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M&A Concepts and Full Merger Model: Income Statement Combination 

Welcome to our next lesson in this more advanced three-hour version of the merger model 

here. We are going to go through the combined income statement in this lesson. As always, I 

have the notes over here.  

This takes us into the next part of the case study, Part 3, which we started last time with the 

synergies, but we're going to sort of go backwards here. And since we've now finished the 

synergies, we'll combine the income statement and the cash flow statement, starting with the 

income statement and then getting into the cash flow statement and some of the key metrics 

and ratios next time.  

If you compare this to the simplified 60-minute model, it's still pretty similar, but there are 

three key differences that I'll draw your attention to.  

First, we have more complex synergies here. We have both revenue and expense synergies and 

costs associated with the revenue synergies. There are also switches to turn both types of 

synergies off and on as required. So, we'll need to factor in all those.  

[00:54] 

Second, some of the formulas are going to be more complex. For example, if the debt matures 

in Year 3, or the amortization period for the new intangibles is only two years, or something 

else like that happens, we want to be able to handle it rather than incorrectly displaying 

amortization or the amortization of the debt issuance fees or the incorrect debt principal 

repayments each year. So, we want to handle those cases now.  

And then we have more detail on the revenue because rather than just listing a single line item 

for revenue, it's actually helpful to see which segments of these companies overlap and then 

which segments are unique and come from only one company's financials.  

We're going to start with the change in debt, as we did in the 60-minute version of this, for a 

similar reason: it's going to affect the interest paid on new debt. Then we'll go into the 

combined revenue and COGS, the combined operating expenses, and then the combined net 

income and EPS. 

So, let's go down to the cash flow statement and go to the new debt principal repayments here. 

We want to be in column I, fiscal 2021, because this is the first full combined year for this 

company. 
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[02:02]  

I'm actually going to start this by bringing in the new debt balance, the face value of it right 

here. So, let's go all the way up to the top where we have the debt in the Sources & Uses 

schedule, so the debt issued to purchase equity right there. We have that.  

And then each year, we can say that this changes by the old number, and then we'll factor in 

the debt principal repayments in this year and copy this across.  

Also, at this stage, to get the total debt balance, we can in fiscal 2021 go to the acquirer's 

financial statements and go all the way down to where they have their face value of total debt 

in cell I83. Then let's go over the target and get it from a similar spot. It's off by one row, so it's 

I84 in this case. And then let's add the new debt face value right there. So, we have that.  

[02:55] 

Now, for the new debt principal repayments, this formula is going to look a little bit 

complicated. I'm just going to enter it, and then I'm going to explain what it does afterwards. I 

don't think it's that hard to understand, but it will require a bit of explanation because it is a 

longer formula.  

The first thing to consider here is that if we are in the maturity year, we have to assume full 

debt repayment. So, I will start this IF statement and we will get the year number. We can take 

it from a couple of places, but let's just go up here for now and get it from this header.  

So, if our year number… and let me actually use double parentheses because we're going to 

end up adding a bunch of other terms to this formula. So, if our year number… we apply the 

YEAR function to I123, and then we'll take the year number for cell H right there and we'll 

anchor the H part like that. 

So, if the 2021 minus the 2020 in this case, which would be 1, equals our debt maturity, then 

we need to have the full repayment. 

So, let's go up and link to our debt maturity right there. If that's the case, then we just take the 

entire remaining face value of the debt and assume full repayment, so just the H156. 

[04:04] 

Now, if that's not the case, we need to use a MIN function. And we need to take the MIN 

between our starting balance right here, the H156, and then we add the cumulative sum of all 
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the debt principal repayments so far. I'll anchor the H part of the H151 there so that does not 

shift around as we copy this across. 

And then we will compare that to the fixed annual principal repayments, which we can 

express with the H156 times the annual principal repayment percentage of 1% right there. 

I'll close out these parentheses. 

The signs are not correct, so let me put a negative sign in front of the IF statement right now. 

And so, we have that. 

Just to test this and show you how it works, if we go up and let's say that we have a debt 

maturity of two years now, well, you can see what happens. We have $12 for the repayment 

in Year 1. And then in the second year, we repaid the entire remaining balance, and the face 

value of the debt goes to $0. 

[04:59] 

The total debt balance also goes a lot lower in this second full combined year. So, that's why we 

wanted to set that up. 

With that in place, let's now turn our attention to the combined income statement and start by 

going over the combined revenue and COGS here. 

This part is pretty straightforward. The biggest issue is that you have to make sure you're in the 

right column when you're copying and pasting things over. So, if we go in, let's always start with 

the acquirer here and then see if the target actually has the item as well. If the acquirer doesn't 

have it, then the target must have the item. 

So, for lumber and lumber sheet goods, if we go over to the acquirer for fiscal 2021, they 

definitely have this item. If we go over to the target, they also have this item for fiscal 2021. So, 

we have that. 

Now, for manufactured products, let's go to the acquirer. They definitely have it. And the target 

does not. So, this one will just be for the acquirer. 

For the windows, doors, and millwork, we want the acquirer's number. Let's go to the target, 

and they do indeed have this one. So, we'll add both of these, both coming from column I.  

[06:05] 
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For structural components, it doesn't look like the acquirer actually has this one. This one might 

only be the target, so let's get their number from there. 

For gypsum, roofing, and installation, this one the acquirer definitely has, and then it looks like 

the target does not have this at all. So, this will just be the acquirer's numbers. 

And then for siding, metal, and concrete products, let's go and then let's see if the target has it. 

And it looks like it does not. 

And then for other building products and services, let's go and get the acquirer's number, and 

then let's get the target's number. These are probably slightly different items, but it's called the 

same category, and that's all that matters for our purposes. So, we're adding it together like 

this. So, we have all those. 

And then here, for the revenue synergies, you have to be really careful for a couple of 

reasons. First of all, when you go in and link this item, you have to remember to include the 

revenue synergies switch up at the top, but you don't necessarily want to put this as the first 

term in the formula. 

[07:04] 

From a formula auditing perspective, it actually makes more sense to go over to the synergy 

tab where we have the total revenue synergies right here and link to this, because if we ever 

want to trace this formula, we don't care about that switch. We want to see where the 

synergies are coming from originally. 

So, we take this, and then the cleanest solution here is to just multiply by the switch up here at 

the top, the rev synergy switch. So, if we have them, this is a 1 and we get the actual number. If 

we don't have them, this just becomes a 0 because we get a 0 there instead of the 1 for yes. 

Zero is for "no" in this switch. We have that. 

Let's add these up. I'm not going to copy this across yet. Let's go and get cost of sales now. So, 

for the acquirer, we'll take their number. This is not divided up by product category or anything 

like that, so this is pretty simple. 

And then we need the cost of revenue synergies as well, so let's go to the Synergies tab once 

again and get our cost of revenue synergies right there. And then once again, multiply by the 

revenue synergy switch. So, we have that. 

[08:07]  
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And then our gross profit is just our total revenue minus our total cost of sales, including 

synergies in both cases. 

Let's just copy this across now and see what this looks like so far. So, that's looking good. Let's 

now move on to the next part here and keep going with this combination.  

Selling, general, and administrative expenses and many of these others are just going to come 

straight from the companies’ financial statements, so there's nothing too complicated about 

this. 

Let's get the SG&A for the acquirer right here, and then let's get it for the target here in fiscal 

2021. 

For the depreciation, one trick we can use here is since the depreciation is listed right below 

SG&A for both these companies, we can just move this one row lower without having to go in 

and actually link this. And I actually entered that wrong. I went two below for the target, but 

let's try that. So, it links to their depreciation. 

[08:59] 

If we go to target 107, their depreciation is also in row 107, so that looks to be correct.  

Amortization of existing intangibles, same idea. It's right below depreciation, so we don't 

actually need to go all the way over and link it in from there. That just saves us a bit of time 

here. 

And then for merger and integration costs, the acquirer doesn't have this as a separate item, 

but the target does. So, we will link to that. 

And same for impairment costs. The acquirer doesn't have this at all on its income statement, 

but the target does, so we will link to it for the target. 

And then we can just add these all up even though we have a bunch of blanks right now. 

So, we have a couple of synergy items here. We have the operating expenses on revenue 

synergies, and then the OpEx synergies themselves. I'll just close this grouping so it's a bit easier 

to see. 

Let's go to synergies and take the operating expenses on those revenue synergies. Remember, 

we still need to multiply by the switch. This doesn't go away, because if we don't have revenue 
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synergies, we also don't have cost of goods sold or operating expenses associated with those 

revenue synergies. So, we have that. 

[10:03] 

And then for the OpEx synergies themselves, let's go here and let's go to our total SG&A cost 

savings in column I. 

Now, we have an expense synergy switch here as well, so let's go up and link to it right here. 

And then we have at our expense synergy realization factor, which is set to 100% by default. 

And we have that. 

So, these new items are new, but just variations of what you've already seen. 

The new merger and integration costs, we might as well fill all this in as well because it's coming 

from the same spot. So, let's go over to the synergies and let's link to our merger and 

integration costs. I put a negative sign in front. 

And then let's just multiply again by our expense synergy switch right up here because these 

are only associated with the expense synergies. So, we have all those set up now. 

One new part here is that just like you saw with the formula for the debt principal 

repayments, we also want to make the formulas for the amortization on the new intangibles 

and the PP&E write-up more flexible. 

[11:04] 

So, to do this, we can use a MIN function and we can say that this is equal to the MIN 

between our intangibles write-up – so, in case you've forgotten, this is the definite-lived 

intangibles that we're working with. The indefinite-lived ones will not amortize, but they will 

eventually be written down. The timing is uncertain, though, so we're just not going to 

modify that for now. So, we're only amortizing the definite lived ones. 

So, we want the minimum between the write-up amount divided by the write-up period. And 

then we're going to take the total write-up in the beginning and then add the sum of 

everything so far. 

And as with these other formulas, we will anchor the first part of this, the H in the H87.  
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Also, just to correct one thing here, the OpEx synergies should really have a plus sign in front. 

The expenses are okay. These are shown with negatives here, but the synergies reduce our 

expenses, so this should have a plus sign. 

[11:59] 

And then here, the amortization of new intangibles and the depreciation of PP&E write-up 

should both have negative signs. 

Now, for the depreciation of the PP&E write-up, we'll use a very similar formula with the MIN 

function. And we will take the PP&E write-up and divide by the depreciation period, and then 

compare that to the total write-up amount. 

And then we'll take the sum of everything here so far and we'll anchor the H part of the H88, 

and then we will copy this across. So, we have that. 

Moving into the next part here, getting into the net income and the earnings per share in the 

accretion/dilution, this is all pretty similar. There aren't really too many major differences. The 

one line here that'll be a little bit different is the amortization of the new debt issuance fees, 

which follows the same pattern that you saw up here. But for the most part, this is pretty 

similar. 

So, for the interest expense and the interest income, these are for the standalone entity. So, 

we'll take the interest expense from the acquirer in column I, and then the target in column I, 

and then interest income is just one below that row-wise. So, we have that. 

[13:05] 

For other income, net, the acquirer doesn't have anything here, but the target does. So, we'll 

link to the target's other income, net. 

And then goodwill impairment, both the acquirer and the target have something here, though it 

is set to zero each year for both companies. So, we have that. 

And we can add up the pre-tax income. Also, up here, I should really take our gross profit and 

subtract the operating expenses to get operating income. So, we have that. 

The foregone interest on cash is exactly the same. So, let's go up to the Sources & Uses 

schedule and see how much cash we actually used here. Cash to purchase equity and then cash 

for transaction fees. And then we'll multiply by the forgone cash interest rate of 2%. And we've 

anchored both of these. 
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And then for the interest paid on new debt issued, here, we have that changing debt balance, 

which is why we went through this part first. So, we'll take the H156 and then we'll go up and 

multiply by the debt interest rate right here. 

[14:03] 

For the amortization of the new debt issuance fees, again, same exact idea. Let's go up and get 

our debt issuance fees from our Sources & Uses schedule – financing fees right here. We'll 

divide by the debt maturity. 

And then we'll say that the other term in this is just the total amount of fees in the beginning 

and then the cumulative sum of everything that we have amortized so far, which gets 

subtracted from that. So, K41, we've anchored that. And then H101, we'll anchor the H right 

there. 

For the income tax provision, this will just be equal to the pre-tax income times the buyer's tax 

rate. And then we'll add these up. 

We might as well finish this whole thing and then copy it across since we're close to the end 

here anyway. So, for the acquirer's diluted shares, let's go over and take their average diluted 

shares from fiscal 2021. Then we'll get the new shares issued in the transaction right up here. 

Add these up. 

[15:01] 

The acquirer's standalone EPS from this year is $257 from fiscal 2021. And the new EPS here is 

net income divided by the total diluted shares. In dollar terms, if we take this and subtract the 

old number, it's clearly dilutive. The only question is by how much: around 20% in this case. 

And then the pro-forma numbers, once again, we'll exclude some of the negative effects of the 

acquisition. So, here, if we go to our pre-tax income, and then we add back the merger and 

integration costs associated with this deal, and then we add back the amortization of new 

intangibles and the depreciation of the PP&E write-up, this is our pro-forma pre-tax income. 

We can multiply by one minus the buyer's tax rate to get our pro-forma net income and then 

divide by the total diluted shares to get the pro-forma EPS.  

And if we take this and subtract the standalone EPS, this, as in the simplified model, is also a lot 

more accretive when you take out those items. So, now it's accretive by about 15%. 

[16:08] 

%09https:/breakingintowallstreet.com


 

9 of 10  https://breakingintowallstreet.com 

Let's take all these and copy this across. And so, we have that. 

The quick conclusion here is that, as I write over on the side, the deal looks somewhat better 

when you have both revenue and expense synergies. The revenue synergies are smaller, but 

they do make some amount of difference. 

We also want to test this in different cases, though, and make sure it handles the switches, 

different depreciation and amortization periods, and so on. 

So, for example, if I go up here and let's say that I now remove this switch and I say 0 for 

revenue synergies, our revenue synergies go away, the cost of those revenue synergies goes 

away, and so do the operating expenses on them. And the deal is less accretive now, as 

expected. 

If I now remove the expense synergies by typing a 0 there, now our expense synergies go away, 

and so do our merger and integration costs. And here, as expected, the deal now turns dilutive 

when you take those out. 

[17:00] 

So, you just want to go through and test things like that quickly to make sure you're not making 

any major mistakes as you're doing this. 

If I try changing some of these depreciation and amortization periods to two and then three, for 

example, we see that our amortization and depreciation on these write-ups ends right after 

Year 2 or Year 3. 

And then I could also test the amortization of the new debt issuance fee here and change this 

to something like three years for the debt maturity. And we have that. 

So, those are just some things you want to quickly look at as you're going through this and 

going along filling this out. I'm just going to undo all those changes for now. 

Let's do a recap and summary. 

The main differences here are the synergies are more complex, you have some more complex 

formulas for items like depreciation and amortization and debt principal repayment, and 

there's more detail on revenue. 
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With the change in debt and the debt principal repayment, this formula looks very complicated, 

but it's not really doing anything that complicated. It's just checking to see if the debt matures 

this year, and if it does, we repay the whole balance. 

[18:01] 

If it doesn't, then we either repay the set minimum annual amount, or if the repayment has 

already happened, then we simply set this to zero. And that's what the MIN function here at 

the end is actually doing. You saw it before how the face value here simply goes to zero if we 

have an early maturity for the entire balance. 

On the combined income statement now, we combined the revenue for each company. We 

actually showed their overlapping segments here. Anything that overlaps is in black. The 

separate ones are in green because they're direct links. 

We included the revenue synergies, as well as the switch and the costs associated with those. 

Same for OpEx, synergies, and the new merger and integration costs. 

You saw how to write more complex-looking MIN formulas for amortization and depreciation. 

Forgone interest on cash and interest paid on new debt are pretty much the same. The 

amortization one has a slightly more complex formula. 

And you saw how at the end, as expected, pro-forma EPS is now higher than it was before, 

because we do have revenue synergies now whereas we did not have them before. And even 

after the expenses, it still ends up being higher. 

[19:06] 

So, that's it for the combined income statement. Coming up next, you will learn how to 

combine the cash flow statement and debt repayment schedule, as well as the key metrics and 

ratios, which is something we didn't look at in the simplified model, but which can be helpful in 

making recommendations on the deal structure and the financing in a scenario like this. 
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