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Financial Modelling Best Practice 

Let’s talk about financial modelling best practice. There are a couple of things that I just 
want to go over in terms of best practice for financial modelling. A lot of it is really just 
common sense but there are some particular things that I wanted to go over.  

1. Document your assumptions 

Assumptions are absolutely critical.  If you have done any of my courses before or heard me 
talk about this, you know I do bang on about assumptions quite a lot! Because documenting 
your assumptions is critical. You can have the most beautifully laid out model; you can 
spend ages on your formatting and getting it beautiful and using really fancy formulas and 
fantastic tools and techniques. But if the “assumptions” that go into that model are rubbish, 
the outcome is not going to be any good either. So having documentation in the model is 
absolutely critical. There is nothing worse than trying to take a part somebody else’s model 
and you tracing it back and you get to the input and there is no documentation, there is no 
linking, you don’t know where that number came from. It is really quite frustrating and so 
when we build a model, it is really important to build it in such a way that you can validate 
it, you or someone else can go in and understand exactly where those numbers came from. 
 
It is really quite scary as well I find when senior managers say “We are going to go ahead 
with this multimillion dollar project because the financial model says it’s going to have an 
NPV or payback of this millions and millions of dollars” and they make this sort of scary 
statements.  It is really important to understand the assumptions that go behind that 
financial model and that go behind these statements that you make. So there is absolutely 
no point in showing the output of the financial model if you don’t understand the input or 
the assumptions that went into it. And that’s why assumptions documentation is absolutely 
critical in financial modelling. 

2. Linking 

Secondly, it is really important to link within your model to be always linking with in 
different sheets, never, never “hard code”. The reason for this is so that when your inputs 
change, the outputs will change as well and that’s really important when we get to 
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sensitivity and scenario analysis. When you are linking between external files, you should 
use named ranges because quite often if you use just an individual reference, that reference 
can change. So it is a better practice to use named ranges when you are linking between 
files, but to always link rather than just having a “hard coded number” in there with no 
explanation or sources referencing as to where it came from.  
 
Something that a lot of modellers do it is a very commonly used as standard and that is to 
use blue font when it comes to input variable. So if it is a “hard coded number”, that means 
it is an “input” and that means it is an assumption and it means we can change that or we 
need to be able to see where it came from. And what we often do is use – in the later 
version, if you are using Excel 2010 or 2007 you will be able to use the “styles”.  So let me 
show you how that works.  If you go to your “home tab” and you go to “styles”, you can very 
easily change them and this “input” one is actually really handy for documenting inputs or 
hard coded. So that’s your kind of signal to another modeller that, that is a “hard coded” 
number; it is something that can change in the model.  

3. Enter it once 

You only enter “hard coded number” once. So you enter it once and then every time you 
refer to that for example, if you are talking about inflation in a model, you type it in and 
then every time throughout the entire model whenever you talk about inflation, you link 
straight through to that single cell called “inflation”. 
 
And then off course if you want to change it you might put “inflation” as “3 percent” and 
then you decide later on that you want to change it to “3.2 percent”, all you have to do is to 
make that one change and it will flow right throughout the entire model and that makes 
your model so much easier to update and makes your “sensitivity and scenario analysis” a 
lot easier as well. 
 
Do avoid “daisy chaining” though, we will talk about that in a minute when it comes to “bad 
habits” when you sort of linking to a link. We never, never hard code a number into a cell as 
well, so here where we have got, you typing in a number into a formula, do try to avoid that, 
I know it’s tempting sometimes but to actually type numbers into formulas is really not a 
good idea because if you then want to change that number you need to go into the formula 
and make that change. So it is not a very good habit either. The only instance where I 
probably say that’s okay is you know if you really know you never going to have to change it 
or if you are talking about something like 7 days in a week, 24 hours in a day, 12 months in a 
year, something that you are pretty sure is not going to change in the near future that 
probably alright but other than that do try to avoid hard coding into a formula.  

4. Bad habits 

So “bad habits”; we talked about “daisy chaining” when you link to a link to a link for 
example if you have got a report, you have got months across the top in a block and down 
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below you might have another block which has got months across the top and you link 
those months perhaps because those months might change. You have a start date, project 
date, start date might change, so you want to link through to that and down below you have 
another block and perhaps another block and perhaps another block and if you keep linking 
to the previous one, you have got this “daisy chain” of links. Later on you decide to delete 
one of those blocks of data, everything subsequent to that you can end up with big fat 
errors in there and you really want to avoid that. So whatever possible we always link back 
to the source, that’s a really good habit to get into. 
 
Another bad habit that I find a lot of people do and that is not hitting the “enter” key when 
you go in and create a formula. Let me show you what I mean by that, so for example you 
go in and going to create a formula like that, you finished with it, hit the “enter key” or hit 
the little “green tick”. What a lot of people do - and if I hit the “F2” that’s going to take me 
into there - is it they click in another cell somewhere else and most of the time we get away 
with it and that’s alright, it’s very tempting to do that. Most of the time it’s okay but every 
now and then that can happen. But most importantly by doing that you are not been 
deliberate about the formula that go into the cell and this comes into with reduction of 
errors. One of the reasons for a lot of these best practice stuff is to reduce the possibilities 
of having errors in your formulas because that’s something that’s quite terrifying.  
 
Your first line of defence against errors is hitting the “enter key”, so you go in an edit your 
formula, you hit the “enter key” and then you look at the result, is it right, does it look 
sensible, is that the number that you expected it to be rather than and I even seen people 
do this, they edit it, they move away and then click somewhere else.  You are already 
looking at the next thing, you not been deliberate about what went into the formula. So by 
hitting the “enter key”, you look at it and you are been very deliberate about the formula 
that went in there and making sure that the number is right, the number is correct before 
you move on to the next thing. So that’s one “bad habit” that people get into. 
 
Another bad habit that people do sometimes is when they go to you know create and in this 
case I wanted to do a “SUM” formula or something like that instead of typing you know 
highlighting the range like that, it’s very tempting to do that and most of the time you can 
get away with that and that’s alright; but, by doing that your actually using a lot more 
memory if you’re using the later version of excel you have 1.1 million rows in there so by 
doing that I’ve actually highlighted 1.1 million cells or 2.2 million cells instead of just the 104 
cells I really need and that can really, really add to the size and slow down your calculations 
a lot and it’s not probably going to cause errors; in fact, it’s kind of easier in a way. The 
reason people do it is so that they don’t have to keep adding or changing to the bottom and 
“named ranges” is a good way to get around that.  
 
But it does really slow your models down and every now and then I’ve been tempted to do 
that and I always end up regretting it because it means that my formulas do, my calculations 
do end up quite slow.  
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5. Consistent Formulas 

The next point on best practice is having consistent formulas, making sure that your formula 
is exactly the same all the way across and all the way down the block of data and in order to 
do that you need to understand where the dollar signs go, so you need to be able to use 
“mixed referencing”. I’ll just very quickly show you what I mean by that. So, just going back 
to this one here if you put the dollar sign in front of the “A”, we are anchoring the “A” 
column and then if I put the dollar sign in front of the “B”, I’m anchoring the “1”, if I anchor 
the “1 row” that means that the “A” column and the “1 row” is going to be anchored exactly 
the same, so I can copy across and down and using one single formula it’s just a much better 
practice, firstly it’s going to be a lot quicker and a lot less prone to error. So, that’s another 
point of best practice is having consistent formulas all the way across wherever possible and 
in order to do that you need to understand “absolute relative and mixed cell referencing”.  

6. Formatting & Labelling 

The last point on best practice is “formatting and labelling”, one of the most common errors 
in financial modelling is mixing up units, mixing apples and oranges, getting currencies 
mixed up, you know number of transactions, headcounts, that sort of thing. So, just be 
really, really clear about your labelling and your formatting. You can use custom formatting 
to make it say square metres just to be absolutely clear so there can be no possible 
misinterpretation about what your inputs are, what your calculations are, so just label 
everything and use correct formatting wherever possible and those are the main points on 
financial modelling best practice. 


