraryzonesandawardstandardsben-
efitlargerfirmswiththeresourcestoapplyforandmeet
theapplicationstandardsofEZgrants.33Forexample,
recentgrantrecipientsincludeAmazon,BAESystems,
Rolls-Royce,andBankofAmerica.34Althoughfirms
thataccessVEZP’sgrantsdocreatejobs,35economic
researchshowsthatEZsthemselveshavenoimpacton
employmentlevelsandmayevenharmemployment

growth.36Theeconomicgainsofprivilegedfirmsthat
receivegrantsareoffsetbyeconomicwaste,aswellas
lossestofirmsoutsideEZs.EZsstunteconomicgrowth
byincentivizingfirmstospendresourceschasinggrants
(aformofgovernment-grantedprivilege),resulting
ineconomicwasteattheexpenseofconsumersand
taxpayers.37

InsteadofVEZP,scalingbackoccupational licens-
ingregulationswouldmoreeffectivelyencouragejob
creationinVirginia’shigh-unemploymentareas.The
MercatusCenter’sFreedom in the 50 States indexfinds
thatVirginia’soccupationallicensingregulationsharm
thestate’sregulatorycompetitiveness.38Accordingto
theInstituteforJustice,theseregulationsarethe8th
mostburdensomeinthecountry,with46outof102
low-incomejobsrequiringalicenseinVirginia.39The
averagelicensedprofessioninVirginiarequiresover15
monthsofeducationandexperienceand$153infees.40
Occupationallicensingregulationsharmemployment
growthanddisproportionatelyburden low-income
individuals.41 To encourage entrepreneurship and
reduceunemployment, thenumberandseverityof
licensingregulationsshouldbereducedandbrought
inlinewithrequirementsinstateslikeColoradoand
Pennsylvania.42Doingthiswouldincreaseemployment
opportunitiesinoccupations“idealfornewsmallbusi-
nesscreation.”43

CONCLUSION

Virginia’s labor market ismoretroubledthanits
unemploymentratesuggests.Iflaborforceparticipa-
tionwereatits2007level,thestate’sunemployment
ratewouldbeashighas8.6percent.Weestimatethat10
percentofVirginia’sworkforceisindirectlyemployed
bythefederalgovernmentviafederalcontractexpendi-
tures.Excludingthesejobs,privatejoblossinVirginia
since2007isonparwiththenationalaverage.While
federalspendinghassoftenedtheeconomicdown-
turninVirginia,itposesalong-termthreatbecausethe
state’slabormarketreliesheavilyonunsustainablefed-
eralspending.Virginiashoulddiversifyitslabormarket
awayfromrelyingonfederalsupport,especiallyinlight
ofloomingfederalspendingcuts.Inordertoachieve
thisdiversification,Virginia’staxandregulatorycom-
petitivenessmustimproveandwastefulspecial-inter-
estgrantsandloopholesshouldbeeliminated.These
reformswouldfacilitatetheeconomicgrowthneces-
sarytoincreaseVirginia’sprivate-sectoremployment.
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FIGURE 1. JOB IMPACT OF RECESSION ON VIRGINIA VS. AVERAGE NATIONAL IMPACT  
(percentage change in jobs by sector between 2007 and 2012)

Source: Bureau of Labor Statistics.
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FIGURE 2. DIRECT & INDIRECT GOVERNMENT EMPLOYMENT IN 2012 AS A PERCENTAGE OF TOTAL NONFARM PAYROLL JOBS 
(Virginia vs. national average)

Sources: Bureau of Economic Analysis; Bureau of Labor Statistics; USAspending.gov.  
Note: Indirect federal government employment is estimated by calculating federal contract spending as a percentage of the sum of  federal contract 
spending and nonfarm, private-sector GDP and multiplying that percentage by total nonfarm, private-sector payroll employment.
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FIGURE 3. YEARLY DECLINE IN TOTAL & PRIVATE, NONFEDERAL CONTRACT, NONFARM PAYROLL JOBS COMPARED TO 2007 LEVEL  
(Virginia vs. national average)

Sources: Bureau of Economic Analysis; Bureau of Labor Statistics; USAspending.gov.  
Note: Private, nonfederal contract, nonfarm payroll jobs are estimated by subtracting indirect federal government employment from total nonfarm, 
private-sector payroll employment.

Pe
rc

en
ta

ge
 d

ec
lin

e 
in

 n
on

fa
rm

 p
ay

ro
ll 

le
ve

l  
co

m
pa

re
d 

to
 2

00
7 

pa
yr

ol
l l

ev
el



MERCATUS CENTER AT GEORGE MASON UNIVERSITY   7

FIGURE 4. VIRGINIA’S REPORTED UNEMPLOYMENT RATE VS. UNEMPLOYMENT RATE WITHOUT CIVILIAN LABOR FORCE DROPOUTS 
(2008–2012)

Source: Bureau of Labor Statistics.
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