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Revenue and Expenditure Forecasting
by State and Local Governments

Roy W. Banhl

The instability of state and local government economies has placed a premium on
effective fiscal planning at the state and local levels. In the Northeast and industrial
Midwest, the economic base is in decline as jobs continue to shift to the faster-
growing South and Western regions, and central cities in this region are doubly
damned in that they continue to lose jobs to their surrounding suburbs. In the face of
this decline, it is important to evaluate the level of resources available in the near
future and to estimate the expenditure implications of likely claims against these
revenues, e.g., the effects of public employee union demands.

The need for effective fiscal planning is no less pressing in the growing regions.
Suburbanization, industrialization, and pressures to ‘‘catch up’’ in the quality of
public services delivered and in the levels of public employee compensation paid all
are pushing state and local government budgets upward. Long-term fiscal planning in
the growing areas may ameliorate some of the fiscal difficulties which lie ahead. A
painful lesson learned from governments in the older region is that expenditure
commitments are long-lived and not easily reversible. For example, New York City’s
debt burden and pension obligations are examples of commitments made at a time
when the economy was more able to support a higher level of public sector activity.

This importance notwithstanding, the state of the art in revenue and expenditure
forecasting is primitive.! While some state governments have sophisticated revenue-
forecasting schemes that project for a five-year period,? few if any have a similar
technique for expenditures. At the local level there are very few attempts to carry out
any systematic revenue and expenditure forecasts. A recent survey by the Urban
Consortium included 28 cities and six counties with populations of more than 500,000
and received an 82 percent response. While the survey was able to identify the
existence of some systematic techniques, 72 percent of the respondents stated that
the forecasts were primarily extrapolation, **. . . taking into account recent trends
and adjusting these trends based on current information on future trends.’’?

Because the problems associated with forecasting revenues and expenditures—
particularly expenditures and particularly at the local government level—are indeed
formidable, there has been a paucity of research on the subject. The purpose of this
paper is to explore, albeit in a summary fashion. the major problems associated with

Roy W. Bahl is Professor of Economics and Director, Metropolitan Studies Program, The
Maxwell School, Syracuse University.
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revenue and expenditure forecasting and in that context to review the state of the
literature. In the final section we mention the broader question of budgetary forecast-
ing, i.e., a model which simultaneously takes into account the effects of exogenous
factors on revenues and expenditures. Before reviewing the problems and prospects
for revenue, expenditure, and budgetary forecasting, we consider the alternative
approaches which have been taken to project the outlook for state and local govern-
ments.

The concern in this review is with forecasting for an intermediate period—
approximately five years. The one-year forecast, such as that used to develop the
annual budget, is not the issue here since it is not clear that such projections cannot
be better done without systematic models.

Techniques For Projecting Local Government Fiscal Viability

A proper forecast of the fiscal viability of a local government would be derived
from analysis of both the current situation and that projected for the future, and it
would reflect consideration of both the financial and the economic structure of the
local area.* Most importantly, it would be based on an underlying theoretical model
which would enable evaluation of fiscal health with respect to clearly defined criteria.
Three general avenues of state-local fiscal evaluation have been followed by various
analysts: comparative quantitative analysis, comparative case studies, and aggregate
state-local sector analysis.

Comparative Quantitative Analysis

The absence of a normative theory of public output has led economists to concen-
trate their attention on the more positive question of what determines municipal
expenditure, revenue, and debt levels. From this concern has grown a series of
studies which attempt to find a statistical relationship between the level of these
fiscal-outcome indicators and the social, economic, and demographic characteristics
of the community. These ‘‘determinants’’ studies are almost all cross-section, and
usually employ a straightforward multiple regression technique.®

Though there is much virtue to the determinants approach, it may be critiqued on
grounds that it does not permit analysis and projection of the fiscal status of indi-
vidual local government units. At best, it allows one to determine how a particular
local government unit compares to others at a given point in time. Such results do not
enable analysis of how the current cash-flow position of a government is likely to be
changed by future economic or demographic developments. Moreover, exogenous
but important factors such as the national inflation rate are not even considered in a
cross-section model, since these are assumed to affect all governments equally.
Finally, the determinants model is_often estimated at a very aggregated level (e.g.,
expenditures are usually taken as the single output proxy) so that underlying financial
indicators and even factor cost differentials are not usually considered.

For these reasons, plus others relating more purely to measurement and data
problems, the determinants approach may be quite readily rejected as a foundation
for a model that can identify, through estimation of budgetary outlooks, those juris-
dictions that are likely to face a cash-flow crisis.

Case Studies

Case studies of local government fiscal viability have many of the characteristics
necessary for projections of budgetary conditions. They may be detailed and take
into account the factor important to a specific city, and they may consider both the
short-term cash flow and long-term economic factors.®

There can be little question but that a kind of case-study approach is necessary to
accurately evaluate and project the behavior of the local government fisc. However,
a missing ingredient in most case studies which have been carried out is the use of a
well-defined and comparable model.
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Sector Projections

A third approach is to project the fiscal position for the entire state-local sector.
While there are not a great many fully developed and systematic projection exercises
that are routinely carried out for the state-local sector, less ambitious aggregate
studies are fairly common. Two of the more important major aggregate studies of
recent vintage are those prepared by the Tax Foundation” and by the American
Enterprise Institute.® Though now a bit dated, these studies agreed in two important
respects: that the state-local sector will be in surplus by 1980, and that fiscal prob-
lems will relate more to specific urban areas with **special’ difficulties.

Although one could raise several objections to the assumptions on which these
studies are based and to the optimism of their conclusions.” the relevant issue in the
present context involves whether aggregative sectoral analysis runs the risk of
obscuring more than it reveals about the condition of particular jurisdictions. The
point is that sectoral analysis focuses exclusively on the net budgetary position of the
entire sector rather than on the budgetary position of individual governments. Not-
withstanding the utility of knowing about the aggregate budgetary position of the
entire state and local sector, particularly in connection with questions involving the
capital market’s ability to accommodate the financial requirements of governmental
and private users of capital and other highly aggregative policy issues, such informa-
tion is of little value in evaluating the fiscal outlook of single jurisdictions or in
comparing conditions among several jurisdictions. In other words, the outlook for a
particular city is not likely to be enhanced simply because the outlook for the aggre-
gate of cities is bright.'*

Revenue Forecasting

Developing a model for revenue forecasting requires dealing with four important
problem areas: (1) cleaning the tax revenue series of discretionary changes in the rate
and base, (2) identifying a proper independent variable(s), (3) developing an appro-
priate model for purposes of estimation, and (4) forecasting intergovernmental reve-
nues. Because of one or the other of these problems, fiscal forecasting research has
been centered on state government sales and personal income taxes to the neglect of
the largest major revenue sources in the state-local sector—the property tax and
intergovernmental flows.

Cleaning the Tax Series

The problem of cleaning a revenue yield series of all discretionary changes is a
serious impediment to developing a forecasting model, even in the relatively easy
sales and income tax cases.!! Three approaches to cleaning the series have been
used. The first was developed by Prest in estimating the elasticity of the personal
income tax in the United Kingdom.'? He roughly estimates autromatic growth by
using information on how much of each year’s tax increase is due to legal changes.
The method does not adequately adjust for the effects of any given year’s discretion-
ary change on revenues generated in all future (or past) years: hence it is too rough
for use on state and local government tax forecasting.

An alternative approach, a so-called constant structure method, would simulate
the tax yield in all past years if under the current structure.!® Though based on the
simplifying assumption that past tax structure changes have not affected the aggre-
gate level of income, this approach has been widely used.!'* The third approach
cleans the series while estimating the elasticity coefficient by introducing a dummy
variable for years in which major discretionary changes have taken place.!®> The
difficulty with this approach is that discretionary changes in rate and base occur
much too frequently and the dummy variable may only be used for major discretion-
ary changes.

The problem of cleaning the series is even more complicated in the case of the
property tax, since it is not clear what constitutes a discretionary change. Certainly
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changes in the statutory tax rate are discretionary, but less clear are the cases of
improvements in assessment practices and changes in the equalization rate.

Choosing the Independent Variable

To develop a forecast, tax revenue and tax base growth must be related to the
growth in some variable which reflects local economic growth. The common choice
for an independent variable is personal income in the community (so common is the
choice that the income elasticity of tax revenues is referred to in shorthand manner as
the elasticity of tax revenues). Despite this common practice, there are serious flaws
with personal income as the independent or predictor variable. First, available meas-
ures of personal income are subject to major omissions, hence may not accurately
reflect fiscal capacity. Second, data on personal income are generally two years out
of date, and forecast income data are not readily available. Finally, the personal
income independent variable is subject to the criticism that it is not available on a
small area basis, i.e., city or county.

For these reasons, some have suggested that a better indicator of local economic
activity might be the aggregate level of private employment.'¢ There are a number of
reasons for choosing the employment base rather than the income base as a gauge of
the level of economic activity. First, employment data are collected and reported on
an industry basis and in a form that is more consistent, comprehensive, and detailed
than that for income data. Second, the principally used measure in virtually all the
analyses of core-city decline is employment loss. Third, employment is the measure
most commonly applied in the analysis of urban structure and urban economic base
changes.!” Finally, labor and capital are the primary mobile inputs in the productive
process in urban areas, and of the two, at least measurement ease would dictate the
choice of the employment unit. '8

Defining the Model

A third major problem in developing revenue forecasting techniques is the defining
of an appropriate model. The traditional model estimates tax revenue growth as a
function of growth in some indicator of local or state economic activity. This ap-
proach does not allow for a feedback effect, e.g., for the effects of taxes on the level
of personal income. It may, however, express taxes as a function of a number of
independent variables, usually in a single-equation model.!* A variant on this ap-
proach is Autenand Robb’s work on Missouri, where the model explicitly allows for
the interaction of various taxes but not for the feedback effects.2?

The alternative is to specify a simultaneous-equation model which does allow for
the feedback effects. Simultaneous-equation models have several advantages as a
forecasting methodology. The flexibility provided by a multiple-equation system can
allow for greater realism in modeling revenue functions, and such models are easily
adaptable for simulation by changing the exogenous variables within the several
equations over a range of values.?! However, the advantages of simultaneous models
do not come without additional costs. Data requirements are in most instances mas-
sive and a substantial investment must be made to build, estimate, and update the
model. As a result, there are few examples of the use of this technique at the local
government level. Oddly, the larger models tend not to treat the public sector in as
great a detail as does the traditional model. Much less attention is paid to particulars
of the tax structure, and large models seem to have less ability to capture the revenue
effects of changes either in the underlying economic base or in the structure of the tax
itself.

Projecting Intergovernmental Flows

The fourth problem with revenue forecasting is developing a proper treatment of
intergovernmental flows. These obviously require a different approach since they
cannot be extrapolated or linked to a specific local variable such as personal income.

Direct federal or mandated federal pass-through funds might be projected from
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formulae and estimated appropriation size; at least some degree of certainty can be
placed on the estimates. State aid flows are more difficult to estimate since they are
more variable, depending on the fiscal position of the state government. In states
where such transfers are important, one is led to the inescapable conclusion that a
local government revenue forecast requires a state government revenue forecast.

Expenditure Forecasting

The expenditure forecasting problem is qualitatively different than the revenue
forecasting problem. In the tax revenue case, the issue is one of projecting the natural
growth in the tax bases to determine how much revenue will be generated at a given
rate structure. In the expenditure case, the forecast requires assumptions about
desired levels of services, the productivity of workers, the cost of labor and mate-
rials, the level of employment, capital improvements, and the level of fringe benefits.
By comparison with the revenue side, there would seem considerably more room for
discretion on the part of the local government. For that reason, the expenditure
lforecasting problem is considerably more difficult than the revenue forecasting prob-
em.

There is little by way of a literature arguing a systematic, analytic approach to
expenditure forecasting.?? However, there are related analyses of expenditure de-
terminants,?® the demand for state and local government employment,?¢ and the
determinants of municipal wage rates?® which are useful in enumerating the factors
that underlie expenditure growth. The most reasonable of the systematic projections
of long-term expenditure growth take these determinants as a starting point and
simulate alternative expenditure outcomes.

When this approach is taken, an early issue which arises is the need to separate the
“‘controllables’ from the ‘‘noncontrollables.”” While this has stirred some debate, for
projection purposes there has been general agreement on the following list of short-
term noncontrollables: service and repayment of existing debt,2® pension obligations,
mandated transfer payments, negotiated wage and fringe increments, and the in-
creased price of essential government purchases. These items may be directly built
into the projections.

Other expenditure items are more controllable, though some (e.g., certain police
services) are so essential that they become noncontrollables. Still it is possible to
adjust the larger components of expenditures, particularly labor costs, for different
levels of wage rate, benefit, and employment increase.

A second major problem is how to treat inflation. There are no good indexes of
prices paid by local governments for labor and nonlabor services, and the develop-
ment of such indexes is a laborious task.?? Yet some portion of local government cost
increase is surely due to price increases and has to be captured in the projections.

A third difficulty is projecting the variables that drive the simulation. These usually
include community income, negotiated wage rates in the private sector, school en-
rollment rates, the regional inflation rate, etc. Clearly, this type of data is most
difficult to forecast and to relate in a systematic way to expenditure increase.

Budgetary Forecasting

Revenue and expenditure forecasts may be combined to project a range of pos-
sibilities for the overall fiscal deficit/surplus facing a state or local government. By
combining the most likely sets of assumptions, the most likely budget position could
be forecast. Viewed another way, from a range of outcomes it should be possible to
determine the conditions under which substantial budget deficits will occur and the
nature of the relationship between the state and local government budgetary posi-
tions.

There are two techniques open for budgetary forecasting. The first is to determine
expenditures and revenues simultaneously in the context of a full econometric
model.2® The second is to combine separate revenue and expenditure analyses in a
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consistent manner and simulate alternative outcomes. Given the state of the art and
the great generality of full econometric models in forecasting the state and local
government budget, this piecemeal approach would seem the most appropriate next
step.
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