OFFICE OF MANAGEMENT AND BUDGET
Isiah Leggett Jennifer A, Hughes
County Executive Director

MEMORANDUM

December 2, 2015

TO: Stephen B. Farber, Coyngi ministrator, County Council
FROM: Jennifer A. Hughes, Djr&tof, 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 and the approved FY16 Savings Plan have been incorporated in the fiscal
plan. Other assumptions in the fiscal plan, including FY15 year-end results, current year expenditure estimates
(other than the approved Savings Plan), funding for the Capital Improvements Program, and other non-agency
spending have not been changed. 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.

Update to Revenue Projections and Reserves

When the Council adopted the FY16-21 Fiscal Plan in June, we prepared an additional version
of the fiscal plan that projected a $175 million decline in resources available to fund the operating budget in
FY17 due to updated fiscal information on the Wynne decision and FY15 year-to-date income tax receipts. As a
result, the County Executive immediately proposed more than $50 million in expenditure reductions shortly
after the beginning of the current fiscal year. This updated fiscal plan projects a decline of $179 million, even
after incorporating the expenditure reductions approved in the FY16 Savings Plan. This clearly underscores the
importance of continued expenditure restraint as we begin the FY 17 budget process.

The Department of Finance’s updated revenue forecast is down for all revenues except for
recordation and transfer taxes. Income tax revenues are substantially below the estimates approved in June, but
consistent with the trends we informed the Council about prior to approval of the FY16 budget. These updated
revenues were reflected in the “illustrative” fiscal plan referenced above. In total over FY16 and FY17, the
updated revenue forecast is $135.1 million below the approved June forecast.

While our original estimate forecasted an increase in the County’s November 2015 income tax
distribution, the actual distribution was nearly the same as November 2014. Based on an apparent disparity
- between the County’s distribution and the State’s receipts, the Department of Finance is requesting more
information from the State. We will update the Council as we receive more information from the State.
However, until and unless there is a substantive change in the information received from the State, we must
assume a further significant reduction in projected income tax revenues.
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Based on current assumptions, the fiscal plan would require a 4.5 percent reduction in agency
spending to produce a balanced budget in FY'17. However, due to the State legal requirements to fund MCPS
and the College at maintenance of effort, the projected decline in resources available to fund the County
Government and MNCPPC under these assumptions is even greater — 11.5 percent.

I want to highlight a few aspects of this update:

1. Revenues: As detailed in the Department of Finance’s December 2015 Revenue Update and Selected
Economic Indicators report, the revenue forecast has been revised downward a total of $135.1 million
($37.1 million in FY16 and $98 million in FY'17) compared to the estimates in the approved fiscal plan.
Income tax revenues have been revised downward by $119.8 million ($50.9 million in FY16 and $68.9
million in FY'17). As noted above, the November distribution was estimated to increase 16.1 percent, but
actually only increased 2.1 percent. In addition, the estimated loss of revenue from the Wynne decision has
been updated based on more recent information from the State Comptroller from $10 million in FY16, $55
million in FY17 and FY18, and $25 million after FY18 to $0 in FY16, $76 million in both FY17 and FY18,
$31 million in FY19, and $16 million after FY19. We expect to revise this estimate again next March.

The revised property tax estimate is at the Charter Limit' but is $27.7 million less than the estimate in the
approved fiscal plan primarily due to a significant 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 2016.

3. FY17 Expenditures: The fiscal plan assumes FY17 expenditures for MCPS and Montgomery College” at
maintenance-of-effort. To produce a balanced fiscal plan, FY17 expenditures for the County Government
and MNCPPC are reduced 11.5 percent. In total, agency expenditures decline 4.5 percent, or $178.5 million,
compared to the FY16 budget. This shortfall does not account for a2 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.

4. Reserves: Prior fiscal year results are not yet finalized. The projection reflects the impact of the revised
revenue forecast and the FY16 Savings Plan. 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’.

! 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.

% 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 released. Since
the fiscal plan does not assume these additional resources at this time, projected FY17 spending for MCPS and
Montgomery College appears level or decrease relative to FY16 because of one-time funding included in the FY 16 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.
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Under this law, $24 million must be contributed to the RSF in FY16. Total reserves are projected to be 8.0
percent at the end of FY 16 due to the revised revenue forecast. 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 9.3 percent at the end of FY17 to 10 percent in FY20. The County’s policy is to
have a total reserve of 10 percent by FY20. '

Looking Ahead

As you know, the Executive will update the fiscal plan in March 2016 as part of his
Recommended FY 17 Operating Budget and FY17-22 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 and FY17 recommended operating budget.

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

3 The February 2016 income tax distribution and data on the County’s excise taxes for November
2015 through February 2016.

4, Revisions to estimates of the assessable base by the State Department of Assessments and Taxation
expected in January 2016.

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

In summary, disappointing revenue growth continues to challenge our ability to meet increasing
expenditure demands. 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:aae
Attachments

cc: Timothy L. Firestine, Chief Administrative Officer
Joseph F. Beach, 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

* 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.

% Section 310 of the County Charter limits any unappropriated surplus to 5 percent of the General Fund revenue for the
preceding fiscal year.
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