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M&A Concepts and Full Merger Model: Revenue and Expense Synergies and Synergy 

Valuation 

Hello, and welcome to the next lesson in this module on M&A deals and merger models. We 

are going to look at revenue and expense synergies, as well as a valuation of the synergies for 

this deal between Builders FirstSource and BMC Stock Holdings in this lesson. 

So, as usual, I have my lesson outline over here on the side. And the motivation here is that in 

very simple models, it's fine to just go with lump-sum numbers for synergies, but if you can, it's 

better to ground them in reality as much as possible. 

So, if you have nothing else, sure, you can take the company's numbers for synergies in their 

investor presentation and just use those, as we did in the 60-minute model. But ideally, 

instead of just saying that you're going to save $100 million in costs, you want to tie it to the 

number of employees that will be eliminated, or the number of buildings that will be 

consolidated, or the better deals that the company can get from suppliers, or something like 

that. 

Now, in real-life, in this deal, the buyer only presented estimates for the expense synergies, but 

we're going to look at both the revenue and the expense synergies here, just so you can see 

examples of how both work. 

[01:04] 

Once we've done that, at the end, we will value these synergies for the acquirer and then 

compare them to the purchase premium. Remember, if the target is appropriately valued right 

now and the acquirer pays a premium, which it always has to do for a public company, then 

that premium needs to be justified by something such as the future synergies it can realize. 

Now, the case study document lays out the assumptions for synergies right here. So, we'll be 

referring to these quite extensively. 

Technically, in Part 3, they tell us to combine the income statements and cash flow statements 

first, but it actually makes more sense to do the synergies first. So, we're changing the order 

because we'll need to use these synergies on the combined income statement and it's easier to 

do all this at once rather than having to backtrack and go back to these synergies once we 

already have the combined financial statements. 

So, let's start with the revenue synergies, then we'll go into the expense synergies, and then 

we'll go to the valuation. 
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[01:59] 

We don't have much real data for the revenue synergies, but the key point is that if you 

assume anything here, you also have to assume additional expenses. There's no such thing as 

a free lunch. And if these companies are selling lumber and building materials, there are 

obviously going to be a lot of COGS and operating expenses associated with them. 

If we look at the company's separate financial statements here, and we just take a look at the 

revenue categories, the acquirer has lumber; manufactured products; windows, doors, and 

millwork; gypsum, roofing, and insulation; siding, metal, and concrete products; and then other 

building products and services. And then the target has lumber, and then windows, doors and 

millwork, and other building products and services. 

So, they have roughly three categories of overlap. And we're going to look at the first two here 

and say that they will be able to realize some synergies as a combined entity. The logic being 

that if you look at the investor presentation and you go to the page with the map, and this is 

Page 20 of the PDF, you can see that the buyer shown in blue here has a lot more locations than 

the seller, BMC. 

[03:00] 

So, logically, as a combined entity, they could probably sell some of BMC's products through 

their stores, and maybe some of their reverse might happen as well. But overall, the buyer 

has much bigger geographic reach, so they can use some of that to sell the target's products 

here. 

Now, the case document tells us to assume 10% to 25% increases in lumber revenue and then 

10% to 40% increases in windows, doors, and millwork over Years 1 through 4, with COGS and 

operating expenses based on the company's existing margins. So, let's go in and do just that. 

For lumber, we'll have this start at 10%, and then go to 15%, 20%, 25%. And then for windows, 

doors, and millwork, we'll make this start at 10%, and then go to 20%, 30%, and 40%. 

And then to actually calculate the revenue, let's take our number right here and then let's go to 

the target's financials and go to their lumber for fiscal 2021. And then for the windows, doors, 

and millwork, we'll take this percentage and then go to the target and go to windows, doors, 

and millwork for fiscal 2021. 

[04:08] 
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For the additional cost of sales, we will take our additional revenue right here, and then let's go 

over to the target. We just need to look at this on a margin basis, so there are a couple ways we 

could get to this number, but I'm just going to go up and link to cost of sales as a percent of 

revenue right here, and then put a negative sign in front. 

And then for the additional operating expenses here, we will take our revenue. And then we 

don't have the operating expenses as a percent of revenue neatly laid out, but if we go in and 

we just take the total operating expenses down here and then we divide by the total revenue 

up here, this will give us an idea of the percentage. So, we have that. 

Strictly speaking, it might also be a little bit better here to link to the selling, general, and 

administrative and ignore everything else, because it's not like we're going to get more 

depreciation and amortization and merger integration costs just by selling more products, 

necessarily. 

[05:04] 

So, I'm actually going to change this and make it 106 instead, and then we'll add these up and 

then we can just copy this across. 

Now, for the windows, doors, and millwork, it's going to be very similar. So, I'm going to start by 

anchoring the 39 part of the I39 part so that we can just copy and paste this down. We'll copy 

and paste across the additional revenue. 

Then for the additional operating expenses, it's a similar idea. We can just anchor the 106 part 

of the I106 and then the 101 part of the I101. Copy this across, and then copy this down, add 

these up, and copy this across. And so, we have that. 

Then we can add these up and you'll see that even though we get what looks like a lot of 

additional revenue, it doesn't really add up to all that much because of how much we are 

paying in additional expenses on these synergies. 

A lot of people forget to factor in these additional expenses, but again, you can't just sell 

physical products at no additional cost. You're going to have additional costs in terms of 

employees and the cost of actually acquiring the products from suppliers in the first place. So, 

we have all these additional expenses here. 

[06:06] 
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Let's now go to the expense synergies. And again, we have relatively little information here. 

They don't tell us about the number of buildings that'll be consolidated or the supplier 

savings. So, we're just going to link this to the number of employees, under the logic that the 

combined company will not need two separate accounting, finance, IT, and HR departments, 

so a lot of the SG&A spending here can be cut. 

And if we look at the case document, they actually give us the numbers here. So, for the target, 

a reduction in force of 400 employees, rising to 600 by Year 3, and then 500 rising to 900 by 

Year 3 for the acquirer, Builders FirstSource. 

So, let's go over and let's say 400 for the target, 500, 600, and let's just keep it at 600 after that 

in Year 4. And then for the acquirer, we'll say 500, 750, 900, and 900 right there. 

[06:58] 

We need to get the average SG&A spending per employee for the target, so let's go over and 

get their numbers. We have the SG&A spending per employee right here in column I, so let's 

take this. And then for the acquirer, we'll get it from roughly the same spot. We'll take their 

SG&A spending from column I. 

We're assuming these cuts for both the target and the acquirer, because when you combine 

two departments into one, you are going to have cuts from both companies. Of course, the 

acquirer is bigger, so we do have, in absolute numerical terms, more cuts there. 

Then let's take these numbers and multiply. Remember that we're working in dollars as stated, 

so we need to divide by millions. If you look at the acquirer's sheet over here, we actually have 

the conversion units here. It's just the named cell "Units." And we can do the same thing down 

here. 

And then we can add up our total SG&A cost savings, so we have that. 

So, it's $80 million going to $140 million, and oddly enough, it matches up pretty closely with 

what the company has stated, $70 to $90 million going up to $130 to $150 million by the end. 

[08:04] 

And, of course, this is intentional. I set up the numbers like that so that they would roughly 

match. 

Now, for the merger and integration costs, the key point here is that to realize these types of 

synergies, when you combine companies – that costs something, too. Even to fire employees, 
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that costs something because you have to pay termination benefits and all sorts of other 

things associated with that. 

So, there are going to be costs associated with it, and the typical assumption is that we like to 

say that these are going to be some percentage of the fully realized synergies, which happen in 

Year 3 here. And we often distribute them, usually front-loaded, because most of the expenses 

are incurred upfront in the first year or two, and then very little after that. 

So, we're going to say that they equal 100% of the Year 3 cost synergies, which means 100%. 

And then we'll just add up the total SG&A cost savings right here, so $140 million. And we'll say 

two-thirds, one-third, and then zero after that. 

[08:59]  

And then for the merger and integration costs now, let's go up and link to our number right 

here. We will anchor this and then we'll link to this percentage right here. We could switch the 

order a little bit to make for slightly easier auditing, although it doesn't really matter that much. 

And so now we have that. 

Now, all of these are going to appear directly on the income statement if you look at the 

combined income statement. So, we're going to have the revenue synergies, the cost of 

revenue synergies, we're going to have operating expenses on the revenue synergies, OpEx 

synergies, and then new merger and integration costs. So, all of these are going to affect the 

company's taxes, at least for now. That's our baseline assumption here. 

With that, we're now at the last section: valuing the synergies. So, this really comes down to 

whether or not the purchase premium is worth it. And to get a rough idea, we can value the 

synergies and figure this out. 

[09:53] 

If we assume that everything here appears on the income statement and affects the company's 

cash taxes, which is a little bit questionable for the merger and integration costs, but we're just 

going to go with that for now, then we can estimate the present value of these synergies. We 

can calculate the terminal value of the synergies based on the perpetuity growth rate method. 

And we already have all the assumptions either in the case document or in this file. We are 

going to discount the after-tax cash flows here by WACC because these are unlevered after-tax 

cash flows. So, let's go in and do all of that. 
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It's going to be zero in fiscal 2020 because the companies haven't combined yet. And then after 

that, we are going to take our additional operating income from some of the revenue synergies. 

Then from the rest of the revenue synergies, we'll take all the SG&A cost savings and then we'll 

subtract the merger and integration costs, multiply it by (one minus the buyer's tax rate), and 

copy this across. 

And we don't have a number for fiscal 2025, but we can make a very modest assumption here. 

[10:56] 

Actually, the file already came entered with the 1% after-tax long-term synergy growth rate 

entered right there. So, we can just continue with that assumption and we can say this is equal 

to the number in fiscal 2024 times this one plus 1% number right here. 

And to proceed any further here, we need the terminal value of the synergies, which means we 

need to calculate WACC for the acquirer, Builders FirstSource, here. 

We have their risk-free rate, we have the equity risk premium, and we have their historical 

levered beta, so we can just take our risk-free rate plus the equity risk premium times historical 

levered beta. We're just doing a very, very basic calculation for cost of equity. 

For cost of debt, the pre-tax cost of debt, we can go over and go to our debt schedule to pull 

this in. It's 6.7% each year, so it doesn't really matter where we take it from. 

And then for the equity and debt percentages, let's go over to the acquirer's sheet. We'll take 

their current equity value, and then divide by their current equity value plus the market value 

of their debt, as you normally do in the WACC calculation. So, we're taking equity over total 

capital. 

[12:02] 

And then percent debt will just be one minus this. So, they're two-thirds equity, one-third debt, 

roughly. 

And then for the actual WACC calculation here, we'll take their cost of equity and multiply by 

their percent equity. Then we'll take their pre-tax cost of debt right here, and multiply by (one 

minus the buyer's tax rate), because interest on debt is tax-deductible. And then we'll multiply 

it by the percent debt right here, and so we have their WACC. 

Now, scrolling to the bottom to calculate the terminal value of these synergies. This is our Year 

5 or Year 6 number, effectively, depending on how we count it, so we can just go in and say 

%09https:/breakingintowallstreet.com


 

7 of 8  https://breakingintowallstreet.com 

that the terminal value is equal to this number times (one plus our long-term growth rate) right 

here. 

And then we'll divide by the buyer's WACC, which is up here and is a named cell, and then we'll 

subtract our growth rate, as you normally do in the perpetuity growth rate formula. So, we 

have our terminal value. 

[12:56] 

And then for the present value of these, it's a bit questionable what we should count as Year 1 

here. But we're going to be a bit conservative and say that fiscal 2020 counts as Year 1, because 

that's also how we're treating it in the DCF. So, just to keep things simple, we're going to do 

that here. 

I'll say our buyer's WACC, and then we will take everything in this region, so we are counting 

fiscal 2020 here. Then we will go over and we will take the terminal value of the synergies and 

we'll divide by (one plus the buyer WACC). 

We'll raise it to the power of the year that we're in. In this case, the safest way to do it is just to 

look at the fiscal 2025 at the top and then subtract the fiscal 2019, which should be in 

column G. So, I'll just enter G6 manually right there. And so, we have that. 

And then for the equity purchase premium, let's just get the equity purchase price on the 

merger model tab, and then we'll subtract the target's standalone equity value to get the 

premium right there in absolute dollar terms. 

[13:58] 

So, overall, it seems like the present value of synergies far exceeds the equity purchase 

premium. So, even if the buyer is somewhat overpaying for the seller, if the synergies are 

really as planned here, then this could look like a very positive deal. And that would be the 

quick conclusion. 

Of course, this also depends on these synergies lasting indefinitely into the future because of 

the terminal value here. And that's always a bit questionable. 

If we had more time, we might look at this further and see what happens if the synergies go 

away after 5 years or 10 years or something like that, or maybe even what happens if the 

acquisition doesn't work out as planned. 
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But this would be our quick initial conclusion from this exercise, that so far, the target's market 

value, their current equity value, and current enterprise value are reasonable for their 

valuation. Then even with this type of premium, this could turn out to be a very good deal for 

the buyer. 

We're at the end, so let's do a recap and summary. 

This lesson is here because we like to ground synergies in reality whenever possible. So, if we 

have a slightly longer case study or exercise, we like to tie these to actual revenue increasing in 

certain divisions or numbers of employees being cut or things like that. 

[15:05] 

For the revenue synergies, we don't have much data to go on, but one good guess is to look at 

the overlapping segments and assume an uplift because of greater geographic reach and 

expansion there, and then to assume additional COGS and OpEx associated with these revenue 

synergies. 

For the cost synergies, we look at the number of employees in SG&A, especially, that could be 

cut, because you don't need two IT departments, two accounting departments, two HR 

departments, and so on. We get to the cost savings from that. 

And then we assumed the merger and integration cost here spread over two years based on a 

percentage of the fully realized synergies in Year 3. 

Then once we had all that, we looked at the after-tax cash flows from synergies by taking all of 

our savings and subtracting the costs to realize them. 

We got to our terminal value at the end, and we looked at the buyer's WACC to do that, 

calculating it using the normal methods just with the data provided here. 

[15:56] 

And then we got the present value of synergies, compared it to our equity purchase premium, 

and saw how this deal could turn out to be quite good, even if the buyer is paying too much for 

the target – if these synergies are realized, and they actually turn out to be real. 

That's it for this lesson. Coming up next, we'll get into the combination of the income statement 

and the cash flow statement and some of the key metrics and ratios for this combined 

company. 
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