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This resource should be read in tandem with GFOA’s Best Practice -
Using Cash Forecasts for Treasury and Operations Liquidity

Background

Cash flow forecasting is a critical tool for ensuring sufficient operating liquidity. This cash flow
resource will be used to forecast expected inflows and outflows on an ongoing basis for the
purpose of estimating the available cash balance. GFOA recommends* governments develop a
rolling cash flow forecast for a minimum twelve-month rolling period.

A well-developed cash flow forecast can help a government actively manage its cash position and
promote sufficient liquidity to meet ongoing operating expenses. It can also help prevent the need
for short-term borrowing or early liquidation of long-term assets (potentially at a loss). Finally,
cash flow forecasting can help improve investment efficiency by identifying when cash is needed
and aligning investment maturities to match the cash flow cycle.

It is important to note that a cash flow forecast is based on estimates and should provide
governments with a projected view of the entity’s liquidity standing. It should not be a
replacement for budget forecasts and the entity’s general ledger.

Key Questions to Consider

Cash flow forecasts do not need to be complex and can be expanded and refined over time.
Specialized cash flow forecasting tools exist, but many governments utilize Microsoft® Excel®. It
is also important to note that a cash flow forecast is a planning tool - a forecast, developed for
internal purposes to ensure a strong liquidity position, serve as a variable for policy decisions (e.g.,
can we afford the debt service to build a new library), and assist with the entity’s investment
strategies.

What are we trying to accomplish with the cash flow forecast?

e Estimate the timing of revenues and disbursements over a period of time to understand
funding needs.

e Monitor financial and liquidity needs and be better able to respond to changing conditions.

e Planning and/or evaluating for a specific major project, expenditure, or receivable
(including an entity’s Capital Improvement Plan).

e Meet financial targets, policies, or covenants (e.g., bond covenants).

e Betterinform investment decisions.

o Understand availability of funds along a time horizon to assist with the entity’s
investment strategies.



o Avoid selling investments early to meet liquidity needs.
o Having afull picture of the entity’s cash holdings, and where opportunities may
exist to invest cash based on your forecasted needs.

How often should a forecast be done?

e GFOA recommends cash flow forecasts be done on a twelve-month rolling period, at a
minimum. Governments can choose the frequency of forecast based on their goals and
operational needs. Larger entities should consider more frequent forecasts. Types of
forecasts include:

o Daily or weekly review of entity’s cash balance (unrelated to reconciling for
accounting purposes) - short-term or daily operation focused

o Monthly

o Longer term for investing, debt, and Capital Improvement Planning

e Other timing and frequency considerations include:

o Aswarranted when there are unique factors related to matters external to the
government (e.g., influx of federal funds, national/global crisis, recession).

o Atapace to assist with complying with entity’s investment guidelines, policies, and
strategies.

e Inaddition to completing a forecast, governments should regularly review actuals against
their estimates to confirm if they are on trend with the forecast. This feedback can help
governments adjust future forecasts for accuracy and respond to changing needs.

Who helps develop the forecast?
e Internal team (professionals from treasury, finance, budget, and the capital program are
frequent participants).

o Thisteam should include representatives from departments that need and use
funds, especially on larger and one-time projects.

e Other third-party professionals (e.g., investment adviser, financial-municipal advisor, bank
representatives, etc.).

o While third parties can provide valuable expertise, it is incumbent on the
municipality to own and manage the data that feeds inputs for the forecasts.
Additionally, municipalities must actively manage these third parties and to ensure
accuracy and alignment with policies, assumptions, and risk tolerance.

How is the forecast being developed?
e Start by identifying 4 - 6 major expenditures and revenues. As a starting point, utilize
recent annual and monthly budgeted and actual information.
o Remember, this is an estimate - not every revenue and expense needs to be
included, but it is important to capture the main drivers of revenues and expenses.
e Usetools already in place to input and retrieve data.
o Excel (appropriate for most entities)
o Otherin-house software program and/or utilizing more complex Excel features.
o Third-party systems (Banks and Local Government Investment Pool (LGIP) may
provide forecasting tools)
e Datatouse
o Internal financial system/documentation
o Budgets (operating and capital)
o Bankstatements and reports



o Investment reports
o LGIP accounts
e |dentify timeframes for revenues and disbursements:

o Recurring and known timeframes (e.g., payroll, accounts payable, bond payments,
retiree expenditures) and frequencies (monthly, quarterly, annual, or other
seasonal activities).

o Non-recurring (e.g., federal grant, legal settlement).

o Portfolio maturities (i.e., when invested cash becomes liquid again).

Ongoing Considerations
e Besureto periodically compare with actuals and then adjust the forecast as needed in

order to:
o Ensure that the base model being used is reflective of actuals, or does it need
adjustment?

o Arethere anomalies or inconsistencies that may indicate unauthorized or out-of-
policy transactions?

e Does the government have a policy defining a liquid cash requirement to provide a
financial cushion®? If not, the government may wish to adopt an informal policy to be
prepared for unexpected costs or lower than expected revenues. Examples may include:

o asmall percentage of total budget as a cash cushion,

o maintaining a number of days of cash on hand in cash, or

o determine a dollar cushion using the maximum daily outflow based on historical
information, including seasonal fluctuations.

e Bond proceeds and capital projects

o Governments may wish to separately develop a cash flow forecast for projects paid
for by bond proceeds.

o Knowing the totality and timing of the project, and when funds are needed, is
imperative.

o There are specific federal regulations related to the spending and investing of bond
proceeds that must be reflected in the forecast.

Cash Flow Forecast vs Budgeting

Budgets are, generally, created to project and monitor revenues and expenses on an annual basis,
but even a balanced budget can create negative cashflow should revenues lag expenses. A cash
flow forecast is designed to identify the daily, weekly, quarterly, and annual inflows and outflows.
In other words, the goal of a cashflow is designed to ensure that adequate liquidity to meet
anticipated liabilities, such upcoming weekly, bi-weekly and monthly disbursements (e.g., payroll,
accounts payable, debt service, or other annual contributions) and identify and prepare for
nonrecurring events (e.g., influx of federal funds, legal settlement, payments from contract
negotiations, etc.). Cash flow forecasts reveal the timing of expenditures and revenues and how
they interact to determine long-term and cyclical trends (i.e., months with net inflows and months
with net outflows).

Cash Flow Forecast and Investing

! This would be different from an entities fund balance. The focus of this cushion is to address immediate liquidity
needs.



Cash flow forecasting is a prerequisite to implement and structure investment strategies. The
fundamental priorities of investing are safety, liquidity and yield—in that order. Cash flow
forecasting is the tool that defines how much cash a government can invest in the first place.
Liquidity is critical to avoid having to sell an investment prematurely at a loss. Only by forecasting
sufficient liquidity can a government safely commit investable cash to earning yield.

Cash flow forecasting helps governments predict when they need funding and reduce the
likelihood of having to sell an investment early (potentially at a realized loss). A historical trend of
cyclical or seasonal cash inflows and outflows can reveal the predictable future cash low points.
This information also helps governments better determine which funds can be invested for longer
periods.

The GFOA Best Practice on Investing places importance on knowing statutes, defining risk
objectives, tailoring the entity’s investment policy to its specific needs, understanding staff
capabilities, and forecasting cashflow. An external investment manager requires the entity to
define how much cash is investable. For additional information on investing, please visit the
Investing Policy and Governance Best Practices at https://www.gfoa.org/best-practices/treasury-
operations.

While governments have unique financial attributes and needs, this Resource strives to help
governments understand the importance of cash flow forecasting to ensure sufficient available
funds and mitigate financial risks.

Resources

* Using Cash Forecasts for Treasury and Operations Liquidity
https://www.gfoa.org/materials/using-cash-forecasts-for-treasury-and-operations-liquidity
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