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Model Design

Let's talk a little bit about model design.

When you go to start building your financial model, it's very tempting to jump in and start

once the formulas start flying and I mean that's really the exciting part. The sexy part of

financial modelling is not the planning, the design and the structure. It's very tempting to just

jump in and start building before you have a really good idea of what your financial model is

going to look like. So in the structure of the model, we generally work from right to left. We

start with our inputs, all of our assumptions at the back, our calculations in the middle and

our output at the front. That is typically the design but there's a lot more that we need to

think about when we're designing our model.

You need to think about the data that goes into your model. Thinking about the level of

granularity of that data is quite important as well, so think about the time series of your

model. At what level, at what detail are we performing our analysis?

Now a lot of our models are done on a monthly basis. I mean a lot of our reporting,

management reports, forecasts they are often done on a monthly basis. If we're doing a very

high level valuation or perhaps a five or a ten year forecast, so you need to make that call.

You need to think about is it going to be monthly, is it going to be annual, perhaps it might

even be weekly or if it's a cash flow forecast it might even be daily. Think about what sort of

level of granularity you need to put into that model because let me tell you, there is nothing

worse than doing a financial model on an annual basis and at the end of it, the client says to

me "hey can we do that on a monthly basis?" Or "can we see that on a weekly basis?" And

then you have to take all of your inputs, all of your assumptions and try and divide everything

by twelve or by fifty two, it's an absolute nightmare so you're going to save yourself an awful

lot of trouble if you can get your input time series right in the first place.
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When you start pulling together your data, now that's quite time consuming and that is

definitely not the sexy part of financial modelling. It's much more fun to start actually

modelling but before you can start, you need to have your data available to you and we often

spend as a modeller, we often spend an awful lot of time collecting our data. Think about

what format that data is in. In Australia we have our lovely financial years which end at the

end of June and start at the beginning of July which causes all sorts of problems. Some

financial years are from April. If you're very lucky, you have a financial year that starts at the

beginning of January which makes things so much easier when you're working in Excel. It

doesn't always work like that. Quite often you end up with data that's given to you on a

calendar year but the output of your financial model might be on a financial year. So then you

have to wrestle with the data, you have to extrapolate the data and all of that takes time.

Take the time to do this, make sure that you get it right, right from the beginning.

When you're building the model as well, think about the purpose of the model. What are we

using this for? Because that will determine the amount of effort you will put into the detail,

the formatting, as well as the protection. If it's just a quick and dirty model for you and for a

couple of colleagues, you know. It might just be a bit of the back of the envelopes. You might,

you know, put some formatting in, you make it look nice but you won't worry too much about

putting in some colours or making it look pretty and you certainly won't worry about any

protection.

If you have got other colleagues that are going to be looking at it, if it's a model that's going

to stick around for a while, then you certainly want to make it look attractive. This is

something that typically analysts or finance people are not very good at, something to do with

the way our brains are wired.  As an analytical person, I always struggle with the colours,

making things look nice, the aesthetics and I spend a lot of time on trying to make things look

nice. By the way people do actually trust your numbers more if you make it look nice. Did you

know that? That's actually a fact. The research shows that if you spend a little time making

the model look attractive, making it look nice, they actually trust your numbers more. So it's

actually worth putting a little bit of effort in. Putting in some nice colours. Use some of the

styles. If you go into the home tab and there's some really nice pre-defined styles. It does

make things so much easier when you're putting in some colours and they've even got the
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theme so those of us don’t' know what colours look good together, Excel does make it quite

easy for you. Make your models look attractive, make them look nice.

If you do have a model that's going to be publically available, if it's going to be distributed

online, if you've got sales people working on it or people who perhaps don't use Excel all the

time and you're really worried they are going to mess things up, then you might put some

protection in. You put in some drop down boxes. You put in some data validations and you

make it really, really strong and robust so that they can't mess it up. All of this is really time

consuming so I wouldn't recommend doing that unless you know that it's going to be a

publically available model.

Think about what the purpose of the model is before you start building it. Think about how

much time you're going to spend making it look nice. Whether or not you're going to put

protection on because you don't want to spend an awful lot of time making something robust

when it's not really necessary.

That's why it's important to think about the audience, think about what the model is going to

be used for. Start with the end in mind. Think about who’s going to be using it. What are the

outputs for this financial model? Definitely spend a little bit of time planning your model

before you just jump in and start building your financial model.


