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What is a Financial Model

A crucial tool for entrepreneurs: Financial modeling. As a
founder aiming to develop a successful business plan,
understanding financial modeling becomes paramount. A
financial model serves as a predictive tool, allowing you to
anticipate and analyze your business financial performance.
By creating a mathematical representation of your business
operations, financial modeling equips you with the necessary
insights to make informed decisions about the future.

What does a financial model entail?

It's a spreadsheet that includes all the costs and income streams of
your business. This information allows you to calculate the impact
of future decisions or events on your business financial health.
Financial models serve various purposes, such as creating revenue
projections, developing budgets and forecasts, and calculating
potential return on investment.

For founders seeking outside investment, financial models are
particularly vital. They help demonstrate the potential financial
viability and profitability of your business, making it more attractive
to potential investors. However, to build an effective financial
model, you need to make realistic assumptions based on a
thorough understanding of your business and industry.



Once you've made these assumptions, you can use financial
modeling software or create a spreadsheet to build your financial
model. It is common to include different scenarios, such as best-
case and worst-case scenarios, to see how your business would
perform under different circumstances.

Why should you use a financial model?

Well, it is an essential tool for making informed business decisions.
With a well-crafted financial model, you can predict cash flow and
income, track progress towards profitability, and analyze the
impact of changes in revenue, costs, and other drivers. It also helps
in securing funding from investors and monitoring financial
performance over time.

Now, creating a financial model may seem daunting, but it's a
critical step in starting and managing your business. The typical
financial model comprises several components, including business
model input drivers, financial statements, expense and asset
forecasts, financial statement analysis, key performmance indicators
(KPIs), and unit economics projections. Some models may also
include additional functionalities like budget vs. actual variance
analysis, common size analysis, cap tables, and scenario analysis.

To ensure the accuracy of your financial model, make sure your
assumptions are realistic and the numbers add up. Customize the
model to fit the specific needs of your business. Consider seeking
the help of a financial professional to guide you through the
process.
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Why use a Financial Model

A financial model is a spreadsheet that estimates your business's
future financial performance based on assumptions about your
revenue, expenses, and capital expenditures. It provides a snapshot
of your current financial state and gives you a sense of where your
organization is headed.

Financial analysis and cash flow management are essential
components of decision-making.

Cash flow

Financial Decision-

Analysis making management

By leveraging financial models, you can make more informed
decisions and avoid costly mistakes. Financial analysis involves
assessing a company's performance by analyzing its assets,
liabilities, revenues, expenses, and equity. Cash flow management
tracks cash inflows and outflows resulting from operational
activities over different time periods, enabling accurate prediction
of future cash needs.
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Project Feasibility : A financial model helps determine the feasibility
of a project, understand the availability of funds, and track all
incoming and outgoing funds related to growth investments or
working capital. It aids in assessing a company's profitability by
projecting operating profit after deducting costs such as cost of
sales, operating expenses, and administration expenses. It also
enables the preparation of different scenarios based on varying
assumptions, allowing for a comprehensive evaluation of potential
outcomes under different circumstances.

Fund Raising : One of the primary uses of a financial model is to aid
in fundraising efforts. By creating a financial model, you can
demonstrate credible financial projections to investors, increasing
the likelihood of them investing in your business. It also allows you
to be more proactive in securing funding, as it allows you to assess
your cash burn rate and identify when additional funding may be
required.

Financial Planning : A financial model also enables you to
effectively plan your finances, determine your break-even point,
identify profitable product lines or services, and assess the impact
of various management decisions on your organization's financial
health.

Identify profitable
product lines

Determine Assessing impact of
break-even point management decisions

&~

o
Track
Effectively Financial
plan finances How Financial Health

Models enable
Businesses




Remember, creating a financial model is a crucial step in starting
and managing any business, so don't hesitate to get started today!
Utilize this powerful financial tool to make more informed decisions
and ensure the financial stability and long-term success of your
organization. And, if finance is not your area of expertise, seek
guidance from a financial professional who can provide valuable
insights.

Finance fundamentals may not be the most exciting aspect of
starting a business, but they are a crucial component of long-term
success. By using a financial model, founders can ensure they make
informed decisions, secure funding, and position themselves and
their businesses for growth. Now that you understand the
importance of using a financial model, let's understand the process
of creating one. Building a financial model requires a solid
foundation of finance fundamentals and accurate data.
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How to create a financial model?

As we saw earlier, a financial model helps you forecast your
company's financial performance and make informed decisions. It
provides insights into revenue, expenses, profit, and cash flow.
Here's a breakdown of the process:

Start with the basics Build your financial model

1. Start with the basics: Revenue is your income, expenses are costs,
profit is what's left after deducting expenses, and cash flow tracks
money in and out of your business.

2. Build your financial model:
e Sales forecast: Project how much revenue you expect to
generate based on your market and product/service potential.
e Expense budget: Outline projected costs like salaries, rent, and
marketing expenses.
e Calculate profit: Use your sales forecast and expense budget to
estimate your projected profit.

e Monitor cash flow: Track money flow to ensure you have enough
to cover expenses.



Creating a high-functioning financial model requires accurate data
and an understanding of key components:

Top-down approach: Make assumptions about overall performance
based on top-line numbers, useful for long-term planning.

Bottom-up approach: Break down business drivers into detailed
components and forecast each driver individually for a clearer
understanding.

General steps for building a financial model:
Identify key assumptions or
variables that define your
project's outcome. }

| — :

~— N
\ Create mathematical

linkages for each variable to
assess the impact of changes.
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\ Develop scenarios to

visualize potential outcomes
with changing assumptions.
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\ Use the model to understand

your business's growth, cash
flow, and profitability over tim?




Types of Models in Finance

Finance Fundamentals for Founders — Types of Models in Finance!

Financial models are powerful tools that founders can utilize to make
informed decisions and plan for the future. Let's explore the different
types of financial models you need to know:

e Business Plan Model: It outlines your business goals and
strategies, serving as a communication tool for investors. It
includes detailed analyses like unit economics and discounted
cash flow valuation.

e Financial Planning and Analysis (FP&A) Model: Used by CFOs and
FP&A teams, it helps set targets, track actual performance, and
analyze variances for budgeting purposes.

¢ Cash Flow Analysis Model for Loans: Used by banks and financing
firms, it evaluates a business's ability to repay loans by assessing
its cash flow generation.

e Project Finance Model: Primarily for large-scale projects, it
forecasts returns on initial investments and supports decisions on
project feasibility.

e Forecasting Model: Predicts future financial performance based
on historical data and assumptions, enabling businesses to plan
for growth and assess risks.

e Valuation Model: Determines the value of a company, asset, or
investment, often used in the stock market for analysis and
comparison.



e Budget Model: Helps plan and track expenses over a period,
ensuring sufficient funds to achieve financial goals.

e Portfolio Model: Assesses the performance and risk of a group of
investments, helping investors make informed decisions about
their portfolio.

e Scenario Model: Analyzes the impact of different scenarios on a
business or investment, providing insights for planning and risk
assessment.
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Remember, each model serves a specific purpose, whether it's
communicating your vision, tracking performance, assessing
returns, or planning for the future. Understanding these models is
crucial for effective decision-making and financial success.

So, as a founder, embrace the power of financial models and
choose the ones that align with your business objectives. By
harnessing these models, you'll be equipped with the tools needed
to navigate the complexities of finance and drive your business
toward success! Having learned how to create a financial model, it's
crucial to understand the practical use-cases of these powerful
tools. Financial models play a vital role in business planning,
budgeting, valuation, mergers and acquisitions, project financing,
risk management, and more.



Use-cases of financial models

Are you a founder or entrepreneur looking to make sound financial
decisions for your business? Look no further than financial models!

Financial models are critical tools that help businesses analyze risks
and opportunities, forecast financial performance, and make
informed decisions. Here are some practical use-cases of financial
models for founders:

e Business Planning: Create a comprehensive business plan by
forecasting revenue, expenses, and cash flows. This helps
identify potential risks and opportunities and develop strategies
to mitigate or capitalize on them.

e Budgeting and Forecasting: Set and track budgets for
departments or projects. By analyzing actual versus projected
performance, businesses can adjust their budgets to achieve
their financial goals.

e Valuation: Determine the value of companies, assets, or
investments. Valuation models help investors and businesses
make informed decisions by comparing the value of similar
iInvestments.

e Mergers and Acquisitions: Evaluate the potential value of an
acquisition or merger. Financial models help determine if the
transaction is worth pursuing and at what price.



e Project Financing: Assess the financial viability of a project.
Financial models help determine the expected returns and
assess the risks involved in investing in the project.

e Risk Management: Analyze potential risks and develop
strategies to mitigate them. Financial models help businesses
understand the potential impact of different scenarios on their
financial performance and make informed decisions to manage
their risks.
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Real-life examples of financial models in action include an annual
financial planning and budgeting model for a B2B SaaS company
and a business plan model for a biotech company. These models
helped these businesses accurately forecast financial requirements
and profitability at various levels, gain valuable insights into funding
needs, and attract investors with a robust business plan model.

In summary, financial models are versatile and can be tailored to
the specific needs of a business. They help founders make informed
decisions, plan for the future, and achieve their financial goals.
Don't let financial uncertainty hold your business back - leverage
the power of financial models today!



A

Y Value)XPA

About the Author:
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Karthikeyan VRaaj  across areas like financial planning, tracking and
Founding Partner managing their financial performance through systems,
optimizing finance processes through automation and
outsourcing.

His specialties include CFO Partnering on Strategic and
Business Financial Advisory, Finance Transformation,
Financial Modelling, Financial Planning and Analysis,
Performance Management Reporting & Decision-
support, Development of KPIs and Management
Dashboards, Valuation and Analytical Process
Automation using Low code/ No code tools. Earlier, he
held leadership roles at Barclays and S&P Global. For
Global Business Leaders/companies & Financial
Institutions, he offered Financial Decision and Controller
Solutions and also built & led Investment Research
teams globally. He holds an MBA degree specializing in
Finance and is also a qualified Engineer.

For more information on business partnering
please connect with us!

Write to us at info@valuexpa.com

XP&A | Advanced Analytics & Business Intelligence | Finance Processes Managed Services

www.valuexpa.com
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