Financial modelling

Background

There are a number of circumstances that usually require numbers to be generated through Microsoft Excel, particularly amongst SME’s:

The annual budget preparation
Reporting of actual results
Short-term cash forecasting
Marketing support
Macros, pivot tables and visual basic
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The annual budget preparation

For this I use a model that has the following features:

· Profiled overhead spend, including salary calculations by staff member, split by department

· Profiled trading account – sales and margins by product and channel to market. If necessary, this can be analysed by customer or by sales person

· Profiled balance sheet. This model automatically calculates VAT, PAYE and subject to the appropriate data input, stock turns, debtor turns and creditor turns. From here, the model can calculate profiled cashflow.

To background
Reporting of actual results

My modelling for this set of reports uses the same format as the annual budget preparation. In this way, it is a simple process to link together the two models. In addition, I would normally add other schedules to monthly reporting that would not necessarily be part of the budget process, for example sales and purchase order book and variance analyses.

To background
Short-term cash forecasting

This can be as simple or as difficult as the business wants to make it. Normally, I would present this as a rolling forecast over a time horizon that is appropriate to the business and base it on as much detail as is known.

Short-term cash forecasts start with a sales forecast, to which an element of probability should be applied. Normally, I would apply a ruling that says account for 100% of the sale if the order is already received, then 80% of the value, 60% and 20% depending on the estimated likelihood. Since these are built into the modelling, scenario analysis can be carried out so that a worse case position can be calculated. Further scenario analyses can be included to predict exactly when cash will be received from these sales over the agreed horizon.

Normally, cost of sales can be calculated using the basic business formula applied to the business. In a manufacturing business, it will be based on a bill of materials and in a sales and distribution business, on some other configurator. Various scenarios about pricing can be included at this point, for example depending on whether there are breakpoints for large orders, surcharges for small orders or volatility around exchange rates.

Forecasting the P&L and cash effect of overheads and (not forgetting) capital is normally an area where different scenarios have less impact.

The starting point of all short-term cash forecasts is the balance sheet for the last set of monthly management accounts, there is likely to be a forecasted P&L and of course an appropriate VAT should be included and calculated as a cash inflow or outflow when the VAT returns are made. Similarly, the cashflow timing of payroll deductions should be built into short-term cashflow forecasts.

Getting this right is a very important part of financial management. Normally, I would include a variance analysis comparing the actual cashflow for the last period compared to the forecast for last period. Also, since the whole forecast lives and dies on the sales and income, the assumptions of the former and the implementation of an effective credit policy, for example Elements of a credit policy, is of the utmost importance.

I have used these techniques to great effect at Fiddes Payne, Interconnect and Securicor Telecom, Ultralife Batteries, TTML, SMF Displays and Torex Retail.

To background
Marketing support

This form of modelling enables the effect of sales promotion tactics to be calculated. Examples of these tactics include additional margin being allowed to customers through larger trade discounts or goods or services given away or sold at a substantial discount. Often this is done using a configurator in Excel that uses a look-up table of standard sales prices and costs and then applies scenarios to the output from the configurator to determine ultimate selling price and gross margin.

I have used this technique at Fiddes Payne, Interconnect and Securicor Telecom, Automatic Minibars and SMF Displays.

To background
Macros, pivot tables and visual basic

There are two reasons why I do not use these techniques in Microsoft Excel:

· As an interim, I have a limited lifespan in an organisation. At the end of that life, part of my job is to handover the knowledge and experience that I have gained to the organisation. If I were to write complex Excel models, the thinking in the design would have to be handed over as well, further complicating and already difficult process. This is exacerbated of the “target” of the handover is not as familiar with complex Excel modelling techniques, of which these are an example.

· All business changes. On previous occasions, I have seen pivot tables that were designed at a different time, and since then, since the business had changed, so should the design of the pivot table changed. Since the design had not been changed, the pivot was generating incorrect information.

The modelling techniques that I will use include lookup’s (although I’m not a fan), if statements and choose statements. In specialist requirements, I will use the NPV formula (there is an example on this site) and other similar functions such as sum and count. Of course, I will use groups.

To background
