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Key Rule #3: The Purchase Price and Debt and Equity Assumptions 

Starting with this Key Rule, we’ll begin walking through a real LBO model for 7 Days Inn, a 

budget hotel chain in China that was listed in the U.S. before it was acquired by Carlyle (a large 

private equity firm). 

Just like there’s subtlety around the true “Purchase Price” in an M&A deal, there are also some 

shenanigans around the real “Purchase Price” in a leveraged buyout. 

However, it gets even more confusing because existing investors and the management team 

might participate in the buyout, “rolling over” their shares in the process. 

All the usual items – the Seller’s existing Cash and Debt and the fees incurred in the transaction 

– will affect the true price, but this “rollover” will distort things even more. 

As in an M&A deal, we start by basing the purchase price on a premium to the company’s 

current share price, if it’s public, or a multiple of its EBITDA or EBIT if it’s private: 

 

Then, we calculate the company’s Current Equity Value, Current Enterprise Value, Purchase 

Equity Value, Purchase Enterprise Value, and all the relevant multiples: 
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The true purchase price is neither the Purchase Equity Value nor the Purchase Enterprise Value. 

However, we need to calculate both of these to determine the valuation multiples and to 

estimates the exit multiples. 

At this stage, we can calculate the “Funds Required,” the transaction and financing fees, and 

the Debt and Equity used to fund the deal: 
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The “real price” here is approximately $415.5 million. 

It’s not exactly $415.5 million because we still need to account for the transaction and financing 

fees, which will add around $18 million to this figure. 

This “real price” – whether it’s $415 million or $433 million – is NOT only far from the 

Purchase Equity Value and the Purchase Enterprise Value, but it’s NOT even between them! 

Instead, it’s below both of them because the management team and existing investors own 

~46% of this company and maintain their ownership in the deal. 

A 46% rollover is extremely high, but rollovers in the 5-10% range are common. Management 

tends to own a much smaller percentage of more established, mature companies. 

Types of Debt and Debt Assumptions 

In most deals, there are multiple types or “tranches” of Debt. 

PE firms use multiple tranches of Debt because different investors have different risk appetites. 

For example, if a PE firm is acquiring a company using 6x Debt / EBITDA, a conservative bank 

will not lend that much to fund the deal. 

The bank might go up to 2x or 3x Debt / EBITDA, but beyond that, the PE firm will have to find 

investors that are willing to accept higher risk in exchange for potentially higher returns. 
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These more aggressive investors might be hedge funds, merchant banks, or mezzanine funds; 

they could also be institutional investors that specialize in higher-risk Debt. 

Broadly speaking, Debt is divided into Secured Debt and Unsecured Debt. 

Sometimes people term these two categories “Bank Debt” and “High-Yield Debt”; other labels 

include “Junior Debt” and “Senior Debt,” or “Junior Capital” and “Senior Capital.” 

The main differences are as follows: 

 Secured Debt (AKA “Bank Debt” or “Senior Debt” or “Senior Capital”): 

 

o Collateral: Yes – if the company defaults, lenders can seize Assets used as 

collateral, such as Inventory and PP&E. 

 

o Interest Rates: Floating (e.g., LIBOR + 375 = LIBOR + 3.75%), so the rates may 

change over time. 

 

o Amortization: Possible, but it’s often minimal (e.g., 1% per year; sometimes up 

to 20% per year). 

 

o Covenants: Maintenance covenants (e.g., Debt / EBITDA cannot exceed 5x or 

EBITDA / Interest must remain above 3x at all times). 

 

o Prepayment: Early repayment of principal is allowed. 

 

o Tenor (Maturity Period): 5-10 years. 

 

o Investors: Mostly banks and more conservative lenders. 

 

 Unsecured Debt (AKA “High-Yield Debt” or “Junior Debt” or “Junior Capital”): 

 

o Collateral: No – if the company defaults, the lenders lose their money. 

 

o Interest Rates: Higher and Fixed (e.g., 10% or 12%); Interest may also be “Paid-

in-Kind” or PIK and accrue to the principal rather than being paid in cash. 

 

o Amortization: None; the entire balance is due upon maturity (“bullet maturity”). 
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o Covenants: Incurrence covenants (e.g., The company can’t sell Assets or issue 

Dividends, or if it raises capital, it must use the funds to repay Debt). 

 

o Prepayment: Early repayment of principal is not allowed; the entire balance 

might be repaid early, but typically there are penalty fees associated with it. 

 

o Tenor (Maturity Period): 8-10 years, sometimes up to 20-30+ years, and 

sometimes indefinite (Preferred Stock). 

 

o Investors: Hedge funds, merchant banks, and mezzanine funds. 

 

o Other: Often has equity options attached so that the Debt investors may end up 

owning a portion of the company’s equity upon exit. 

Here’s a tabular summary – note that these are general rules, and there are exceptions: 

 

In real life, PE firms make decisions on the best type of Debt based on what comparable 

companies and deals have used, as well as the company’s circumstances. 

If similar deals have used 100% Subordinated Notes at 5x Debt / EBITDA ratios, the PE firm 

might decide against Subordinated Notes in a particular deal if the covenants are too 

restrictive. 

Debt Type: Revolver Term Loan A Term Loan B Senior 
Notes 

Subordinated 
Notes 

Mezzanine 

Interest Rate: Lowest Low Higher Higher Higher Highest 

Floating / 
Fixed? 

Floating Fixed 

Cash Interest? Yes Cash / PIK 

Tenor: 3-5 years 4-6 years 4-8 years 7-10 years 8-10 years 8-12 years 

Amortization: None Straight Line Minimal Bullet 

Prepayment? Yes No 

Investors: Conservative Banks HFs, Merchant Banks, Mezzanine Funds 

Seniority Senior Secured Senior 
Unsecured 

Senior 
Subordinated 

Equity 

Secured? Yes Sometimes No 

Call Protection? No Sometimes Yes 

Covenants: Maintenance Incurrence 
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For example, maybe the company is planning to spend a huge amount on CapEx to build a 

factory in 2 years, and the covenants on Subordinated Note covenants would restrict that. 

In that case, it might make more sense to go against the market and use an alternative Debt 

structure that better aligns with the company’s plans. 

For the most part, though, you look at similar deals for companies with similar credit ratings 

and base the Debt levels on those. 

If hotel chains with BB+ credit ratings have been acquired using median Total Debt of 4x, with 

2x Term Loans and 2x Senior Notes, you might assume the same combination for 7 Days Inn. 

Here are our assumptions: 

 

With the Debt and Equity assumptions in place, we’re almost ready to project Free Cash Flow 

and the company’s Debt Repayment each year. 

But we still don’t know exactly how much the PE firm is paying and how the ownership changes 

in the deal, so we need to create a Sources & Uses schedule to determine both of those. 

Return to Top. 

 

Key Rule #4: Sources & Uses and Purchase Price Allocation 

The Sources & Uses schedule in a merger model tells you how much the Buyer is really paying, 

and it serves a similar function in a leveraged buyout model. 
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The “Purchase Price” can be almost anything, but what matters is how much in cold, hard Cash 

(Investor Equity) the PE firm is using to buy the company. 

And that’s often very different from the “Purchase Price” because of Assumed vs. Refinanced 

Debt, fees, and rollovers from existing investors. 

In an LBO, the Sources & Uses schedule serves another purpose as well: It tells you how the 

company’s ownership changes after the deal takes place. 

Existing investors, managers, employees, and anyone else with a stake in the company may 

choose to participate in the deal, which reduces the PE firm’s post-deal ownership. 

By contrast, the ownership in M&A deals is a moot point unless the Buyer uses Stock – and 

even if Stock is involved, you track ownership with a Contribution Analysis instead. 

Typical Uses of Funds in a leveraged buyout include: 

 Equity Purchase Price of Company – How much it costs to buy 100% of the company’s 

shares. 

 

 Advisory, Legal, and Financing Fees – How much the company must pay bankers and 

lawyers to get the deal done and raise the Debt. 

 

 Assumed Debt – If Debt is “assumed,” it’s kept in place or replaced with new Debt that’s 

the same as, or very similar to, the existing Debt. 

 

 Refinanced Debt – If Debt is “refinanced,” the PE firm repays it using the Debt and 

Equity funding the deal. 

Typical Sources of Funds in a leveraged buyout include: 

 All Forms of Debt – The Revolver, Term Loans, Senior Notes, Subordinated Notes, 

Mezzanine, Preferred Stock, and other Debt all count as funding sources. 

 

 Assumed Debt – If Debt is “assumed,” it’s kept in place or replaced with new Debt that’s 

the same as, or very similar to, the existing Debt. 

 

 Equity Rollover from Existing Investors – If existing investors choose to keep their 

shares in the company rather than selling them to the PE firm, that reduces the 

purchase price. For example, the PE firm might have to pay for only 90% of the 

company’s shares rather than 100%. 
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 Excess Cash – If the acquired company uses its Cash to fund the deal by repurchasing its 

own shares, that Cash shows up here. Like the Equity Rollover, it also reduces the “real 

price” the PE firm must pay. 

 

 Investor Equity – This one is the last item on the Sources side, and it acts as “the plug.” 

You calculate it by taking the Total Uses and subtracting all the Sources above this line, 

and it tells you how much Cash the PE firm must use to acquire the company. 

Here’s the Sources & Uses schedule for 7 Days Inn: 

 

The “Target Debt Assumed” line tends to cause confusion; here’s how you can think about it: 

On the Uses side, Existing Debt will always add to the funds required to acquire the company 

because it must be repaid upon “change of control.” 

But there are 2 ways a PE firm could “repay” this Existing Debt: It could do so using a 

combination of Debt and Equity, or it could simply replace the Existing Debt with New Debt 

that’s largely the same. 

You start on the Uses side to figure out exactly how much the deal will cost. 

And then you move to the Sources side to determine how the PE firm will pay for it. 
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If you do NOT list “Assumed Debt” on the Sources side, you’re saying, “We’re going to repay 

this Existing Debt using a combination of Debt and Equity.” 

But if you DO list it on the Sources side, you’re saying, “We keep the Existing Debt in place, or 

we replace it with New Debt that is (almost) the same.” 

Payment for advisory, legal, and financing fees may come from anything on the Sources side: 

Debt, Equity, or Excess Cash. In this case, it comes from the Seller’s Cash balance. 

The Sources & Uses schedule also tells us how the company’s ownership changes: 

 

The 49% ownership of the New Investors – the PE firm – is far lower than the typical 

percentage they own after an LBO takes place. 

This low percentage could be positive: Management is on board and wants to make the deal 

work. 

But it could also be negative: The PE firm doesn’t have as much control if something goes 

wrong and needs to be fixed. 

Purchase Price Allocation 

You can also complete the Purchase Price Allocation (PPA) process for leveraged buyouts. 
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It works the same way as it does for M&A deals: Write down the Seller’s Common 

Shareholders’ Equity completely, write up Assets, write down existing Deferred Tax items, 

create a new DTL, and create Goodwill based on those changes. 

But in LBO models, you often skip this process and the Balance Sheet adjustments because 

they don’t make a big impact on the results. 

Items such as the Depreciation & Amortization of Asset write-ups are non-cash, and, therefore, 

affect only the company’s taxes. 

But in most M&A and LBO deals, they don’t even affect the company’s taxes because they’re 

not deductible for cash-tax purposes! 

You pay more attention to these items in M&A deals because they do affect the company’s EPS 

and, therefore, the EPS accretion/dilution, and you focus on those metrics in merger models. 

But leveraged buyouts are all about cash flow, and so these items are far less important. 

In more advanced models, you will create a Purchase Price Allocation Schedule – but these 

items still barely make an impact. 

We skipped this entire process for 7 Days Inn, but here’s the Purchase Price Allocation Schedule 

for a leveraged buyout of CEC Entertainment, AKA “Chuck E. Cheese’s”: 

 

Given the tiny amount of new D&A, this Purchase Price Allocation made almost no difference in 

the final output. 

Return to Top. 
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Key Rule #5: Projecting the Cash Flows and Debt Repayment 

Once you have the Purchase Price, Debt and Equity assumptions, and Sources & Uses schedule, 

you can project the company’s cash flows and Debt repayment. 

You do NOT need full 3-statement projections for the company: You just need its Income 

Statement and portions of its Cash Flow Statement. 

But even if you use simplified or partial statements, you must reflect any fundamental business 

shifts in these forecasts. 

For example, if the company is switching to a more capital-intensive or less capital-intensive 

business model or its margins are expanding or shrinking, you need to reflect those trends. 

At the time of this deal, 7 Days Inn was moving away from “Leased & Operated Hotels” that it 

owned directly and into a franchised business model with “Managed Hotels.” 

It’s the same way McDonald’s makes money: The company licenses its name and systems to 

franchisees, who then start restaurants, run them, and pay McDonald’s royalty fees. 

Managed Hotels are much less capital-intensive than Leased & Operated ones, but they’re also 

riskier because the parent company has less control. 

We want to reflect this shift away from L&O Hotels, so we start by assuming relatively low 

growth in that segment: 
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The company’s Managed Hotels segment grows more quickly, but it also brings in far less in 

revenue because 7 Days Inn charges a royalty fee of only 9-10% of total sales: 

 

As a direct result of this shift, we assume slower expense growth and less CapEx spending on a 

per-hotel basis in the future: 

 

In real life, we didn’t sit down and create all these assumptions in one fell swoop. 

It was an iterative process: We looked at the company’s filings and investor presentations, tried 

different numbers, saw the results on the Income Statement and Cash Flow Statement, and 

then went back to tweak the assumptions. 
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For example, if CapEx fell to an unreasonably low level, then we would tweak our assumptions 

so that it ends up in a more reasonable range by the end. 

Here’s the preliminary Income Statement based on these assumptions: 

 

You should leave the Interest Income / (Expense) section blank initially. 

This section depends on the Debt and Cash balances, and we need the company’s cash flow 

projections to forecast both of them. 

Here’s the start of our cash flow projections: 

 

These projections are similar to the ones in a DCF, with a few differences: 
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 Difference #1: The purpose is different because we’re estimating how much Debt the 

company can repay, not its Implied Value. 

 

 Difference #2: You start with Net Income rather than NOPAT because you want to 

reflect the Net Interest Expense – it reduces how much Debt the company can repay. 

 

 Difference #3: You don’t “stop” at Free Cash Flow. You have to go beyond that because 

Debt repayment isn’t necessarily the same as FCF in a leveraged buyout. 

Just like in the DCF and merger model, we ignore Stock-Based Compensation: If we factored it 

in, we’d also have to estimate how the PE firm’s ownership changes over time, which is tricky 

and not worth the effort. 

The “Free Cash Flow” above is neither Unlevered nor Levered FCF: It’s just Flow from 

Operations minus CapEx. 

This metric approximates how much Debt principal a company could repay each year. 

But it’s not perfect. 

For example, if a company starts out with Excess Cash, it can use some of that to repay Debt. 

Also, if the company has a high Minimum Cash Balance, it can’t use all its FCF for Debt 

repayment since it must maintain Cash above a certain level. 

Finally, if the company’s Existing Debt is not refinanced, repayments on that Existing Debt 

continue and take priority over repayment of the New Debt. 

These reasons explain why the Cash Flow Available for Debt Repayment differs from Free Cash 

Flow in most of this model: 
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Once you have this item, you can track how much Debt the company repays each year: 

 

This Debt schedule is simple because the Subordinated Notes stay constant the whole time and 

the Senior Notes amortize at an even 20% per year. 

In real life, “Senior Notes” almost never amortize, or if they do, it’s at a very low rate, such as 

1% per year – we set up the schedule this way solely for illustrative/teaching purposes. 

Term Loan A might amortize at 10% or 20% per year, but Term Loan B, C, and anything else 

beyond it would have minimal (~1%) amortization or no amortization at all. 

In real life, optional repayments of Senior Notes are rarely allowed; we showed them here 

simply to illustrate the concept. 

A company might be able to repay the entire Senior Note balance early, but it would often pay a 

penalty to do so. 

Optional repayments mostly come up with Term Loans (A, B, and C). The “Senior Notes” in this 

schedule function more like a Term Loan A than true Senior Notes. 

A few formulas here deserve explanation: 

 Senior Notes, Mandatory Repayment: =-MIN(J237, $G$70*$M$70) 

o This formula compares the Beginning Senior Note balance in the year to the set 

annual amortization amount, which is 20% * ¥565.4 = ¥113.1 here. 
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We never want to amortize more than the remaining Debt on the company’s 

Balance Sheet. If only ¥50.0 of Debt remained, we’d amortize that entire 

remaining amount. It would make no sense to amortize ¥113.1 because it 

exceeds the remaining amount of Debt. 

 

 Senior Notes, Optional Repayment: =-MIN(+J208+J238, +J237+J238) 

o This formula compares (Cash Available for Debt Repayment minus the 

Mandatory Repayment) to (Beginning Senior Notes Balance minus the 

Mandatory Repayment). 

 

We never want to repay more than the remaining Debt on the company’s 

Balance Sheet. If the Beginning balance were ¥50.0 and the Mandatory 

Repayment were ¥20.0, exactly ¥30.0 would be left. 

 

If the company had ¥40.0 in Cash Available for Debt Repayment, it would repay 

the remaining balance of ¥30.0. 

 

But if it had only ¥20.0 in Cash Available for Debt Repayment, it would repay 

only ¥20.0. 

Interest is based on the average Debt and Cash balances or the beginning balances. 

Using the average balances creates a “circular reference” because the Ending Balance depends 

on the company’s FCF and Interest, but both of those also depend on the Ending balance. 

Circular references make the model harder to modify, so many models use the Beginning 

Balances or use switches to toggle between the Beginning and Average Balances. 

The Revolver 

One possibility we did not consider in this Debt Schedule was what happens if the company 

doesn’t have enough Cash Flow to pay for its Mandatory Debt Repayments. 

It’s an incredibly unlikely scenario, given 7 Days Inn’s high Cash balance, substantial FCF 

generation, and low Mandatory Debt Repayments. 

But if the company had much lower FCF – for example, only ¥100 million in the first 2 years 

rather than ¥145 million and then ¥287 million – then this would be a real possibility. 
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In that case, the company would have to set up a Revolver with its lenders that allows it to 

borrow extra to meet these repayment requirements. 

Some sources describe the Revolver as a “credit card for companies,” but it’s better to think of 

it as a personal overdraft account at your bank. 

If you suddenly need more in cash than what is available in your checking account, you can 

borrow extra with this overdraft account and pay interest and fees on this extra borrowing. 

When you get your next paycheck, repay the extra borrowing and stop paying the extra interest 

and fees. 

A Revolver works the same way for companies, and it’s especially common in LBO scenarios. 

Here’s an example from a more advanced LBO model: 

 

Banks charge companies an Undrawn Revolver Commitment Fee on the portion they’re not 

using (e.g., $100 million of a $150 million Revolver if the company is using only $50 million). 

And then the company pays a fairly low interest rate, usually based on LIBOR plus a small 

spread, as well as fees on the portion that it is using. 

These fees discourage companies from taking on Revolvers “just in case.” 

Linking the Income Statement, Cash Flow Projections, and Debt Schedule 

With the Debt schedule set up, we can return to the other financial statements and link 

everything: 

http://breakingintowallstreet.com/biws/course/financial-modeling-fundamentals-new/


 

Access the Rest of the Fundamentals Course 

 

http://breakingintowallstreet.com 

 

Once we’ve projected the Debt, Cash, and Shareholders’ Equity balances, we can return to the 

Income Statement and link the Interest Income and Interest Expense from the Debt Schedule: 

 

After we link the Interest Expense properly, the company takes more time to repay the Senior 

Notes: 3 years rather than 2 years. 

And it ends up with a slightly lower Cash balance of ¥1.5 billion rather than ¥1.6 billion. 

In traditional leveraged buyouts with higher Debt levels (e.g., 5.0x Debt / EBITDA instead of 1.3x 

Debt / EBITDA), there would be far more of an impact from linking the Interest Expense. 
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But since the Debt level is low, and since the company generates a huge amount of Cash, 

there’s little impact after linking the Net Interest Expense: 

 

Calculating Key Metrics and Ratios 

We can also calculate Key Metrics and Ratios for this leveraged buyout model. 

These metrics and ratios let us: 

 See if the company could potentially take on more Debt or if it’s using too much Debt; 

 Determine if we might be able to use a different capital structure; and 

 Evaluate the operating assumptions and see if they make sense. 

In case studies and modeling tests, for example, interviewers might look at a big increase in 

margins over the next 3-5 years and ask questions such as: 

“Why are you certain that the company’s operating margin will increase by 5%? Is its business 

model changing? How?” 

Here are some questions that interviewers might raise based on our projections: 
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Here’s what we can conclude from the credit stats and ratios: 

 

Return to Top. 
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