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Public administration expert John
Luthy has observed that the abil-
ity to think strategically may be

one of the most importance legacies of a
public official.1 The observation may be
even more applicable to budget prepara-
tion and enactment than to strategic
planning. Incremental policy decisions
made to balance the next year’s opera-
ting budget can significantly affect the
long-term financial condition of an
organization.

An approach to long-term financial
planning that is recommended by the
National Advisory Council on State and
Local Government Budgeting is to de-
velop and implement a meaningful and
flexible model for financial forecasting.2

In North Carolina, financial forecasting
helps local officials acquire the ability to
consider long-term fiscal outcomes dur-
ing a budget preparation and enactment
process that is specifically designed to
produce an annual balanced-budget or-
dinance.3 It also helps local officials build
an organizational culture that embraces
strategic thinking. The reinventing gov-
ernment movement describes strategic
thinking as steering the boat rather than
just rowing it.4

The purpose of this article is to demon-
strate the value of financial forecasting
in local government. The article is based
on the financial forecasting literature,
interviews with North  Carolina local
officials, and a review of selected budget
documents submitted to the Distinguished
Budget Presentation Awards Program of
the Government Finance Officers Asso-
ciation. The article begins with an over-
view of using financial forecasting to
project the operating results of the gen-
eral fund in local government. It then

describes using forecasting models to
analyze the long-term fiscal outcomes of
common budget decisions and to com-
municate with bond rating agencies. 

Projecting the Operating 
Results of the General Fund 

“Financial forecasting” is broadly defined
as projection of revenues and expen-
ditures over a selected period to show
the future operating
results of a fund on
the basis of an agreed
set of assumptions.5

The Government
Finance Officers As-
sociation encourages
the use of financial
forecasting as part of
its recommended prac-
tices for state and local governments to
assess the long-term financial implica-
tions of current and proposed policies,
programs, and goals.6

In conducting my review, I identified
five common themes among local gov-
ernments that use financial forecasting
to analyze the future operating results
of the general fund: 

• A five-year model is standard
professional practice.

• The primary audience is elected
officials.

• Expert and trend analysis are the
most common forecasting tech-
niques used for projecting both 
revenues and expenditures.

• Budget and finance staffs typically
generate and update the projections. 

• Each local government engaged in
financial forecasting developed a
model specifically tailored to its
own circumstances and needs. So a
standard methodology is not avail-
able for adoption. 

The reason that local governments
tailor the model is that they differ in how
they will use the projections. For exam-
ple, some models are developed around
the future projections of fund balance,
whereas other models are specifically
designed to show how a five-year cap-
ital improvement program will affect
the general fund. 

Further, some local governments
develop models that eliminate future

operating surpluses
and deficits by chang-
ing the tax rate for
each projection year.7

Such models do not
follow the traditional
format of financial
forecasting. On the
other hand, this 
hybrid approach

highlights the possibility of future tax-
rate adjustments unless changes are
made. Again, forecasting models must
be developed on the basis of what the
individual needs of an organization are
and how it will use a model to make
more informed decisions.

Table 1 (see page 8) contains a hypo-
thetical example of a five-year forecasting
model for a local government’s general
fund. The example is adapted from the
forecasting models used by Lexington,
North Carolina, and Scottsdale, Arizona.
It follows the traditional definition of fi-
nancial forecasting, according to which
operating results are shown for each
projection year. The local government in
the example experienced a net increase
in fund balance during fiscal years
2003–4 and 2004–5. A deficit of ap-
proximately $370,000 for the current
fiscal year results from a budgeted use
of fund balance. 

The model shows that additional
deficits will occur unless the government
makes policy decisions to address a
long-term structural imbalance. Further

The author is a School of Government
faculty member specializing in local
government administration. Contact
him at rivenbark@sog.unc.edu.

P O P U L A R  G O V E R N M E N T

Financial Forecasting for North Carolina Local Governments
William C. Rivenbark

Local governments should 
tailor their forecasting 
models to their own
circumstances and needs.



f a l l   2 0 0 7 7

analysis provides valuable information
to begin discussing policy alternatives
from a long-term perspective. The his-
torical and projected growth of property
taxes, which represent the major rev-
enue source of the organization, is mini-
mal. A short-term solution is to consider
a tax rate adjustment. A long-term solu-
tion is to explore economic develop-
ment initiatives. 

The annual interfund transfer from
the water and sewer fund also represents
a major funding source for the general
fund. An analysis needs to be conducted
to ensure that these transfers are not
compromising the fiscal integrity of the
water and sewer fund. 

Calculating the percentage change in
expenditures from 2004–5 to 2005–6
reveals that five categories increased by
more than 10 percent: general adminis-
tration, legal services, information tech-
nology, development, and sanitation. The
local government should identify what is
driving the expenditures in these func-
tional areas and look for efficiency gains.

The local government plans to increase
its reliance on pay-as-you-go financing,
as shown by an increase in transfers out
to the capital projects fund. Given low
interest rates and the projected decrease
in annual payments for debt service, the
government also might consider debt
financing for selected capital projects. 

Table 1 shows that fund balance 
as a percentage of expenditures is
projected to fall below 20 percent in
fiscal year 2008–9. However, the local
government’s policy regarding fund
balance requires that cash reserves re-
main at or above 20 percent of expen-
ditures. Because of the importance of
this ratio in local government, a con-
servative budgeting approach is recom-
mended until policy changes are iden-
tified and implemented to reverse the
trend.8 The forecasting model prompts
consideration of alternative policies
with a long-term perspective rather than
the perspective of their effects on the
budget for the upcoming fiscal year. 
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Using Financial Forecasting Models 
From a general perspective, financial
forecasting has been credited with creat-
ing an atmosphere of more rational
budgeting.9 It also can be a useful tool
for monitoring the
three-step economic
cycle faced by local
governments, which
includes the growth
stage of service ex-
pansion, the main-
tenance stage of service
continuation, and the
retrenchment stage of
cutbacks and reorganization.10

Table 2 presents common budget
decisions made by local governments
and the role of financial forecasting in
analyzing and making them. It begins
with the relationship between organiza-
tional goals and financial forecasting.
Research has shown that more local
governments are adopting strategic plans
and that feasibility assessment, which
includes affordability, is a success factor
in the implementation of strategic
plans.11 Financial forecasting provides
feedback to local officials on the long-
term costs of selecting and implementing
specific strategies for goal attainment. 

The use of financial forecasting to
guide adjustments in tax rates and user
fees is one of the most cited applica-
tions.12 When a government must in-
crease revenue to fund implementation

of a new strategy or to
continue existing
services, it might use
financial forecasting
to analyze the impact
of a tax rate or fee
adjustment over a
multiyear period. The
goal is to establish
rates and fees at levels

that reduce the likelihood of having to
adjust them annually, allowing elected
officials to spend more time on
attainment of goals and provision of
services.13

Various ways in which financial fore-
casting can be used to analyze common
budget decisions relating to personnel
emerged from the review, including ap-
proving new positions, approving salary
and wage adjustments, changing benefit
packages, and analyzing retirement
incentives.14 Using financial forecasting
to analyze the long-term impact when
approving new positions is extremely
important, given the recurring liability

Table 2. Common Decisions Made during Budget Preparation and Enactment

Budget Decisions                               Role of Financial Forecasting

Accomplishing 
organizational goals

Making tax rate and 
user fee adjustments

Creating new positions

Approving salary and 
wage adjustments

Changing benefit packages

Analyzing retirement incentives

Analyzing changes in 
service delivery

Approving equipment 
replacement and infrastructure 
maintenance

Analyzing alternative methods of 
providing services 

Adopting capital improvement 
program

To demonstrate affordability of funding strategies to
accomplish long-term goals

To provide revenue impacts of alternative rate
adjustments beyond budget year 

To demonstrate affordability of adding new positions 

To demonstrate affordability of annual pay
increases, including equity adjustments

To demonstrate affordability of benefit adjustments 

To support adoption of early retirement incentives,
including succession planning

To anticipate long-term results on program reduction
or expansion

To support analysis of financing options for ongoing
capital replacement and maintenance, including pay-
as-you-go and lease-purchase financing

To support service delivery options of privatization
and managed competition 

To show how capital improvement plan will affect
operating budget

Governments might use financial
forecasting to analyze the impact
of a tax rate or fee adjustment
over a multiyear period.
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of such a decision. Knightdale, North
Carolina, supplements its forecasting
model with a five-year position forecast.15

Forecasting models also provide valuable
information when analyzing the long-
term impact of annual compensation
packages, including cost-of-living and
merit adjustments. 

My review identified how forecasting
models are used to make common bud-
get decisions about service provision,
including changes in service delivery,
replacement of equipment, maintenance
of infrastructure, and consideration of
alternative methods of providing ser-
vice.16 An example relating to changes
in service delivery would be a policy
decision to invest in automated trucks
for residential refuse collection. A finan-
cial forecast is beneficial in showing the
implementation costs during the short
term and the cost savings over the long
term. The utility of financial forecasting
for analyzing strategies to fund equip-
ment replacement and infrastructure
maintenance cannot be overstated, given
local government’s tendency to postpone
these expenditures, which only increases
an organization’s long-term liability. 

Supporting an alternative to the ac-
tual service producer stems from man-
agement initiatives like privatization
and managed competition. When a
local government decides to privatize a
service or to embrace “managed com-
petition” (under which internal depart-
ments bid against private vendors), the
proposed costs should be analyzed over
the period of the contract. A key reason
for this long-term analysis is that con-
tracts often contain annual inflationary
adjustments. Therefore, privatizing a
service may be beneficial from a cost
perspective only in the short term.
Another important factor in this type 
of analysis is service quality.

Using financial forecasting in con-
junction with a capital improvement
program (CIP) also represents one of
the most cited uses of the management
tool.17 The purpose of a financial fore-
casting model in this situation is to
overcome the natural disconnection
between a one-year operating budget
and a five-year CIP. The CIP burdens
the operating budget with additional
debt that must be amortized, with trans-
fers from the general fund to the capitalP
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projects fund (pay-as-you-go), and with
additional personnel and operating ex-
penditures once capital projects are
complete. A five-year forecasting model
shows how the CIP will affect the gen-
eral fund if all the projects are actually
approved and funded.

A use of financial forecasting not
listed in Table 2 involves the “revenue-
neutral tax rate,” a rate that when
applied to the tax base after revaluation
will produce current-year revenue. With
legislation passed in 2003, local govern-
ments in North Carolina are required to
publish a revenue-neutral tax rate in
each year in which a general reappraisal
of real property has been conducted.18

Financial forecasting is an excellent tool
for showing the long-term financial im-
pact of adopting a revenue-neutral tax
rate as compared with other proposed
rates. The goal is to approve a tax rate
after revaluation that considers the
long-term perspective of providing cost-
effective services and addressing infra-
structure needs.

Communicating with 
Bond Rating Agencies

My review also found that, in commu-
nicating with bond rating agencies, some
local governments are using forecasting
models to demonstrate their commit-
ment to long-term
financial planning.19

The importance of
using a long-term
perspective to make
revenue and expen-
diture decisions has
recently increased,
given that one bond-
rating agency,
Standard & Poor’s, now is assessing
financial management practices in local
government. Rating agencies use four
broad categories in assigning a bond
rating to tax-supported bonds: the eco-
nomic base of the community, the fi-
nancial condition of the local government,
a series of debt factors on existing and
proposed debt, and the governance and
the planning of the organization.20 His-
torically, rating agencies have relied on
intangible criteria in evaluating the gov-
ernance and the planning of the organi-
zation as compared with the other three

related to the area of long-term finan-
cial planning. To be evaluated as strong
in this area, a local government must
have developed and implemented a
forecasting model in which future finan-
cial issues and solutions are identified
and revenue and expenditure decisions
are being driven from a long-term per-
spective. A rating of standard is given to
local governments that use multiyear
financial projections informally or on
an ad hoc basis, and a rating of vulner-
able is assigned when no long-term fi-
nancial planning exists.23

The importance of financial fore-
casting extends beyond long-term
financial planning. To be evaluated as
strong in debt management policies and
reserve and liquidity policies, a local
government must have well-defined
policies in place and should have solid
reporting and monitoring mechanisms
to demonstrate compliance. The role of

areas.21 Standard &
Poor’s has attempted
to bring more objec-
tivity to this judgment
by creating a rating
system to evaluate the
financial practices of a
local government in
the following areas:22

• Revenue and expenditure
assumptions

• Budget amendments and updates

• Long-term financial planning

• Long-term capital planning

• Investment management policies

• Debt management policies

• Reserve and liquidity policies

Each of these areas is evaluated as
strong, standard, or vulnerable. The
importance of financial forecasting is

One bond rating agency is
assessing financial management
practices in local government. 
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financial forecasting is to demonstrate
future compliance with these policies,
which is extremely important to bond
rating agencies.

Table 3 (see page 10) shows how a
forecasting model would be used to
demonstrate a commitment to long-term
financial planning, including future
compliance with policies regarding debt
management and fund balance. The
model is an abbreviated version of that
used by Forsyth County. Future compli-
ance with debt management policy is
shown in the lines that read “Existing
long-term debt as % of budget” and
“Long-term debt (including CIP) as 
% of budget.” Future compliance with
fund balance policy is shown in the line
that reads “Fund balance as % of fol-
lowing year’s budget.” The percentages
on debt service and fund balance are
compared with the respective percent-
ages in the debt management and fund
balance policies for compliance. 

Table 3 also shows that Forsyth
County uses a hybrid approach to fi-
nancial forecasting. After all revenue and
expenditure categories are projected, the
gap between total resources and total
expenditures is eliminated by changing
the tax rate to produce the necessary
property tax revenue for the current
year. Although this does not follow the
traditional definition of financial fore-
casting, the elected officials in Forsyth
County prefer the information in this
format, given their need to anticipate
possible tax-rate adjustments.24 Another
component of Forsyth County’s model
is the forecasting of lottery proceeds to
help amortize school debt. 

Summary

My review has revealed that financial
forecasting models are becoming more
common in local government as a man-
agement tool. Local officials are using
these models to communicate why they
make certain policy decisions within the
long-term financial context of their or-
ganization. As is true in the adoption of
any management tool, continuing leader-
ship is required to ensure that financial
forecasting is actually used to support on-
going decision making and to commun-
icate with the organization’s stakeholders.
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