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Overview of Economic Status

The condition of the County economy is greatly affected by national and state economic conditions. The
economy has an impact on County services and the County’s ability to pay for these services. With a strong
economy come more people working, more homebuyers, and more tax revenue. In contrast, a bleak
economy means businesses close, unemployment rates increase, and the competition for government dollars
increases. The state of the economy is the single most important factor in predicting growth and increased
tax revenue.

Predicting Future Revenue Collections

Real Estate values are based on the actual value as of January 1, 2006 and estimated increases from new
construction. FY 2008 estimates for real estate are based on the County’s recent general real estate
reassessment effective January 1, 2007. The County is required to reassess properties at least once every
four years. The value reported on January 1, 2006 of $4.8 billion has been reassessed and is valued at
$6.5 billion. Growth from the 2006 book to the 2007 book was $161 million. Growth from January 1,
2007 to January 1, 2008 is estimated to be $110 million.

Personal property tax collections are based on the 2006 tax book, which is the most recent documentation
of assessment values. From this data, the 2007 values are estimated. In addition, prior year collection
rates are used as predictors of future year collections. The rate of collection in FY 06 and FY 07 is used
to estimate the rate of collection in FY 08. The 2007 personal property book will not be issued until at
least September 1, 2007, which is in FY 08. As better information is known, better estimates can be
made.

Estimated values and collection rates can also change depending upon the fluctuations in the economy
and interest rates. If consumer confidence wanes, the growth in sales tax collections, personal property
values and the value of new housing starts may all be affected.

In FY 06, most revenue categories exceeded projections, while few fell short of the projected estimates.
In FY 07, revenue accounts are experiencing growth, but several appear to be falling short of the
projected growth estimate. Shortfalls in FY 07 are expected in the following categories of revenue:
personal property tax on business furnishings, machinery and tools tax, merchants’ capital tax, and public
service corporation tax. These shortfalls are based on declining values on the personal property tax book,
as reported in September of 2006. These shortfalls are creating negative growth in these categories for
FY 08.

What is the National Economic Outlook?

The state and local economy often mirrors national trends.

The United States unemployment rate has fallen over the past several years, indicating a strong economy.
According to the Virginia Employment Commission and the Bureau of Labor Statistics, the
unemployment rate for the U.S. fell from 6.0% in 2003 to 5.5% in 2004 to 5.1% in 2005. Comparing the
latest information, the unemployment rate for December 2006 was 4.3% compared to 4.6% for December
2005.
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The U.S. Gross Domestic Product, which is the total market value of goods and services produced in the
Unites States, is a good indication of economic trends. According to the Bureau of Economic Analysis,
the GDP of the U.S for the fourth quarter of 2006 increased by 3.5%.

The Consumer Price Index (CPI) is a measure of inflation. In 2004, the percentage change (inflation
rate) for the CPI was 2.7%. This rate increased to 3.4% for 2005 and has fallen slightly to 3.2% for
2006.

While the CPI and unemployment rates are lower than in previous years, the national economy is slowing
and expected to continue to slow in 2007. Economists expect the economy to “soften” as higher interest
rates, a slowing housing market, and lower corporate earnings are helping slow the economy. Overall,
however, some growth is still expected.

What is the State Economic Outlook?

Virginia’s economy is experiencing similar trends as the national economy.

Virginia’s unemployment rate has also fallen over the past several years, indicating job growth.
According to the Virginia Employment Commission and the Bureau of Labor Statistics, the
unemployment rate for the State of Virginia fell from 4.1% in 2003 to 3.7% in 2004 and to 3.5% in 2005.
Comparing the latest information, the unemployment rate for December 2006 was 2.7%, down from
3.0% for December 2005.

The Gross Domestic Product (GDP) for the State of Virginia has also increased in recent years.
According to the Bureau of Economic Analysis, the State of Virginia’s annual growth rate in GDP from
1997-2004 was 4.0%. From 2004-2005, the average annual growth rate increased to 5.4%. This
improved the state’s national ranking from 11 to 7.

Again, while unemployment rates are down from previous years, a cooling housing market and a
softening economy is expected to slow construction and construction employment.

What about Local Growth?

Like national and state trends, Montgomery County’s unemployment rate has fallen in recent years,
indicating job growth. According to the Virginia Employment Commission and the Bureau of Labor
Statistics, Montgomery County’s unemployment rate fell from 3.3% in 2003 to 3.2 % in 2004 to 3.1% in
2005. Comparing the latest information, the unemployment rate for December 2006 was 2.3%, down
from 2.7 % in December of 2005.

New car registrations for the first and second quarters of 2006 compared to the first and second quarters
of 2005 were down 58%. New truck registrations the first and second quarters of 2006 compared to the
first and second quarters of 2005 were also down 28%. Of the counties in the New River Valley,
Montgomery County showed the largest decrease.

Taxable sales increased 7.5% during the first and second quarters of 2006 compared to the first and
second quarters of 2005.
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e Building permits are down compared to previous years. The total number of permits for FY 06 was 403,
compared to 450 for FY 05. This represents a 10.44% decrease in the number of permits issued. Higher
interest rates and a slowing housing market are causing the decrease in building. Due to the cooling off
of the housing market, real estate growth and revenues are expected to be lower than in previous fiscal
years.

State Budget: Local Impact

e The FY 08 Proposed Budget projects state funds will be provided for salary increases for constitutional
officers, and local social service employees. Through the Uniform Compensation Plan adopted in FY 01,
the County assumed a larger share of the costs of salaries for Constitutional Offices. Recently the
County added the Department of Social Services to the County’s uniform pay plan. Beginning
December 1, 2007 (FY 08), state dollars are estimated to increase 3% for salaries for these employees.

e State funding for public schools is estimated to increase $1.6 million over the FY 2007 Approved
Budget.

e State budget cuts in previous years resulted in reduced ABC and Wine profits distributions to localities.
These reductions have not been restored.

Variables Affecting Revenues

As depicted below, factors other than state policy affect local revenue. All these factors drive the funding
available for the annual budget.

VARIABILES AFFECTING
REVENULES
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County Resources

Resources within the County budget are classified as either designated or undesignated.
e Designated Resources represent revenue accounts which are mandated for specific uses including:

»  Support from the State Compensation Board for constitutional officers, court fees, fees for services
and programs

Direct state aid for public assistance payments

State and federal funds for schools

Support for human services programs

YV V
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Undesignated Resources fall into two categories: undesignated revenue and fund balance. Undesignated
Revenue represents accounts which may be used in the budget at the Board’s discretion. These accounts
include property taxes, sales taxes, and similar local sources of revenue.

Total budgeted revenue for FY 08 is $141.9 million with $75.8 million considered designated. Of this
designated amount, $59.6 million or 78.6% is earmarked for schools. Designated resources are mandated
for specific uses. Undesignated Revenue dollars that may be used in the budget at the Board’s discretion,
totals $66.1 million. Of this amount, $33.6 million or 50.8% goes to the public schools for operations.
$10.5 million or 16% of the undesignated dollars support debt service costs for county facilities including
public schools.
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Real Estate Tax Assessments

Real Estate values totaled $4.8 billion on the 2006 Land Book including the land use value. Calendar
Year 2007 is a reassessment year and the $4.8 billion in 2006 is now valued at $6.5 billion. New growth
is estimated to be $110 million, a 2% increase for the upcoming year. Due to an unstable and slowing
housing market, growth projected for FY 08 is expected to be slightly less than the 3% increases
experienced in previous years.

Four-year increments show reassessment value increases (including growth) as follows: 1999
reassessment values increased 29%; 2003 reassessment values increased 34%; 2007 reassessment values
increased 34%. The following chart shows the values on the land book from 1996 through 2008 and
increases each year:
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Real Estate Values History
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2007 General Reassessment

e Montgomery County is required by state code to reassess real estate at least once every four years.
State law requires that should the increase in values be above 1%, the locality must lower the rate,
show the impact of the increase in real estate values, or increase taxes. The chart below shows the
calculation of revenue neutral for the 2007 reassessment and a comparison of the 2007 reassessment

to the 2003 reassessment:

2007 Reassessment

2003 Reassessment

Assessed Value Jan 1, 2006

4,841,218,900

Assessed Value Jan 1, 2002

3,312,663,860

1% Increase

48,412,189

1% Increase

33,126,639

Total Allowable Value

4,889,631,089

Total Allowable Value

3,345,790,499

Rate = .74/100 0.0074 Rate = .815/100 0.00815
Revenue 36,183,270 Revenue 27,268,193
Reassessment 6,499,702,000 Reassessment 4,377,808,700
Growth Due to Reassessment 1,497,024,700 Growth Due to Reassessment 931,309,023
New Construction Growth 06 Book to 07 Book 161,458,400 New Construction Growth 02 Book to 03 Book 133,835,817
Subtract New Construction Growth 6,338,243,600 Subtract New Construction Growth 4,243,972,883
Revenue 36,183,270 Revenue 27,268,193
New Tax Rate 0.0057 New Tax Rate 0.0064
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Tax Rates

e As the graph below denotes, the Board of Supervisors has traditionally dropped tax rates in the years
of the general reassessment. Due to the results of the most recent general reassessment, the rate has
been lowered to 62 cents per $100 assessed value. Revenue neutral was 57 cents; therefore, the FY
08 Proposed Budget includes a 5 cent real estate tax rate increase.

Real Estate Tax Rate History
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Personal Property Tax Assessments

e Personal Property Tax is assessed on cars, vans, pick-up trucks, utility trailers, boat trailers, motorcycles,
and similar property owned by individuals and businesses. The rate is $2.45 per $100 of assessed value.

e Since FY 02 the County has experienced significant growth in motor vehicle revenue collections.
Dramatic increases have resulted in recent years due to the larger than average sales in sport utility
vehicles. Recent sales estimates show a slow down in SUV sales and the values on the personal property
book have remained flat for the last two years. Growth for FY 08 is estimated to remain flat given the
significant fluctuation in the prior two years coupled with the increase in gasoline prices reducing
consumer purchases of larger trucks and SUV’s.

Motor Vehicle Revenue Collections
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e The Car Tax Relief program prohibits increasing the personal property rate on the first $20,000 of
value for vehicles that qualify for relief. In addition, before the state will provide reimbursement, the
locality must first collect the taxpayer’s share. Changes in the Car Tax Relief program made by the
General Assembly became effective in FY 07. These changes reduce the amount of funding the State
provides for Car Tax Relief. Individuals will no longer receive a 70% reduction on their Car Tax
bills. Each year the percentage of relief will change. The estimated relief for FY 08 will not be
known until the fall of 2007.

Other Personal Property Taxes

Machinery and Tools — is a tax on businesses at $1.82 per $100 in value which is assessed at
60%/50%/40% depending on the number of years the asset has been owned. Since FY 02, revenue
collections have been relatively flat, averaging close to $2 million per year. In recent years, the County
has seen a spike in revenue with the County collecting $2.3 million in FY 06. However, based on
declining values on the personal property book and recent business closures in the County, newer
projections indicate a shortfall in revenue for FY 07. While the County expected $2.47 million in FY 07,
collections indicate the County will fall short of that estimate by $278,000. Given the more recent
estimates for this category of revenue, the FY 08 estimate has been set at $2.2 million.

Machinery & Tools Revenue
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Merchants Capital — is a tax on the value of inventory at $3.05 per $100 and is assessed at 20% of the
actual value. In FY 03 and FY 04, assessed value declined. In FY 05, the tax rate was lowered from
$4.50 to $3.05 which generated a 38% increase in value deemed to be from car dealerships retaining their
inventory within the County. Like machinery and tools tax, in recent years, the County has seen a small
spike in revenue since the tax rate change. However, based on declining values on the personal property
book and recent business closures in the County, newer projections indicate a shortfall in revenue for FY
07. While the County expected $1.1 million in FY 07, collections indicate the County will fall short of
that estimate by $100,000. Given the more recent estimates for this category of revenue, the FY 08
estimate has been set at approximately $1 million.
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Merchants Capital Collections
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Local Sales Tax: Growth of Retail Sales

o Local sales tax collection has increased progressively over the last few years with collections peaking in
FY 06 at $6.7 million. Growth in FY 06 was 3.36% over FY 05 collections. Collections for FY 07 are
extremely positive with recent estimates showing the possibility of a surplus over the FY 07 estimate of
$6.9 million. FY 07 collections are projected to be over $7 million based on year-to-date collections
through February 2007. The FY 08 estimate, which is based on actual collections to date and projected

growth, is estimated at $7.2 million.
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Proposed Fee Increases

As part of the FY 08 budget, the County has made adjustments to its existing user fee structure in the

General Services and Planning divisions.

User fees are fees (designated revenue sources) charged by a

locality for specific services. They are used to pay for all or part of the cost of providing services.

What makes them different from other County revenues?

User fee payments are tied directly to the service provided.
Payments are only made by those customers that use the service.
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What changes have been made?

In the General Services Division, the County’s existing fee structure has been modified in an attempt to
collected 100% of the costs associated with providing various services. The current fee structure collects
fees at 60% in the General Services Division. Along with existing fee increases, a new technology fee has
been added to the division to help pay for new technology based initiatives. The chart below shows the
increases in revenue associated with the new fee structure.

FY 08 Base New Revenue @
@ 60% 100% Recommended
General Services Collection  Collection Level @ 100%
Building Permit Fee $ 111,000 $ 172,383 $ 61,383
Occupancy Permit Fee $ 500 $ 2,205 $ 1,705
Electrical Permit $ 21,000 $ 35350 $ 14,350
Mechanical Permit $ 500 $ - $ (500)
Plumbing Permit $ 10,000 $ 34,362 $ 24,362
Manufacturing Housing Permit ~ $ 25,000 $ 33,146 $ 8,146
Reinspection Permit $ 5,000 $ 11,327 $ 6,327
Erosion & Sediment Control* $ 50,000 $ 50,000 $ -
Total $ 223,000 $ 338,773 $ 115,773
New Technology Fee $ = $ 13,600 $ 13,600
Grand Total $ 223000 $ 352,373 $ 129,373

*Erosion & Sediment Control is currently being collected at the 100% level.
There are no recommended changes to the fee or structure at this time.

In the Planning & GIS Division, the County’s existing fee structure has been modified in an attempt to
collect 50% of the costs associated with providing various services. The current fee structure collects fees at
25% in the Planning & GIS Division. Along with existing fee increases, a new technology fee has been
added to the division to help pay for new technology based initiatives. The chart below shows the increases
in revenue associated with the new fee structure.

FY 08 Base New Revenue @
@ 25% 50% Recommended

Planning & GIS Collection  Collection Level @ 50%
Rezoning/Subdivision $ 17,000 $ 34,000 $ 17,000
Site Plan Review $ 450 $ 900 $ 450
Planning Sales $ 1400 $ 2,800 $ 1,400
GIS Sales $ 1,000 $ 2,000 $ 1,000
Technology Fee $ - $ - $ -
Total $ 19,850 $ 39,700 $ 19,850
New Technology Fee $ = $ 8400 $ 8,400
Grand Total $ 19,850 $ 48,100 $ 28,250
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Fund Balance

No Fund balance dollars have been used to balance the FY 08 budget.

Reserve Funds

A reserve fund is defined as an account used either to set aside revenues that are not required for
expenditure in the current year or earmark revenues for a specific future purpose.

Why Do We Need Reserve Funds and a Cash Flow Reserve?

The financial health of a locality is determined based on its “operating position” which refers to three
factors:

0 The County’s ability to balance the budget using current revenue (not using fund balance in the
operating budget).

0 The County’s ability to maintain reserves for emergencies (establishing reserve funds for specific
purposes).

0 The County’s ability to maintain sufficient cash to pay expenses on a timely basis. (Ensuring an
adequate level of cash flow reserves).

Setting aside monies through reserve funds will help the County to withstand unexpected financial
emergencies should they occur, such as revenue shortfalls, unexpected inflation and unplanned
expenditures. Earmarking revenue through reserves for specific purposes will improve the County’s
ability to pay for major projects in a “planned” manner.

Why Shouldn’t We Use Reserve Money to Balance the Budget?

These funds are “non-recurring”. The use of these funds can only be for items that do not require
expenditures in future years (one-time-only expenses). These funds cannot be used for salary increases,
additional personnel, or program expansion that recurs in future years. For example, if $1,000,000 of
reserve monies were used in the budget to cover salaries, the next year there would be $1,000,000 worth
of costs and $1,000,000 less money. The County’s financial advisors have recommended a policy of
maintaining undesignated fund balance between 8% and 10% of operating revenue.

Cash Flow Reserve sets aside approximately $10 million or 7.4% of the total FY 08 Proposed Budget for
emergency and unforeseen circumstances to ensure sufficient cash to pay the bills.

Debt Service Reserve — Through this reserve fund, money can be earmarked to address unanticipated
“peaks” in debt service costs or buy down debt service costs as the annual payments begin to decrease.
The reserve is included at $500,000.

Landfill Post Closure Reserve — The Landfill Closure reserve sets aside monies for the costs associated
with monitoring and remediation of a landfill after it is closed in order to meet the requirements of the
Department of Environmental Quality. The reserve is $250,000.
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e Facilities and Maintenance Reserve — This reserve fund earmarks monies for facilities and general
maintenance items. This reserve differs from the Capital Reserve in that the Capital Reserve focuses on
major capital projects designed to meet long-term needs. Items supported through this reserve would be
for purchases that are considered a part of general operations such as machinery, equipment, general
repairs, and upkeep of facilities and grounds. The reserve is $723,000.

e Capital Reserve — This account reserves funds for transfer to support projects in the Capital Budget. The
reserve is $500,000.

e Road Maintenance Reserve — This reserve provides $372,460 as matching funds for the state’s revenue
sharing program for road maintenance. The reserve is $372,460.

e Technology Reserve — This account reserves funds for technology projects and infrastructure
requirements. The reserve is $386,000.

Conclusions
e The proposed tax rate is set at 62 cents for the FY 08 Budget, a 5 cent increase.
e Given the uncertainty of the ability to meet the current year revenue estimates combined with the

unknown impact of all state agency reductions on the County’s revenue, adequate reserve funds will
enable the County to react positively to future circumstances.
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