
 

Access the Rest of the Fundamentals Course 

 

http://breakingintowallstreet.com 

Financial Modeling Fundamentals, Module 10: M&A Deals and Merger 

Models – Walkthrough of a Full Merger Model 
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Key Rule #5: How Does a Full Merger Model Work? 

In the previous sections, we covered an example of a simplified merger model where we 

estimated the purchase price and the Cash / Debt / Stock mix and then used the Weighted Cost 

of Acquisition and the Seller’s Yield to predict whether the deal would be accretive or dilutive. 

You still use the same process for real deals, but there are a few additional steps and 

complexities. We divide the process for real companies into 7 steps: 

1) Project the Financial Statements of the Buyer and Seller – In a real merger model, you 

go beyond simple Income Statement projections because you must estimate how much 

Debt the Combined Company can repay each year. 

 

2) Estimate the Purchase Price and Form of Payment – You assume a share-price premium 

for a public Seller and confirm the price with the valuation methodologies; the Cash / 

Debt / Stock mix is based on the minimum Cash balance and the maximum amount of 

Debt the Buyer can raise. 

 

3) Create a Sources & Uses Schedule and Purchase Price Allocation Schedule – These 

schedules let you get more specific about how much the Buyer and Seller are 

contributing and the other acquisition effects, such as the Amortization of Other 

Intangible Assets. 

 

4) Combine the Balance Sheets of the Buyer and Seller – You always want to create a 

Combined Balance Sheet because it helps you assess the Combined Company’s capital 

structure and whether or not it has reasonable levels of Debt, Equity, and Cash. 

 

5) Combine the Income Statements of the Buyer and Seller – This part is very similar to 

the simplified model: You add together the Pre-Tax Incomes of the Buyer and Seller and 

make adjustments for new items, such as synergies and D&A on Asset write-ups. 

 

6) Calculate Cash Flow, Debt Repayment, and Key Metrics and Ratios – To make the 

model more accurate, you project the Combined Company’s cash flow and use that to 

determine how much Debt it can repay each year (or how much Cash it generates). 

Calculating metrics like Debt / EBITDA and EBITDA / Interest for the Combined Company 

also helps you assess the viability of the deal. 

 

7) Calculate EPS Accretion / Dilution and Create Sensitivity Tables – Once you’ve linked 

everything and tracked the changing Debt and Cash balances, you can calculate the 
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Combined EPS and the accretion / dilution figures. You almost always create sensitivity 

tables that assess the deal under different assumptions, such as higher and lower 

purchase prices, as well. 

And now, with screenshots and more detail: 

1) Project the Financial Statements of the Buyer and Seller 

This step varies by industry and company, but at the minimum, you need the same level of 

detail as in a DCF analysis. 

You don’t need full 3-statement projections; you just need estimates for each company’s 

projected cash flow. 

That means you need to forecast the following items: 

 Revenue – Ideally based on units sold and average selling price or market size and 

share. 

 

 COGS and Operating Expenses – Based on percentages of revenue, employee counts, or 

fixed vs. variable costs. 

 

 Net Interest Expense – You must project each company’s Interest Income and Interest 

Expense because they might change in the deal. 

 

 Taxes and Net Income – You don’t need these for the Seller, but you do need a sense of 

the Buyer’s tax rate since you will apply it to the Combined Company. 

 

 Major Cash Flow Items – You must project Depreciation & Amortization, the Change in 

Working Capital, and other items like recurring Dividends and Deferred Taxes that 

impact a company’s cash flow. 

Here are the Income Statement drivers we used for Men’s Wearhouse: 
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Men’s Wearhouse is a retail company, so we projected revenue based on the # of stores and 

sales per store; we could have also used the total # of square feet and sales per square foot. 

Retailers make money by ordering inventory, marking up the items, and selling them at higher 

prices, so Cost of Goods Sold (COGS) should be linked to the sales of these individual items. 

We made it a simple percentage of revenue, but we could have also used the gross margins on 

different items. 

We projected Selling, General & Administrative (SG&A) expenses and the rental expense 

separately, but they’re both linked to individual stores. 

The Cash Flow Statement drivers are all standard. 

We projected D&A as a percentage of revenue, the Change in Working Capital as a percentage 

of the change in revenue, and other items either as percentages of revenue or on a per-store 

basis: 
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We haven’t created Cash Flow Statement projections for the Buyer; we’ll simply link to these 

items on the Combined Cash Flow Statement later on. 

Here’s the Income Statement for the Buyer, along with a few notes for items such as Interest 

Income, Interest Expense, and the Share Count: 
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Just like you ignore Stock-Based Compensation, stock issuances, and stock repurchases in a 

DCF, you should also ignore them in a merger model: These items will distort the 

accretion/dilution calculations, and it’s tough to estimate their impact on the share count. 

So we recommend setting them to 0 in the projections for the Buyer, Seller and the Combined 

Company – effectively, you assume that SBC is a normal cash expense, just as in the DCF. 

If the Interest Income and Interest Expense were bigger, we might have put more effort into 

projecting them. 

But since they’re so small, we used a simple approach and followed the company’s estimates 

for Interest Expense and used a simple historical average for Interest Income. 

Once you’ve made these projections for the Buyer, you do the same thing for the Seller. 

The Seller here – JoS. A. Bank – is almost the same as the Buyer since they’re both retailers, so 

we’re not going to paste in everything all over again. 

You go through the same process and use historical data, the market’s views of the company, 

and management’s expectations to project the key line items. 

2) Estimate the Purchase Price and Form of Payment 

This step doesn’t differ too much for real companies. 

If the Seller is public, you’ll link the purchase price to an Offer Price per Share, which is higher 

than the company’s current share price. 

You base the premium-to-current-share-price on the premiums that similar companies in the 

market have sold for recently; if the range is 15% – 30%, you might start at 20% or 25%. 

You’ll then check this Offer Price per Share and make sure it’s in-line with the company’s 

Implied Share Price as determined by Public Comps, Precedent Transactions, and the DCF. 

For private companies, the purchase price is based on a simple EV / EBITDA, EV / EBIT, or P / E 

multiple, which you pick based on peer companies and the valuation methodologies. 
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The mix of Cash, Debt, and Stock might be based on what happened in real life (if the deal is a 

real one), or you might assume that the Buyer uses all its available Cash, then raises Debt up to 

the Debt / EBITDA ratio of peer companies, and issues Stock for anything past that. 

Here, we used the 100% Debt mix that the Buyer used in real life: 
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We calculated the Weighted Average Cost of Acquisition and the Seller’s Yield at this point, but 

we choose not to predict whether the deal will be accretive or dilutive. 

So many new items go into the accretion/dilution analysis in a real deal that a simple 

comparison of those percentages no longer works so well. 

3) Create a Sources & Uses Schedule and Purchase Price Allocation Schedule 

We mentioned earlier how the real amount that a Buyer pays is not exactly equal to the 

Purchase Equity Value or the Purchase Enterprise Value of the Seller. 

The actual amount paid depends on the treatment of Debt and Cash as well as any fees 

associated with the deal. 

To track this real amount, you create a “Sources & Uses” schedule. 

A Source of Funds is anything that the Buyer uses to pay for the company: Cash, Debt, and 

Stock are the main Sources. 

A Use of Funds is anything that increases the real amount that a Buyer must pay for the Seller. 

The biggest Use of Funds is the Purchase Equity Value of the Seller: What it costs to buy all its 

shares. 

Debt repayment and transaction fees are also Uses of Funds because the Buyer must pay for 

these items as well. 

If the Buyer assumes the Seller’s Debt or “refinances it” by replacing it with new Debt, the 

existing Debt shows up under both Sources and Uses. 
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So how much does the Buyer “really” pay for the Seller in this deal? 

The Buyer had relatively little Cash – only around $59 million – so most of the “Excess Cash 

Used” came from the Seller, which had ~$445 million in Cash as of the time of this deal. 

The Seller also had no Debt as of the time of this deal. 

So the Buyer paid $1,827.3 million – $302.3 million, or $1,525.0 million, for the Seller. 

Notice how this figure is between the Seller’s Purchase Enterprise Value and Purchase Equity 

Value. 

We get that result because the Seller used some, but not all, of its Cash to finance the deal. 

So the Buyer doesn’t “get” all the Seller’s Cash: It just gets some of that Cash, which reduces its 

upfront purchase price. 
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In more complex transactions, this process gets even more confusing, which is why you need to 

build a Sources & Uses schedule for any real deal. 

The Purchase Price Allocation (PPA) Schedule 

Once you’ve created the Sources & Uses schedule, you move onto the Purchase Price 

Allocation (PPA) schedule. 

You need to set up this schedule because in almost all M&A deals, the Buyer pays a premium 

over the Seller’s Book Value (i.e., its Common Shareholders’ Equity). 

For example, the Buyer might pay $1,000 for the Purchase Equity Value, but the Seller’s 

Common Shareholders’ Equity is worth only $700. 

This premium is NOT the premium to current share price: That one is based on the market 

value of the company’s shares, while this one is based on the book value. 

You should know from the Accounting guides that this premium will result in the Balance Sheet 

not balancing, which is a big problem. 

To fix this problem, you create 2 new Assets: 

1) Other Intangible Assets, to represent the value of identifiable items that have some 

value, such as trademarks, patents, and customer relationships; and  
 

2) Goodwill, to represent everything else. 

We’ve covered the rationale for these items in the Accounting lessons, so we’re not going to re-

hash them here. 

But that’s not all! 

The Buyer must also re-evaluate all the Seller’s Assets and Liabilities when the deal closes and 

write them up or down to their “fair market values.” 

For example, perhaps the Seller purchased a building for $1,000 five years ago. This building will 

be listed on the Seller’s Balance Sheet at $1,000 minus Accumulated Depreciation. 

If the Accumulated Depreciation is $100, the building will be shown at a net value of $900. 

When the Buyer reviews this building and does some research on the local market, it concludes 

that the building is worth $1,100. 

Therefore, the Buyer will record a “write-up” of $200 to reflect the fair market value of the 

building. 
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There might also be write-ups for Inventory and other items, but PP&E write-ups are the most 

common ones because the value of real estate often increases over time. 

In addition to these Asset write-ups, you also write down a Seller’s existing Deferred Tax 

Assets (DTAs) and Deferred Tax Liabilities (DTLs) in most M&A deals (Advanced Note: 

Basically, any deal structured as a Stock Purchase – see the Advanced section). 

These items were created due to temporary differences in cash taxes and book taxes that will 

reverse eventually. 

But in an M&A deal, accounting rules state that items set to reverse eventually must reverse 

immediately upon acquisition close. 

So all the differences are removed and reconciled, the existing DTAs and DTLs are wiped out, 

and a new DTL may be created. 

A new Deferred Tax Liability gets created if there’s a write-up of PP&E or if Other Intangible 

Assets are created. 

Depreciation & Amortization on these items is not deductible for cash-tax purposes, but the 

company still records the D&A on its book financial statements. 

So the cash taxes the company pays to the government will be higher than the taxes it records 

on its Income Statement. 

A Deferred Tax Liability means that the company expects to pay higher cash taxes than book 

taxes in the future, which corresponds to this scenario. 

Over time, the DTL will decrease as the company pays those higher cash taxes, and eventually it 

will reach $0 once the write-ups have been fully depreciated or amortized. 

Here’s a diagram to illustrate the concept: 
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Advanced Note: The treatment for these items differs in Asset Purchases and 338(h)(10) deals 

– please see the section on More Advanced Merger Model Features. 

In these other deal structures, you write up Assets for both book and tax purposes and deduct 

D&A for both book and cash-tax purposes, so no new DTL is created. 

Also, you may not write down the Seller’s entire DTA balance, exactly – the exact amount to 

write down depends on the deal type and how much of the DTA the Buyer might be able to use 

after the deal closes. 

There are many other differences as well, so please see that section/guide for more. 

Here’s the Purchase Price Allocation schedule for the Men’s Wearhouse / Jos. A. Bank deal 

we’re analyzing: 
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Asset write-ups reduce Goodwill Created because they increase the Assets side of the Balance 

Sheet; Liability write-downs also reduce Goodwill Created because they make the L&E side of 

the Balance Sheet smaller. 

Liability write-ups and new Liabilities, such as the new DTL, increase Goodwill Created because 

they do the opposite. Asset write-downs, similarly, increase Goodwill Created. 
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4) Combine the Balance Sheets of the Buyer and Seller 

The Balance Sheet combination is simple if you’ve set up the Sources & Uses and Purchase Price 

Allocation schedules correctly. 

You add together the Balance Sheets of the Buyer and Seller from the deal close date, and you 

reflect the Cash, Debt, and Stock used in the deal, show the write-ups and new Assets and 

Liabilities, and write down the Seller’s Common Shareholders’ Equity. 

Here are the adjustments on the Assets side: 

 

And then on the Liabilities & Equity side: 
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If the post-transaction Balance Sheet does not balance, then you’ve done something wrong and 

must review your work to find the mistake. 

The best way to check your work is to go back to the Sources & Uses and Purchase Price 

Allocation schedules and make sure you’ve reflected all the items in those in your Balance 

Sheet adjustments. 

If you’ve missed or double-counted something, the Combined Balance Sheet will be wrong. 

5) Combine the Income Statements of the Buyer and Seller 

This step is also straightforward if you’ve set up everything properly in the previous steps. 

If the Buyer and Seller expect to realize synergies – opportunities to boost Combined Revenue 

or reduce Combined Expenses – then you’ll create a schedule for those synergies first. 

The CFOs of both companies will discuss synergies and provide their estimates to bankers. 

They have to figure out if there are opportunities to consolidate locations or departments, or 

ways to negotiate better agreements with suppliers. 

Even if there are substantial synergies, it will take time to realize them. 

So you normally assume that it takes at least a few years to realize all the synergies and that 

there are integration costs associated with the deal and these synergies. 

In this case, we used management’s estimates from the deal announcement: 
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The Integration Costs may show up on the Income Statement, but they could also be Cash Flow 

Statement line items depending on what they consist of. 

If they’re more related to capital assets, such as stores, factories, equipment, or physical 

locations, they’ll more than likely be CFS line items. 

Once you have these items, you can start combining the Income Statements: 

 

The next section is also straightforward because you add together the Operating Expenses from 

the Buyer and Seller and make adjustments for synergies and new D&A created in the deal: 

 

If there are substantial synergies, the Combined Operating Income could easily be greater than 

Buyer Operating Income + Seller Operating Income. 

But if there are few-to-no synergies, the Combined Operating Income will almost certainly be 

less because of the new Depreciation & Amortization. 
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Next, you calculate the Combined Pre-Tax Income by factoring in the Net Interest Income from 

the Buyer and Seller, the Foregone Interest on Cash, and the Interest on New Debt: 

 

The “Interest Saved on Refinanced Debt” line is a bit unusual; it’s in the model because the 

Buyer repaid its existing Debt in this deal. 

Finally, you calculate the Combined Net Income by applying the Buyer’s Tax Rate to the 

Combined Pre-Tax Income. 

Then, Combined EPS equals the Combined Net Income divided by the Total Shares Outstanding 

– the Buyer’s existing shares plus the new ones issued in the deal: 
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We’re not quite done because we still have to forecast how the Combined Company’s Cash and 

Debt balances change over time. 

We might be able to ignore those changes for a 100% Cash or 100% Stock deal, but they’re 

quite important for any deal that involves substantial Debt. 

And this deal is 100% Debt! 

6) Calculate Cash Flow, Debt Repayment, and Key Metrics and Ratios 

You do not need full Cash Flow Statement projections for both companies, but you do need to 

project the major, recurring line items on the Cash Flow Statement: D&A, the Change in 

Working Capital, CapEx, and so on. 

Here, we projected the key drivers for the Buyer and Seller but built a real Cash Flow Statement 

only for the Combined Company. 

We did this to track how the Combined Company’s Cash and Debt balances change. 

If the company has enough cash flow to repay Debt, for example, then the Interest Expense on 

New Debt will be different in future years, which will affect accretion/dilution. 

And if the company generates enough cash flow to boost its Cash balance over time, its Net 

Interest Income will increase. 

It’s most important to create these cash flow projections in deals with a significant amount of 

Debt where the Combined Company also repays substantial Debt each year. 

They’re less important for 100% Cash and 100% Stock (or mostly Cash/Stock) deals because 

with those, only the Cash balance will change – and interest rates on Cash are very low. 

Here’s our Combined Cash Flow Statement: 
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The fact that the Transaction Debt decreases from ~$1.8 billion to ~$1.1 billion is significant 

because it means that the Interest Expense on this Debt also decreases substantially: 

 

Once you’ve set up this schedule and linked everything properly, you can calculate the Key 

Metrics and Ratios for the deal. 

These aren’t “required,” but they do help you draw conclusions about the deal, such as: 
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 Does the Combined Company have too much Debt? Or could it use more Debt to fund 

the deal? 

 

 Is the Combined Company growing more quickly or more slowly than the standalone 

Buyer and Seller? 

 

 How much of an impact do synergies make on the Combined Company’s margins? 

For retailers, airlines, and other companies that use a mix of operating leases and capital leases, 

it’s helpful to look at EBITDAR and related metrics like (Total Debt + Capitalized Leases) / 

EBITDAR. 

Here are the metrics we analyzed for this deal: 

 

So we might conclude that the Acquirer can afford to pay more – especially since the deal is 

EPS-accretive even in Year 1 – and that it can use additional Debt to do so. 

7) Calculate Accretion / Dilution and Create Sensitivity Tables 

With the entire model in place, you now go back to the EPS accretion/dilution calculations and 

make sure they reflect the changes in Debt and Cash. 
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You might also calculate variations of normal EPS, such as “Pro-Forma EPS,” that add back non-

cash charges like the new D&A created in the deal: 

 

We don’t like these “Pro-Forma” metrics because they understate the true cost of an 

acquisition. 

If a Buyer has paid a huge premium for a Seller, you’d never know it from the Pro-Forma figures 

because they exclude items like the Amortization of Intangibles. 

Another problem is that no one agrees on the exact definition of “Pro-Forma EPS”: Some 

people add back all non-cash acquisition effects, others also add back Stock-Based 

Compensation, and others add back all non-cash expenses. 

Still, many companies use these figures and report them in press releases, so you should be 

familiar with them. 

You can also analyze the deal under different purchase prices, different mixes of Cash, Debt, 

and Stock, different interest rates, and different synergy levels using sensitivity tables. 

Here are a few examples for this deal: 
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These tables reinforce the conclusions we already drew: It seems like the Acquirer could pay a 

higher price, use Debt to fund that higher price, and still end up with an accretive deal. 

In real life, you might use this analysis to screen for potential Sellers or as part of the 

negotiation process in the deal. 

Just because an M&A deal is accretive doesn’t mean it’s a good idea. 

Accretion/dilution analysis, like valuation and DCF modeling, is a way to screen for companies 

and check whether or not a deal makes some financial sense. 

But no one in the history of human civilization has ever said, “Aha! This deal is accretive. 

Therefore, let’s stop everything and acquire this company right away!” 

Return to Top. 
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