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A practitioner's guide to financial modelling: how
models are built, the principal model types in use
across corporate finance and deal advisory, and the
analytical techniques — scenario and sensitivity
analysis in particular — that turn a static forecast into
a decision-support tool. A worked illustrative example
is used throughout to show how assumptions flow
through to valuation outcomes.
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13 | Glossary of Key WACC, terminal value, IRR, DSCR and related
Terms terminology
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01 Introduction

Financial modelling is the discipline of translating a business, transaction or
asset into a structured, quantitative representation of its future performance. A
model is, at its core, a simplification: it distils a complex commercial reality into
a set of assumptions, formulas and outputs that decision-makers can
interrogate, stress-test and act upon.

This publication sets out what financial modelling is, why it matters, the
principal types of model in use across corporate finance, investment banking,
private equity and real estate, and the practices that separate a reliable
model from a fragile one. A worked example, scenario analysis and sensitivity
analysis are used throughout to show these concepts applied, not just
described.

“All models are wrong, but some are useful.”

The purpose of financial modelling is not to predict the future with certainty,
but to structure judgement about it.

02 What Is Financial Modelling

A financial model is typically built in a spreadsheet and links a set of
assumptions — about revenue growth, costs, financing, capital expenditure
and working capital — to projected financial statements and derived outputs
such as valuation, returns or covenant compliance. The model becomes a tool
for scenario analysis: changing an assumption should flow logically through to
every affected output.
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03 Why Financial Modelling Matters

Models sit behind most significant financial decisions. They inform how much
a company is worth, whether a project should be funded, how much debt a
transaction can support, and how a business should plan its cash needs.
Because the stakes attached to these decisions are often large, the quality of
the underlying model matters as much as the decision itself.

Application

Typical Question

Answered

Primary User

Valuation

What is this company, project
or asset worth?

Corporate finance,
M&A, investment
teams

Capital allocation

Which projects or acquisitions
should we pursue?

CFO office, investment
committees

Financing How much debt can this Treasury, lenders,
decisions business or deal safely carry? deal advisory
Budgeting & Are we on track against plan, FP&A, management
forecasting and where is variance emerging?| reporting

Risk How exposed is the outcome Risk, credit, portfolio
management to key assumptions? management

04 Types of Financial Models

The choice of model depends on the question being asked. The table below
summarises the models most commonly encountered in professional

practice.
Model Type

Three-Statement
Model

Typical Use

Core operating forecast linking
income statement, balance
sheet and cash flow

Key Output

Integrated forecast of
profitability, liquidity
and solvency

Discounted Cash
Flow (DCF)

Intrinsic valuation of a
business, project or asset

Enterprise value /
equity value

Leveraged Buyout
(LBO)

Assessing returns on a
debt-financed acquisition

Internal rate of return
(IRR) and money
multiple

Merger &
Acquisition (M&A)

Evaluating combined-entity
impact of a transaction

Accretion / dilution to
earnings per share
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Model Type | Typical Use | Key Output
Budgeting & Short-to-medium term Variance-tracked
Forecasting operating and cash planning budget vs. actuals

Ring-fenced cash flow analysis

Project Finance | for infrastructure or capital Debt service coverage
projects ratio (DSCR)

Real Estate / Underwriting acquisition, Levered and unlevered
development or refinancing returns, cash-on-cash

Development o X
P decisions yield

Many of these models share a common backbone, typically a three statement
structure, with additional logic layered on top for the specific purpose, whether
that is discounting cash flows, sizing a debt structure, or measuring accretion
and dilution.
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05 The Financial Modelling Process

Building a robust model tends to follow a consistent sequence, regardless of

the specific model type:

Step Stage

01 Define
purpose
Gather data

Structure the
nmodel

Build
assumptions

Link
m statements

Layer in
analysis

Stress-test

Review &
audit
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What Happens

Agree the question the
model needs to answer,
and who will use and
challenge it.

Collect audited or
management accounts,
industry data and

comparable benchmarks.

Separate tabs or sections
for assumptions,
statements, schedules
and outputs.

Set revenue drivers, cost
structure, working capital,
capex and financing
terms.

Integrate income
statement, balance sheet
and cash flow so they
balance.

Add discounting, returns,
covenant tests or
accretion/dilution as
required.

Run sensitivity and
scenario analysis on the
variables that matter
most.

Check formulas, tie-outs
and logic before the
model is relied upon.

Typical Output

Scope memo

Historical data
pack

Model skeleton

Assumptions tab

Three-statement
build

Valuation /
returns output

Sensitivity &
scenario tables

Audited,
sign-off-ready
model
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06 Core Principles and Best Practice

The following principles are widely regarded as the foundation of sound
modelling practice across industries and model types.

Principle What It Means in Practice

Separate inputs Assumptions live in clearly labelled cells; formulas
from calculations never bury a hard-coded number.

One direction of Logic runs left to right and top to bottom, avoiding
flow circular or backward references wherever possible.

Consistency of A formula copied across a row or column should
formulas not change structure cell to cell.

Transparent Every driver is sourced, dated and easy for a
assumptions reviewer to challenge.

Key drivers can be flexed to show a range of

Built-in sensitivity outcomes, not a single point estimate.

Balance sheets balance, totals tie out, and check

Error-checking rows flag breaks automatically.

Version control and Each iteration is dated, changes are logged, and the
documentation model's purpose and scope are stated up front.
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07 Common Pitfalls

Even experienced modellers fall into recurring traps. Awareness of these is
often the fastest route to a more reliable model.

9 Recurring pitfalls mapped across three failure modes: structural, analytical

and process

Structural Pitfalls Analytical Pitfalls Process Pitfalls

Hard-coding
assumptions directly into
formulas, making them
invisible and difficult to
update. Circular
references introduced by
interest expense
calculations without a
clear break or switch.
Inconsistent formulas
across a row, so a single
copied cell silently
changes the model's
logic.

Over-precision —
presenting a single point
forecast with false
confidence rather than a
range of outcomes.
Anchoring on optimistic
assumptions without
adequately stress-testing
the downside case.
Confusing correlation in
historical data with a
genuine causal driver of
future performance.

Skipping documentation,
leaving a model
unusable by anyone
other than its original
author. Failing to
version-control iterations,
making it hard to know
which output was
actually relied upon.
Treating the model as the
decision itself, rather than
as one input alongside
judgement and context.
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08 Tools and Technology

Spreadsheet software remains the dominant platform for financial modelling
due to its flexibility and near-universal familiarity, but it increasingly sits
alongside a wider toolkit. The underlying principles of transparency,
consistency and testability apply regardless of the tool used to implement
them.

Role in the Modelling Workflow Examples

Primary build environment
for assumptions,
statements and outputs.

Spreadsheet
software

Microsoft Excel,
Google Sheets

Automates budgeting,
consolidation and variance
reporting at scale.

Planning & FP&A
software

Anaplan, Adaptive
Insights

Handles large datasets,

Scripting &data | \\ " ion and Python, R, SQL

processing repeatable data cleaning.

: Accelerates assumption ,
Al aSSI.Sted research, formula auditing A ETpILElS Elve
modelling formula auditors

and scenario generation.

09 lllustrative Worked Example

To make the concepts above concrete, this section walks through a simplified
five-year forecast for a hypothetical operating company (“Company A”). The
figures are illustrative only, built purely to demonstrate how assumptions flow
through to outputs — they are not a template for any real business.
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Key Assumptions and Outputs

Driver ($m unless

noted) s o
Revenue growth (%) 8.0 9.0
Revenue ($m) 108.0 17.7
EBITDA margin (%) 22.0 23.0
EBITDA ($m) 23.8 211
Capex (% of revenue) 7.0 7.0
Unlevered FCF ($m) 9.5 1.2

Yra

10.0

129.5

24.0

31.1

7.0

133

Yrd

9.0

1.1

25.0

35.3

7.0

15.5

Y5

8.0

152.4

26.0

39.6

7.0

179

« $202m lllustrative base-case enterprise value (10% WACC, 2.5% terminal

growth)

* 8-10% Assumed annual revenue growth range, Years 1-5
e 22-26% EBITDA margin expansion over the forecast period
e $67.4m Cumulative unlevered free cash flow generated over five years

Discounting the five-year unlevered free cash flow stream at a 10% WACC, and
capitalising a terminal value using a 2.5% perpetuity growth rate, produces an

illustrative enterprise value of approximately $202m for the base case.

10 Scenario Analysis

Scenario analysis tests a coherent, internally consistent set of assumptions
together, rather than flexing one variable in isolation. It answers a different

question to sensitivity analysis: not “what if this one input is wrong”, but “what if

the whole operating environment turns out differently.” Three scenarios are

shown below for Company A.
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Assumption Bear Case Bear Case Bull Case

Avg. revenue growth
(5-yr)

Yr 5 EBITDA margin

WACC

Terminal growth rate

Implied Enterprise
Value

 $84mr$360m Range of implied enterprise value across bear-to-bull
scenarios, a c.4x spread

Well-built scenarios are typically anchored to identifiable drivers — for example, a
bear case reflecting slower market growth and margin compression from
competitive pressure, versus a bull case reflecting successful expansion and
operating leverage — rather than being generated by arbitrarily shifting every
input up or down by the same amount.

11 Sensitivity Analysis

Sensitivity analysis isolates the effect of one or two variables at a time, holding
everything else constant. It is most useful for identifying which assumptions
the output is most exposed to, so that diligence and scrutiny can be focused
where they matter most.

Two-Way Sensitivity: Enterprise Value ($m) to WACC and Terminal Growth
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2 uﬂ i.lili ﬁ-ﬁ

12%

RATE

il 3.5% $171m
il 3.0% $163m
ai 2.5% $176m $156m
ail 2.0% $169m SE
al 1.5% $162m $145m

« $145m - $333m Enterprise value range across the plausible WACC /
terminal-growth grid above

Key Driver Ranking (Tornado Analysis)

Ranking each input by the size of its impact on enterprise value shows which
assumptions deserve the most scrutiny. Ranked by total range (downside to
upside), widest first:

WACC
i 100bgs)

ERITDA MARGIN
{+200bps)
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. x . =4 T
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FOTAL RANGE e
TOTAL RAMGE
TITAL RANEE TOT&L BANGE

$53.9m 533.Tm §21.8m

e 1 T
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Base case enterprise value: $201.5m. For Company A, WACC and EBITDA margin
assumptions drive a wider range of outcomes than revenue growth, terminal
growth or capex — signalling where diligence effort is best spent.

12 Interpreting These Outputs

Charts and sensitivity grids add real value only if they change how a model is
used. A few practical guidelines:

Guideline Why It Matters

Treat point estimates A s'lngle—.pomt voluot'lon or forggqst should always be
el paired with a scenario or sensitivity view, not

e presented as a precise answer.

Rank drivers before A d.rl.ver ranklng focuses SCI’}JtIﬂy and independent

verification on the assumptions that move the

diligence outcome most.

Separate scenarios Scenario analysis tests coherent alternative futures;
sensitivity analysis mechanically stress-tests one

from sensitivities assumption at a time. Conflating the two weakens both.

Present ranges, not An enterprise value of “$180—-220m" is often more
false precision I’ honest and more useful than “$202.4m.”

Scenarios and sensitivities should be updated
periodically, not treated as a one-off exercise at
'’ model inception.

Revisit as actuals
emerge
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13 Glossary of Key Terms

Definition

Weighted Average Cost of Capital — the blended required return of a

WACC company's debt and equity holders, used as the discount rate in a DCF.
Terminal The value of all cash flows beyond the explicit forecast period, typically
Value capitalised using a perpetuity growth or exit multiple approach.
Unlevered Cash flow available to all capital providers before financing costs; the
FCF standard input to an enterprise-value DCF.
Sensitivity Testing how an output changes as one or two input assumptions are
Analysis varied, holding others constant.
Scenario Testing how an output changes when a coherent set of assumptions is varied
Analysis together to represent a plausible alternative future (e.g. bull / base [ bear).
Tornado A chart or table ranking input variables by the size of their impact on an
Chart output, widest range at the top.
IRR Internal Rate of Return — the discount rate at which the net present
value of a series of cash flows equals zero.
Debt Service Coverage Ratio — cash flow available for debt service
DSCR I

divided by required principal and interest payments.

14 Key Takeaways

A model's value lies in its transparency and flexibility, not its complexity. The
most useful models are ones a reviewer can trace, challenge and rebuild —
not the most intricate spreadsheets.

Model type should follow the question, not the other way around.
Three-statement, DCF, LBO, M&A, project finance and real estate models share
a common backbone but diverge in the specific analysis layered on top.

Scenario and sensitivity analysis answer different questions. Scenarios test
coherent alternative futures; sensitivities isolate the effect of one variable at
a time. Both are needed for a complete picture.

In the illustrative example, WACC and EBITDA margin are the two most consequential
assumptions, each capable of moving enterprise value by more than $50m across a
plausible range — more than revenue growth or terminal growth alone.

The bear-to-bull scenario range ($84m to $360m, a c.4x spread) illustrates
that valuation outcomes hinge as much on the operating narrative as on the
discount rate.

Structural, analytical and process pitfalls are distinct failure modes.
Hard-coded formulas, over-precise forecasts, and undocumented iterations
each undermine reliability in a different way and require different fixes.

Present ranges, not false precision, and revisit scenarios and sensitivities as
actuals emerge — a model is a living decision-support tool, not a one-off
exercise.

www.insightss.co



Finance Modelling 2026 - Principles, Practice and Assessment
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