FINANCIAL ANALYSIS
LESSON 7: INTRODUCTION TO FINANCIAL PLANNING MODELS

COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)

By the end of the lesson, you should be able to 

1. Explain the importance and concepts of financial planning 

2. Discuss the concept of financial planning models in financial planning
3. Briefly explain few financial planning models

1.0 Introduction 

Performing Financial Planning is critical to the success of any organization. Financial planning is the task of determining how a business will afford to achieve its strategic goals and objectives. Usually, a company creates a Financial Plan immediately after the vision and objectives have been set. The Financial Plan describes each of the activities, resources, equipment and materials that are needed to achieve these objectives, as well as the timeframes involved. A financial plan creates a roadmap for organization money and helps achieve firms’ goals. . This lesson will explore the components of a financial planning model and the part each plays in creating a company's financial plan.

2.0 The Financial Planning activity involves the following tasks: 

1. Assess the business environment 
2. Confirm the business vision and objectives 
3.  Identify the types of resources needed to achieve these objectives 
4.  Quantify the amount of resource (labor, equipment, materials) 
5. Calculate the total cost of each type of resource 
6. Summarize the costs to create a budget 
7. Identify any risks and issues with the budget set. 


3.0 Financial Planning Models 

A financial planning model uses certain elements to create a future financial plan for a company. Elements used to form a planning model include Sales forecasts and Pro forma financial statements. The ultimate goals of a corporate planning model are to improve quality of planning and decision making, reduce the decision risk, and, more important, influence or even shape the future environment favorably. 

4.0 Business Financial Planning 

The business world is an ever-changing environment. Company executives must continuously evaluate operations and goals to determine if the company is on the right track to success. Financial planning is a tool that companies use to create, implement, and evaluate short-term and long-term goals. It allows executives to use internal and external financial information along with other relevant market data to determine business strategy. As a company builds its financial plan, three important issues must be considered: 

· How much money the company will need to get from external sources in the future 
· How changes in operations within the company will affect its overall value 
· How employee compensation plans (dividends, stock splits, employee compensation, and such) will affect future business 


5.0 Financial Planning Models 

Financial planning models are created to help executives explore the results of various business strategies. These models can be simple or complex, but their essential function is to provide answers to 'what-if' financial questions posed by executives. Exploration of potential strategies ultimately leads to the creation of short-term and long-term company goals.  Financial planning models allow executives to forecast financial statements. Historical financial statements are used alongside other financial information and market data to create a model



5.1 Financial Planning Model Elements 

Every element of a financial planning model is essential. An accountant needs all components of a financial planning model to accurately estimate a potential financial outcome. 
Elements of a financial planning model: 
1. A sales forecast drives a financial planning model. 
2. A pro forma financial statement provides an ideal financial projection. 
3. A list of asset requirements provides information about what is needed to drive sales growth. 
4. A list of financial requirements details debt and dividend information. 
5. A plug is a projected figure, such as a financing option, that a company could use to fund the strategies presented in the model. 
6. Economic assumptions describe the economy, market sector, and other external factors. 

5.2 Types of Financial Models 

Corporate planning models can be categorized according to two approaches: 
i) Simulation models – are attempts to represent mathematically either the operations of the company or conditions in the external economic environment. By adjusting the values of controllable variables and assumed external conditions, the future implications of present decision making can be estimated. Probabilistic simulation models incorporate probability estimates into the forecast sequence, whereas deterministic models do not. 

ii) Optimization models – are intended to identify the best decision, given specific constraints. 
A majority of corporate models in use are recursive and/or simultaneous models. In recursive models, each equation can be solved one at a time by substituting the solution values of the preceding equations into the right-hand side of the next equation. 

5.3 Specific Types of Models
a) Three- statement model 
b) Discounted Cashflow model (DCF) 
c) Budgeting and forecasting models 
d) Valuation model 
e) Mergers and Acquisition model (M& A) 
f) Leveraged Buy Out model (LBO) 

5.3.1 Three-Statement Model
The three-statement model is the most basic setup for financial modeling. As the name implies, the three statements (income statement, balance sheet, and cash flow) are all dynamically linked with formulas in prepared in Excel. The objective is to set it up so all the accounts are connected and a set of assumptions can drive changes in the entire model. It is important to know how to link the three financial statements, which requires a solid foundation of accounting, finance and Excel skills.
 5.3.2 Discounted Cash Flow (DCF) Model
The DCF model builds on the three-statement model to value a company based on the Net Present Value (NPV) of the business’s future cash flow. The DCF model takes the cash flows from the three-statement model, makes some adjustments where necessary. The next step is to discount the cash flows back to today at the company’s Weighted Average Cost of Capital (WACC). These types of financial models are used in equity research and other areas of the capital markets.
5.3.3 Merger and Acquisition Model (M&A)
The M&A model is a more advanced model used to evaluate the pro forma accretion/dilution of a merger or acquisition. The consolidation of Company A + Company B = Merged Co. The level of complexity can vary widely. This model is commonly used in investment banking and/or corporate development. M&A model is also used to evaluate the impact of an acquisition. The M&A model is a more advanced type of financial model, as it requires making adjustments to create a Pro Forma closing balance sheet, incorporate synergies and terms of the deal, and modeling accretion/dilution, as well as performing sensitivity analysis, and determining the expected impact on valuation.
5.3.4. Initial Public Offering (IPO) Model
Investment bankers and corporate development professionals also build IPO models to value their business in advance of going public. These models involve looking at  comparable company analysis in conjunction with an assumption about how much investors would be willing to pay for the company in question. The valuation in an IPO model includes “an IPO discount” to ensure the stock trades well in the secondary market.
5.3.5   Leveraged Buyout (LBO) Model
A leveraged buyout transaction typically requires modeling complicated debt schedules and is an advanced form of financial modeling. An LBO is often one of the most detailed and challenging of all types of financial models, as the many layers of financing create circular references and require cash flow waterfalls. These types of models are not very common outside of private equity or investment banking. LBO transactions require a specific type of financial model that focuses heavily on the company’s capital structure and leverage to enhance equity returns. 
5.3.6. Initial Public Offering (IPO) Model
Investment bankers and corporate development professionals also build IPO models to value their business in advance of going public. These models involve looking at comparable company analysis in conjunction with an assumption about how much investors would be willing to pay for the company in question. The valuation in an IPO model includes “an IPO discount” to ensure the stock trades well in the secondary market.
 5.3.7. Sum of the Parts Model
This type of model is built by taking several DCF models and adding them together. Next, any additional components of the business that might not be suitable for a DCF analysis (e.g., marketable securities, which would be valued based on the market) are added to that value of the business. For example,   would sum up (hence “sum of the parts”) the value of business unit A, business unit B, and investments C, minus liabilities D to arrive at the Net Asset Value for the company.
5.3.8. Consolidation Model
This type of model includes multiple business units added into one single model. This is similar to a Sum of the Parts exercise where Division A and Division B are added together and a new, consolidated worksheet is created..
5.3.9. Budget Model
This is used to model finance for professionals in financial planning & analysis (FP&A) to get the budget together for the coming year(s). Budget models are typically designed to be based on monthly or quarterly figures and focus heavily on the income statement.
5.3.10. Forecasting Model
This type is also used in financial planning and analysis (FP&A) to build a forecast that compares to the budget model. Sometimes the budget and forecast models are one combined workbook and sometimes they are totally separate.
6.0 Benefits of Using Financial Models
1. Providing numerical information- a model calculates the possible values of variables that are considered important in the context of decision making at hand. Of course, this information is of paramount importance especially when committing resources, budgeting and so on.
2. Capturing influencing factors and relationships- these processes of building a model  should force a consideration of which factors influence the situation including which are most important 
3. Generating insight and forming Hypotheses- the modelling process should highlight areas where ones knowledge is  incomplete , what further actions  could be taken o improve this as well as what data is needed.
4. Improving working process, Enhanced  communication and precise data requirements




7.0 Application of Financial Models
1. The output of a financial model is used for decision making and performing financial analysis, whether inside or outside of the company. Inside a company, executives will use financial models to make decisions about: 
2. Raising capital (debt and/or equity) 
3. Making acquisitions (businesses and/or assets) 
4. Growing the business (opening new stores, entering new markets, etc.) 
5. Selling or divesting assets and business units 
6. Budgeting and forecasting (planning for the years ahead)
7.  Capital allocation (priority of which projects to invest in)
8.  Valuing a business 
9. Financial statement analysis/ratio analysis 
10. Management accounting
8.0 Challenges in Using Models
 1. The Nature of Model Error 
-Specification error. This is the difference between the behaviour of the real-world situation and that captured within the specification or intentions of the model (sometimes this individual part is referred to as "model risk" or "model error").
 -Implementation error. This is the difference between the specified model (as conceived or intended) and the model as implemented. 
-Decision error .This is the idea that a decision that is made based on the results of a model could be inappropriate. It captures the (lack of) effectiveness of the decision-making process, including a lack of understanding of a model and its limitations
 2 .Inherent Ambiguity and Circularity of Reasoning
 3. Inconsistent Scope or Alignment of Decision and Model 
4. The Presence on Biases, Imperfect Testing, False Positives and Negatives 
5 .Lack of Data or Insufficient Understanding of a Situation
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