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> The Crux of Our Discussion Today...

e We believe this statement drives to the heart of
financial forecasting.

Financial Forecasting: Why it is still about being
roughly right than precisely wrong
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> The Value of Financial Forecasting

“The goal of forecasting is not to predict the
future but to tell you what you need to know to
take meaningful action in the present.”
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Key Steps for Local Government
Financial Forecasting

Gather Information

Defining
Assumptions

Exploratory
Analysis

Selecting a Putting the

Methodology Forecast to Use

Source: Government Finance Officers Association
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> Defining Assumptions

e Selecting a time horizon
» The further out the greater the level of uncertainty
» Five-year forecast is a common period for budgeting

e Aligned with internal policies and/or practices

» Conservative forecast: under-estimate revenues, plan for contingencies in
expenditures

»  Objective forecast: Primary goal is precision — greater risk of unplanned
shortfalls and surpluses.

e Responsive to changes in law and agency policies

FCS GROUP
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> Gather Information

e Separate revenues and expenditure
data into meaningful categories

e Different elements of the forecast will
respond to different factors

»

»

»

»

»

»
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Population and housing

Cost inflation indices

Consumer spending

Property values and new construction

Financial projections from partner
agencies

Contract reimbursements and
charges
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tential Data Sources (Revenue)

Property Tax Revenues
Property tax levy rate
Historical/anticipated new construction within jurisdiction

Sales Tax Revenue
Historical taxable retail sales by industry code by year and by month
Agency and/or regional quarterly economic forecasts (e.g., King County)

Utility Tax Revenues
Planned rate adjustments
Historical and anticipated residential and commercial growth rates

Development Fee Revenues

{ Building valuation data (BVD) from International Code Council

Historical and anticipated development projects

—— Other
~.2 [ Planned or anticipated one-time resources (e.g., grants)

Indirect cost recovery plans




> Potential Data Sources (Expenditures)

e Historical Annual Expenditure Data at Line-ltem Detail
e Department and Division Staff
e General Cost Inflation Indices
» US Bureau of Labor Statistics (historical)
» Engineering News-Record Construction Cost Index (historical)
» Survey of Professional Forecasters (one to two-year outlook)
» US Energy Administration (one to two-year outlook)
e Collective Bargaining Agreements
e [nteragency Agreements
e Datasets used for revenue forecasting (e.g., population, housing)
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> Exploratory Analysis

e Preliminary analysis to identify broad trends

\ Z
1.009

Business Cycles

Outliers and Anomalies
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> Exploratory Analyses (continued)

e Prioritize trend analyses to focus on revenue and expenditure categories that

materially affect the financial forecast

Highest
Variability / PERMIT
Uncertainty FEES
SALES TAX
RECREATION REVENUE
FEES
B&O/
UTILITY
TAXES GENERAL
Lowest PROPERTY
Variability / FINES TAX LEVY
Uncertainty
Lowest Highest
Impact to Impact to
Financial Financial

FCS GROUP Forecast

Forecast
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% Forecasting Methods

e Extrapolation: Relies on historical trends to forecast future performance.

e Regression or Econometrics: Relies on measured relationships between
demographic, economic, and other explanatory variables with financial
performance. Forecasts of these variables are used to predict future financial
performance.

e Hybrid Forecast (recommended): Relies on extrapolation, regression, and other
data-driven methods along with forecasters’ experience and knowledge.
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> Sales Tax Forecasting: Case Study

e From 2012 to 2021, sales tax distributions through June
have generated between 45.0% to 49.8% of total sales tax
revenue for the year.

» Aveo/rage distribution is 47.8% with a standard deviation of
1.4%

Percent of Annual Sales Tax Distributions through June
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2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
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> Sales Tax Forecasting: Case Study

e Establish confidence intervals for monthly sales
distributions as you move through the budget year to
provide low, expected, and high estimates for revenue
based on long-term historical data and current year
performance.

Cumulative Sales Tax Distributions by Quarter

—m— Expected | High

$2.26M $2.29M $2.32M $2.34M
Q2 (through May) $3.95M $3.71M $3.79M $3.86M
Q3 $6.05M $6.18M $6.31M
Q4 $9.18M $9.48M $9.80M

Low and high estimates based on 95 percent confidence interval from 2012-2021 distributions
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Valuation Based Building Permit Fees:
Case Study
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Volume Valuation
m $1 to $500 m $501 to $2,000 m $2,001 to $25,000

m $25,001 to $50,000 m $50,001 to $100,000 = $100,001 to $500,000
m $500,001 to $1,000,000 = Over $1,000,000

70% of
construction value
from 20% of
permits (volatile
volume)

30% of construction
value from 80% of
permits (relatively
stable volumes)
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> Development Permit Fees: Case Study

e The Pareto Principle Applies

Revenue Number of Fees
Sum=%$6.9M N=461

Top 20% of

Top 20% of Development Fees

Development
Fees

Focus on the subset of fee
FCS GROUP activity that matter most Slide 17



> Revenue Forecasting and Risk Management
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> Putting the Forecast to Use

e Document and communicate the forecast process

Scope and purpose

Basis for finavcial forecast (Pkior actuals, base budoet, etc)

Gieveral assumptions for reveune and cost changes

WMayjor factors and flueuces

High level summary of forecast
Awunal cash flow
Finavcial reserve sufficiency
Areas of wicertainty
Decision points and options
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> Putting the Forecast to Use

e Build clear, simple, and reasoned conclusions from the forecast
» First, develop a broad narrative based on the most likely outcomes
» Second, communicate decision points and options
»  Third, identify forecast limitations, risks, and contingencies

e Develop communication and decision strategies in response to forecast
»  Establish timing of next steps in forecast process
» Link financial forecast to agency planning and budget process
» Internally evaluate financial forecasting methods, process, and outcomes

FCS GROUP
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> So, Back to Where We Started...

e Forecasting is both an art and a science

e |t is about assessing risks and mitigating those risks for
the organization

Financial Forecasting: Why it is still about being
roughly right than precisely wrong

e M s B

e To be roughly right, forecasts must be grounded in the
details as the details will help you assess risk, determine
materiality, and develop a reasonable forecast
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Thank you!
Questions?

www.fcsgroup.com

< FCS GROUP

Solutions-Oriented Consulting
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