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Purpose and Application of Financial Models

©Kantor Management Consultants 2024

What is not a Financial Model?

• The scope of financial models encompasses 
financial forecasting, which relies on 
realistic assumptions supported by 
historical data, market trends, and 
informed projections, rather than being 
purely speculative or imaginative.

• Simple financial statements: Basic 
documents like income statements, 
balance sheets, or cash flow statements 
are not financial models on their own. They 
lack the predictive and analytical 
framework characteristic of a financial 
model.

• Static Spreadsheets: Spreadsheets that 
contain fixed calculations without the 
ability to adjust inputs or dynamically 
change outputs are not considered 
financial models. A financial model should 
be flexible and allow for scenario testing.
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What is a Financial Model?

• Financial modelling is a numerical 
representation of a company’s operations 
in the past, present and forecasted 
future.

• This tool is used as decision-making aid, 
helping to estimate costs and project the 
profits. 

• It brings together a company’s financial 
data such as revenue, expenses, profits, 
investments, and growth assumptions, 
to predict future outcomes, assess risks, 
and support business decisions.

• A financial model is built usually in 
Microsoft Excel, allowing for flexibility 
and easy adjustments.

• It enables scenario analysis and the 
exploration of potential impacts on 
financial performance.
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Financial modelling serves specific purposes in various aspects of business activities such as…

Transactions and 
Mergers

Feasibility Studies 
and Market Entry

Chief Restructuring 
Officer (CRO) 

services

Strategic and 
Operational 

Planning

-Evaluates the 
financial impact of 
the transaction
-Projects the future 
performance of the 
combined entity or 
the impact of the 
transaction on the 
financial statements 
-Contributes to 
informed decisions

-Helps assess the 
feasibility of a new 
venture or market 
entry
-Allows businesses to 
understand potential 
risks and rewards 
when entering a new 
market or launching 
a new service

-Helps in identifying 
cost-saving 
opportunities, 
restructuring debt 
and forecasting cash 
flows to stabilize the 
business
-Provides a roadmap 
for financial recovery 
and operational 
improvement

-Supports strategic 
and operational 
planning 
-Helps in setting 
realistic goals, 
allocating resources 
effectively, and 
aligning operational 
activities with 
strategic objectives
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The key elements that shape the fundamental parts of financial modelling are:

The Three 
Components 
Of Financial 
Modelling

General Assumptions: 
Define the key parameters 

and conditions under 
which the model operates 
like economic conditions 
(inflation rates, exchange 

rates).

Calculation sheets: Are 
where the actual 
computations are 

performed based on the 
inputs and assumptions, 
including the calculation 

of revenues and expenses.
Output sheets: 

Summarized financial 
statements with the final 
financial projections and 
metrics, key performance 

indicators (KPIs), 
valuation metrics, and 

scenario analysis results.
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Defining Key Assumptions to Drive Financial Projections

Financing Assumptions

Cost-Related Assumptions

General Assumptions Revenue-Related Assumptions

• Initial investment: The total capital invested at the beginning.
• Depreciation rate: The annual rate at which fixed assets (e.g., 

equipment, machinery) lose value, based on the chosen 
depreciation method.

• Accounts Receivable (A/R) Days: The assumed number of 
days it takes to collect payment from customers after a sale is 
made.

• Accounts Payable (A/P) Days: The assumed number of days 
the company takes to pay its suppliers for goods and services.

• Inventory Turnover: The assumed frequency at which 
inventory is sold or replaced during a given period.

• Effective Tax Rate: The assumed average corporate tax rate 
applied to the company’s taxable profits.

• Annual Inflation Rate: The projected percentage increase in 
costs, due to inflation.

• Economic Growth Rate: Assumptions regarding broader 
economic indicators, such as GDP growth, which may affect 
market demand and business conditions.

• Years of the Modelling (Timeline): The length of the model 
in years, covering key activities.

• Mark-up: The percentage added to the cost of goods to 
determine the selling price.

• Sales Growth Rate: The projected percentage increase in sales year over year, 
reflecting the company’s expected growth in revenue.

• Seasonality: Assumptions regarding sales variations during specific periods (e.g., 
holidays, fiscal quarters), accounting for cyclical or seasonal trends that affect 
demand.

• COGS Growth Rate: Direct production costs that scale with sales growth.
• Operating Expenses Growth: Accounts for rising operational costs like rent, 

utilities, and marketing over time.
• Employee Wages & Salaries: Forecasts labor costs and staff growth.
• Maintenance Costs: Costs rise as equipment and facilities age.

• Debt-Equity Ratio: Measures debt vs. equity used to finance the business, 
impacting financial risk and returns.

• Debt Repayment Period: Affects cash flow, longer terms ease short-term 
pressure but extend debt.

• Interest Rate on Debt: The interest rate directly affects the cost of borrowing and 
financial impact.
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Why These Assumptions Are Important:

Accuracy in Forecasting: Without accurate assumptions, the model will produce unrealistic 
forecasts, which could lead to poor decision-making regarding investments, expansions, or cost 
management.

Strategic Planning: Financial assumptions help businesses plan for the future by 
understanding potential cash flow needs, risks, and opportunities for growth.

Risk Management: Assumptions like debt levels, interest rates, and inflation are vital for 
assessing financial risks and testing the business under different conditions.

Investment Decisions: Investors use these assumptions to evaluate a business's financial health 
and potential returns, helping build confidence in the company's planning.

1

2

3

4
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The Calculation sheets typically include:

Cash Flow statement
Income statement / 

Profit & Loss 
statement

Balance sheet
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Income Statement (or P&L) provides insights into a company’s financial performance

Income statement / 
Profit & Loss 

statement

✓ Summarizes a company's financial performance over a specific period.

✓ The statement includes all the sources of revenues, costs, and expenses to show its 

net profit or loss.

✓ Provides insights into a company’s performance and profitability over time.
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Balance Sheet shows a snapshot of its financial position

Balance Sheet

✓ The balance sheet includes and summarizes the assets (tangible and intangible 
property), liabilities (debt owed to creditors of the company) and equity (net 
worth) of the business at a certain moment in time. 

✓ 𝐴𝑠𝑠𝑒𝑡𝑠=𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠+𝐸𝑞𝑢𝑖𝑡𝑦
✓ Provides a comprehensive view of a company’s financial position, helping 

stakeholders assess liquidity, long-term stability, and overall financial health.
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Cash Flow Statement provides insights into a company’s cash inflows and outflows

Cash Flow Statement

✓ A cash flow statement displays the precise amount of cash that comes in and goes 

out of the company. Each of the flows is broken down into one of the three 

categories of: operating, investing, or financing activities.

✓ Shows how much money is expected to be made or spent (cash equivalents).
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Key performance metrics for financial viability in output sheets are NPV and IRR (1/2)

Net Present Value (NPV) is a financial metric used to determine the value of a project or investment by 
comparing the present value of its future cash flows to the initial investment. It accounts for the fact that 
money today is worth more than the same amount in the future due to its earning potential (known 

as the time value of money).

1 2 3 4
NPV calculates the 

difference (balance) 

between the present 

value of cash inflows 

(profits) and cash 

outflows (costs) over 

time.

It adjusts future cash 

flows by a discount rate to 

reflect their lower value 

compared to money 

received today.

If NPV>0 means the project 

is expected to generate 

more value than its cost, 

making it a profitable 

investment. If NPV<0 

suggests the project will 

cost more than it brings in, 

indicating a likely loss.

The formula for the NPV is 
as follows: 

NP𝑉 =෍
𝑡=0

𝑛
𝑅𝑡

1+𝑟 𝑡  

where: 
• Rt is the cash flow at 

time t (cash inflows - 
cash outflows)

• r is the discount rate, is 
the time period 
(starting from 0 for the 
initial investment) 

• n is the number of 
periods.
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Key performance metrics for financial viability in output sheets are NPV and IRR (2/2)

Internal Rate of Return (IRR) is the rate at which the NPV of all cash flows from a project equals zero 
(makes the present value of the cash inflows equal to the present value of the cash outflows). It represents 

the expected annual return on an investment.

1 2 3
If the IRR is greater than 

the required rate of 

return (or discount rate), 

the NPV will be positive, 

indicating that the project 

is expected to generate 

more money than it costs.

If the IRR is less than the 

required rate of return, 

the NPV will be negative, 

suggesting that the project 

will lose money.

The IRR is the rate (r) 

satisfies the following 

equation equals to zero: 

NP𝑉 =෍
𝑡=0

𝑛
𝑅𝑡

1+𝑟 𝑡

The IRR is more efficiently 

calculated using the Excel 

formula.
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Following useful tips will help you create reliable financial models that aid in decision-making and 
strategic planning (1/2)

Tips

✓ The model should be built around the three basic components: assumptions, 
calculations and output sheet.

✓ Use labels, titles, and consistent formatting for readability, and avoid 
overcomplicating the structure.

✓ Keep the spreadsheet's structure, formatting, and naming consistent 
throughout.

✓ Place all key inputs and assumptions in a separate, dedicated sheet at the 
beginning to allow for easy modifications.

✓ Use formulas and cell references instead of hardcoding values, enabling easy 
adjustments.

✓ Build in scenario analysis (best case, base case, and worst case) and sensitivity 
analysis to understand how changes in assumptions affect outcomes like NPV 
and IRR.

✓ Ensure all numbers are in consistent units (e.g., dollars, euros) and in the same 
time periods (monthly, quarterly, yearly).
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Following useful tips will help you create reliable financial models that aid in decision-making and 
strategic planning (2/2)

Tips

✓ Make a separate sheet for the results (output sheet), distinct from the 
calculation sheets. The output sheet should provide clear financial metrics like 
NPV, IRR and key ratios.

✓ Stress-test your model by inputting extreme values for key variables.
✓ Use Excel functions like IFERROR, VLOOKUP, INDEX/MATCH, and SUMIF 

effectively. Functions, also, like IRR and NPV are built specifically for financial 
modelling.

✓ Keep track of model versions, especially when making major changes (create 
different versions).

✓ Limit the number of  assumptions to 10 or 15, as more assumptions can 
reduce the realism of your decisions.

✓ Use the same formula across rows for consistency.
✓ Base your forecasting in the economic statements on realistic assumptions 

from market trends or past results.
✓ Check and double-check your formulas, and, if possible, ask a third party to 

review your model.



The present document contains confidential and proprietary information of Kantor 
Management Consultants and is intended solely for the client’s use. Please, do not copy, 
reproduce, or distribute the content, without Kantor’s written consent.  
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For more information, please contact us:

Voukourestiou 15, 10671, Athens, Greece, Tel: +302107297500, Fax: +302107249528
John Waterloo Wilson 78, B-1000, Brussels, Belgium, Tel: +3222352022, Fax: +3222800438
http://www.kantor-group.eu

Kantor Management Consultants is a European 
strategic, innovative, hands-on consultancy, 
committed to providing top-notch and bespoke 
advisory services. We address complex client 
problems in major sectors of the economy. 
Kantor effectively transfers global knowledge 
and expertise, to address local needs. 
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Senior Consultant
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