OFFICE OF MANAGEMENT AND BUDGET

Isiah Leggett Jennifer A. Hughes
County Executive . Director

MEMORANDUM

December 6, 2016

ouncil Administrator, County Council

TO: Stephen B. Fgrber,

FROM: Jennifer A. irector, Office of Management and Budget

SUBJECT: Fiscal Plan Update

Attached please find the updated fiscal plan and supporting documents. The Department of
Finance’s updated revenue forecast has been incorporated in the fiscal plan. Because this is a limited update
to fiscal assumptions, the projections are preliminary and the fiscal plan included as part of the County
Executive’s recommended budget next March will be different than this one. However, this fiscal update is
critical for the Executive’s budget formulation process and informs the guidance that he provides to
Departments regarding their budget requests to him. It also will provide the context for the many difficult
decisions that he is likely to make in developing his recommended FY18 Operating Budget, as well as
decisions regarding spending requests for the duration of FY17. :

In order to align the continued revenue uncertainties, as well as, the uncertainties created by
the changing political climate at the State and Federal level and on-going expenditure increases, the County
Executive is requesting that County Departments submit revised budget requests reflecting a two to three
percent reduction in expenditures. As always, this reduction target is a starting point for discussions and may
be adjusted to reflect his programmatic priorities. The County Executive had considered submitting a FY17
Savings plan to the Council. However, he believes that an earnest effort to control FY18 expenditures is a
reasonable starting point for addressing the fiscal concerns. As always, further adjustments may be needed,
depending on subsequent information we receive regarding revenues and expenditure pressures. '

Update to Revenue Projections and Reserves

Based on current assumptions, the fiscal plan would require a 1.2 percent reduction in
agency spending to produce a balanced budget in FY18. However, due to the State legal requirements to fund
Montgomery County Public Schools (MCPS) and the Montgomery College at maintenance of effort, the
projected decline in resources available to fund the County Government and The Maryland-National Capital
Park & Planning Commission (MNCPPC) under these assumptions is even greater — 2.6 percent. Once we
have also accounted for the shortfall in the ending balance for FY16 and assume a modest increase in agency
spending of two percent, the projected gap between projected spending and revenues is over $130 million.
This gap assumes a same services budget with no increases for program initiatives or funding necessary for
collective bargaining agreements or other major known commitments. It also assumes no change in funding

from either the State or Federal governments.
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The Council has also been discussing a number of bills and spending initiatives that if
funded in FY17, would add to the gap projected for FY'18 and use general reserves intended to cover revenue
shortfalls. Both the County Council and the Executive have committed to increase these reserves to ten
percent by FY20.

‘When the Council adopted the FY'17-22 Fiscal Plan in June, we projected that revenues
would total $4,698.1 million dollars in FY 17 and $4,831.6 million in FY18. Due to slower anticipated
growth in employment and personal income and lower inflation, the forecast for income tax and property tax
revenues in FY17 and FY18 is slightly lower compared to the FY'17 approved budget. Overall, the revenue
forecast is about $25 million below the estimate in the approved budget.

‘While this downward revision is relatively modest, the impact on budget planning for next
fiscal year is significant. The approved fiscal plan already projected a decline in resources available to fund
agency operating budgets next year. Therefore, even before accounting for expected cost pressures related to
compensation and programmatic commitments, we are starting the budget process facing a larger gap than
expected. This clearly underscores the importance of continued expenditure restraint as we begin the FY18
budget process.

1 want to highlight a few aspects of fhis update:

1. Revenues: As detailed in the Department of Finance’s December 2016 Revenue Update and Selected
Economic Indicators report, the revenue forecast has been revised downward a total of $25.5million
($3.9 million in FY17 and $21.6 million in FY'18) compared to the estimates in the approved fiscal plan.
Income tax revenues have been revised downward by $11.7 million in FY 18. While income tax
revenues are currently tracking ahead of the estimate in FY'17, as noted above, the slower anticipated
growth in employment and personal income have led to the reduced forecast in FY18. Still, income taxes
are projected to increase 4.9 percent from FY17. The approved fiscal plan assumed an increase of 6.4
percent. These projections include the impact of the Wynne case repayment schedule starting in FY19.

The revised property tax estimate is at the Charter Limit' but is $10.1 million less than the estimate in the
approved fiscal plan primarily due to a decline in the projected rate of inflation.

2. Intergovernmental Aid: State Aid assumptions will be updated after budget requests from Montgomery
County Public Schools and Montgomery College are received and the Governor releases his budget in
January 2017.

3. FY18 Expenditures: The fiscal plan assumes FY 18 expenditures for MCPS and Montgomery College?
at maintenance-of-effort. To produce a balanced fiscal plan, FY18 expenditures for the

1 Section 305 of the County Charter limits the growth in real property tax revenues in a fiscal year to the rate of
inflation, excluding new construction, development districts, and other minor exceptions. The Council may override this
limitation with an affirmative vote of nine Councilmembers.

2 The fiscal plan update does not assume additional resources that may be available to fund the appropriations of
Montgomery College and MCPS, such as agency fund balance or increases in State Aid. This information will be
available once the budget proposals from the President of Montgomery College and the Superintendent of Schools are
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4. County Government and MNCPPC are reduced 2.6 percent. In total, agency expenditures decline 1.2
percent, or $52.4 million, compared to the FY17 budget. This shortfall does not account for a number
of anticipated cost increases including compensation and benefits, inflation adjustments, program
annualizations, and other costs that will likely increase the gap as we go forward in the budget

process.

5. Reserves: Prior fiscal year results are not yet finalized. The projection reflects the impact of the revised
revenue forecast. According to the Revenue Stabilization Fund law (MCC 20-68) adopted by the Council
in June 2010, the mandatory contribution to the RSF must be the greater of 50 percent of excess
revenues® or 0.5 percent of Adjusted Governmental Revenues*. Under this law, $27 million must be
contributed to the RSF in FY18. Total reserves are projected to be 7.9 percent at the end of FY17, below
the 8.4 percent that had been assumed in the approved budget. This reduction is due to a set-aside for
snow removal costs ($15 million), the road resurfacing supplemental approved by the Council ($6.5
million) and a projected FY17 revenue shortfall of $3.8 million.

The fiscal plan projects increases to the General Fund reserve up to its Charter Limit’ and contributions
to the Revenue Stabilization Fund, consistent with the County’s fiscal policies and the Revenue
Stabilization Fund law. Total reserves are projected to increase from 9.4 percent at the end of FY18 to
ten percent in FY20. The County’s policy, and commitment, is to have a total reserve of ten percent by

FY20.

Looking Ahead

As you know, the Executive will update the fiscal plan in March 2017 as part of his
Recommended FY18 Operating Budget and FY18-23 Public Services Program. The March update will
include several changes that are not part of the attached fiscal plan because the information is currently not
available or is dependent on events that will occur subsequent to the transmittal of this fiscal plan including:

1. The County Executive’s recommended FY17-22 CIP, with recommended FY18 amendments
and the FY 18 recommended operating budget.

2. The mid-December update by the State Board of Revenue Estimates on its economic forecast.

3 The February 2017 income tax distribution and data on the County’s excise taxes for November
2016 through February 2017.

4. Revisions to estimates of the assessable base by the State Department of Assessments and
Taxation expected in January 2017.

5. Federal and State budget decisions that may affect the County’s budget.

released. Since the fiscal plan does not assume these additional resources at this time, projected FY18 spending for
MCPS and Montgomery College appears level or decrease relative to FY17 because of one-time funding included in the
FY17 budget. '

3 Defined as the amount, if positive, by which total revenues from the income tax, real property transfer tax, recordation
tax, and investment income of the General Fund for the fiscal year exceed the original projections for these amounts.

4 Defined as the tax supported revenues of the four County agencies, excluding the local contributions to MCPS and
Montgomery College, plus revenues of the County Government’s Grants and Capital Projects Funds.

5 Section 310 of the County Charter limits any unappropriated surplus to five percent of the General Fund revenue for

the preceding fiscal year.
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In summary, the pace of revenue growth continues to challenge our ability to meet
increasing expenditure demands. The Executive’s request to departments for a two to three percent reduction
in FY18 is a first step toward resolving the projected FY18 gap. Not only is continued restraint in the
County’s spending plans necessary, but more aggressive actions may be necessary to align on-going
spending obligations with on-going revenues.

JAH:mc
Attachments

cc: Timothy L. Firestine, Chief Administrative Officer
Alexandre Espinosa, Director, Department of Finance
Bonnie Kirkland, Assistant Chief Administrative Officer
Department Heads and Office Directors
Management Leadership Service Employees
Gino Renne, President, UFCW Local 1994
Jeff Buddle, President, International Association of Fire Fighters, Local 1664
Torri Cooke, President, Fraternal Order of Police, Lodge 35
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Washington-Baltimore CMSA

Year-over-Year Percent Change in Consumer Price Index

1.16 percent for the calendar year ending in September. For calendar year 2015,

Overall for the Washington-Baltimore consolidated region, the CPI has increased
the index increased a modest 0.33 percent compared to 1.54 percent in CY14.

Inflation was 0.83 percent in September 2016.
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SOURCE: Bureau of Labor Statistics, U.S. Department. of Labor

MC Department of Finance December 2016 Economic and Revenue Update
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