
VALUE ARCHITECTURE

www.firmadvisory.com +441 295 3301     support@firmadvisory.com 

http://www.firmadvisory.com
mailto:support@firmadvisory.com 
http://www.facebook.com/firmadvisory
http://www.linkedin.com/company/firm-advisory/products
https://twitter.com/#!/FirmAdvisory


1
www.firmadvisory.com +441 295 3301     support@firmadvisory.com 

About Us
Firm Advisory Ltd.

Firm Advisory Ltd. helps business owners measure, 
grow and harvest the value in their companies. 

How to Reach Us

(W): www.firmadvisory.com  
(T): +441 295 3301  
(E): support@firmadvisory.com 

(business valuation)

(advisory / value architecture) (brokerage / intermediary)

Firm Advisory Ltd. is registered with the BMA (Bermuda Monetary Authority) as per the Investment Business Act 2003 and the Investment Business 
(Exemptions) Order 2004 and is included in the BMA’s register of AML/ATF regulated financial institutions
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If you are like us, today’s challenging business 
environment may have kept you awake on more than a 
few nights. Confidence in the economy has been shaken 
and the operating environment has shifted.

Businesses 
must adapt or die. 
The decisions that business owners make going forward are increasingly important 
and may mean the difference between success and failure. The stakes are high and our 
decisions affect not just ourselves and our families, but our employees, their families 
and our entire community.

There are media headlines to frighten even the boldest of us. Multi-generational family 
businesses have been squeezed, draining family coffers. Entrepreneurs who were 
‘on top of the world’ just a short time ago find themselves with a mountain of debt. 
Owners, having invested a lifetime of effort are finding themselves forced to sell out 
for less than they might have otherwise expected… that is assuming they are fortunate 
enough to find a buyer... 

Almost everyone is stressed!

http://www.firmadvisory.com
mailto:support@firmadvisory.com 


3
www.firmadvisory.com +441 295 3301     support@firmadvisory.com 

The skies truly appear dark and stormy - yet 
a select few companies, business owners, 
shareholders are thriving! What are they doing 
differently? What can we learn from them?

This resource seeks to begin answering those questions 
through its exploration of the concept of ‘value architecture’. 
You will find it useful whether looking through the eyes of 
an owner-operator, a member of management, a director,  
non-active shareholder or professional advisor.

PS - Readers with a finance background should 
note that while some elements related to corporate 
finance theory are used in value architecture, 
important adjustments should be considered when 
applied to businesses operating in the private 
capital markets (the environment in which private 
companies operate).

http://www.firmadvisory.com
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“ The future 
depends on what 
you do today.”

— Mahatma Gandhi
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Tenets of Value Architecture
As the perceived risk of a business (or other 
investment) increases, a ‘rational’ investor 
will require an increased reward (return).

To create value in an investment (business), its 
returns must exceed its cost of capital. In other 
words, the reward must exceed the risk...

Value = 
Income

(Risk - Growth)

Free Cash Flow

(Cost of Capital - Growth in Free Cash Flow)
 =

http://www.firmadvisory.com
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Our value architecture process addresses 
4 broad areas of your business:

3 ways to increase business value:

  Increase free cash flow 
available to shareholders

  Lower cost of capital by lowering 
business and financial risks

  Increase growth rate of free cash 
flow available to shareholders

• Governance
• Finance

• Operations
• Strategy
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Insights from the value architecture process will help you 
better answer questions and take appropriate action:

Should we move forward with project A, project B or neither?•	

Should we buy or lease premises and under what terms?•	

How can we price products and services more effectively•	

 How can we make more appropriate human resources decisions? •	
How can we develop appropriate compensation package 
structures, determine how much individuals are contributing to 
business value and managing expectations?

 Is now the right time to sell the business, how much should we •	
expect to receive and what attributes can we improve to make our 
business more attractive?

 What are the right financing decisions? Should we reinvest retained •	
earnings, borrow from a traditional lender or a source of private 
capital, how much financing do we need, what is our optimal capital 
structure etc…

 Should we grow the business or change direction? If growth, should •	
we look at buying a competitor or growing organically etc…

And so much more…

Benefits
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“   You can either take 
action, or you can hang 
back and hope for a 
miracle. Miracles are 
great, but they are so 
unpredictable.”

http://www.firmadvisory.com
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Case Studies
To give you a ‘glimpse behind the curtain’ of the value 
architecture process, we have included a few case 
studies. Remember that these are simplified and far 
from exhaustive.

Case Study 1 (a):  
Estimating Cost of Capital 1 

Sarah owns a business. Her business is financed by a 
combination of debt and equity. The book value of her 
assets is $1 million.  
 
Her outstanding debt is $700K and she has equity in 
the business of 300K. Her full cost of debt is 10% 2.  
 
Sarah believes that in the market place she could sell 
her business for roughly 5 X earnings. Using a back of 
the envelope approach, she estimates her cost of equity 
to be 20% 3. 

1

2

3

Your business’ cost of capital will change over time in response to the changes in contributory factors including changes to the business’ capital structure (levels of debt and equity), 
operations, business environment and other factors which influence risk.

 The cost associated with repaying different types of borrowed funds. For traditional loans, this includes the ‘visible’ costs of stated interest rate, the cost of finder’s fees and other 
charges as well as the ‘hidden’ costs associated with personal guarantees, liens, collateral requirements and other encumbrances. In addition to conventional loans, costs associated 
with payables and other balance sheet items should be considered.

This back of the envelope perspective is provided for illustrative purposes only. Management decisions on the distribution of free cash flow and other items can significantly influence 
cost of equity. For example, if excess earnings in this case were ‘ploughed back’, the compounding effect would render a cost of equity of slightly less than 15%.

http://www.firmadvisory.com
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Sarah determines her debt contribution to cost of capital by multiplying 
cost of debt by the weight of debt

10% x 

10% x .7

700K

(700K+300K)

10% x 
700K

(1M)

7%
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Sarah determines her equity contribution to cost of capital by 
multiplying cost of equity by the weight of equity

20% x 

20% x .3

300K

(700K+300K)

20% x 
300K

(1M)

6%

http://www.firmadvisory.com
mailto:support@firmadvisory.com 


12
www.firmadvisory.com +441 295 3301     support@firmadvisory.com 

Sarah’s Data

Assets  1,000,000 
Liabilities  700,000 
Owners’ Equity  300,000 
 
Cost of Debt 10%
Cost of Equity 20%
 
Debt contribution to WACC 7.0%
Equity contribution to WACC 6.0%
 
WACC 13.0%

Sarah recognizes that this figure provides tremendous insight 
when making strategic / managerial decisions within her 
business. It tells her the return that she must obtain to grow 
business value on a risk-adjusted basis.

If her return is consistently lower than her cost of capital, she 
recognizes that she will be operating a ‘zombie company’. 4 
‘Zombie companies’ can often be operated for prolonged periods 
– even generations – but business value is not being added. 
Sophisticated investors recognize that on a risk adjusted basis 
the shareholders would be better off if they sold the company 
and invested the proceeds in an alternative investment with a 
more attractive balance of risk and reward.

Sarah recognizes that if her return stays lower than her cost of 
debt (10%), she will be eroding the value of the equity in her 
business on an absolute basis. Over time, maybe a short period 
of time, her business value will whittle away to nothing.

To determine her cost of capital aka WACC (weighted average 
cost of capital), Sarah adds her debt contribution to cost of 
capital to her equity contribution to cost of capital. 

4 We are seeing more and more businesses in this position, with their rate of return less than the cost of capital. A situation to be avoided in the long term!

6% + 7% = 13%
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Is your business increasing in value?

If your business’ rate of return 
is less than cost of debt, you 
are essentially subsidizing your 
debt and rapidly eroding the 
value of equity. Urgent action is 
needed.

If your business’ rate of return 
is less than cost of capital but 
greater than cost of debt, the 
value of your equity is eroding 
on a risk-adjusted basis. 
Remaining for a prolonged 
period in this position is like 
being the frog in the pot of 
water that is getting warmer 
and warmer – by the time you 
realize the water is boiling it will 
be too late.

If your business’ rate of 
return is greater than your 
cost of capital, you are 
actively increasing the 
value in your business. 
Keep up the good work!

http://www.firmadvisory.com
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Case Study 1 (b): 
Using Cost of Capital to make Project Decisions

Sarah wants her managers to have more independence when making decisions on 
hiring, moving forward with projects etc. but she wants to make sure that these 
decisions can be justified. She doesn’t want her business to miss out on opportunities 
because too much time was spent in meetings and committees but she also doesn’t 
want managers to make significant errors of judgment. Sarah feels that the ultimate 
focus when making decisions should be on increasing business value and thus 
increasing shareholder value.

Sarah has heard of corporate finance tools like NPV and IRR but they sound like 
alphabet soup to her. Sarah decides to use a much easier to understand formula for 
estimating whether she should move forward with the project.

One of Sarah’s managers wants to move forward on a project. He gives her the 
following data.

 The new project can be expected to consistently 
earn $75,000 a year in projected earnings 
(profit) for the foreseeable future

 Sarah knows that the cost of capital5 for her 
business is 13%

 The initial investment for the project is estimated 
to be $300,000

 For the purpose of illustration, equity and debt are used in proportion to the cost of capital of the business as a whole as calculated previously. In actuality, the capital sources for 
the project would need to be considered as well as the effect of any change in the business’ overall capital structure.

5
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On the back of an envelope, Sarah and her manager estimate 
the economic value contributed to her business by using the 
following formula:

Economic Value = 
Project Earnings

(Required Return x Project Investment) 

Economic Value = 
$75,000

(13% x $300,000)

$75,000

$39,000
  = 

Sarah and her manager estimate that the 
proposed project will add approximately 
$36,000 to her business’ value and they 
move forward with the project. Recalling 
the caution of the value architect who 
taught her this formula, Sarah recognizes 
that while this tool may be useful for 
smaller projects, a more rigorous analysis 
should be carried out for significant 
projects particularly where timing of cash 
flows may vary.

http://www.firmadvisory.com
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Case Study 2:  
Operating Models, Cost Analysis and Business Cycles

Tim and Tom are twins. Their businesses are ALMOST 
exact carbon copies of each other. The businesses 
operate in the same industry, price products and 
services the same, have balance sheets which are 
mirror images of each other and last year they earned 
the same profit down to the penny.

Sophie, a sophisticated investor approaches the 
business owners with the intent of making an offer. 
After reviewing the financial statements of the 
businesses, Sophie asks to ‘see beneath the hood’ a bit 
and asks questions about the business’ cost structure 
and operations. 

6

7

8

Expenses incurred independent of the volume of business activity.

 Expenses which change in proportion to the volume of business activity.

A measure of operating leverage, which can be used to estimate breakeven requirements etc. This is calculated as revenue per unit of a good or service minus the variable cost.

She sees differences in the businesses’ fixed costs 6, variable costs 7 and contribution 
margins 8. Though both companies are currently generating the same level of profit, 
she offers to buy a stake in Tom’s business but tells Tim his business is ‘too risky’. If 
the circumstances were different and she was expecting a boom, Sophie says the 
situation might be reversed. 

http://www.firmadvisory.com
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Tim and Tom are confused – their 
businesses look the same, they had 
the exact same financial results last 
year. What is it that Sophie sees? 

12 months later, the economic downturn worsens. Both 
businesses are suffering but Tim seems to be doing 
worse and doesn’t understand why. His business is 
hemorrhaging money while Tom’s is making less of a 
profit but staying afloat. Sophie smiles and reassures 
Tom that she expected this and that she expects things 
to get a lot better shortly. She tells him she knows 
exactly what their sales need to be to break even and 
lets him know that they have a lot of cushion.

Another 12 months pass. Tim has closed his business 
down. So have several other competitors. The pain of 
losing money while dealing with the stress of operating 
a business was too much. Tom and Sophie however 
are smiling. Tom’s business has picked up market share 
from Tim and the other competitors who went out of 
business and things are looking better than ever. 

http://www.firmadvisory.com
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What happened? 
What did Sophie see that the twins missed? 
Sophie’s Assessment of the Businesses’ Relative Cost Structure

Price of a unit of product / service (P)  100   100 

Variable Cost (VC)  30   60 

Fixed Cost (FC)  200,000   50,000 

Contribution Margin (P-VC)  70   40 

  

Units Sold  5,000   5,000 

Sales  500,000   500,000 

Contribution Margin ($)  350,000   200,000 

Profit  150,000   150,000 

Units Sold  2,500   2,500 

Sales  250,000   250,000 

Contribution Margin ($)  175,000   100,000 

Profit  (25,000)  50,000 

  

Units Sold (if thing had stayed the same)  2500

Units Sold (added market share)  4000

Total Units Sold   6500

  

Sales   650,000 

Contribution Margin ($)   260,000

Profit ($)   210,000

Year 1
Sophie approaches 
the twins

Tom’s
Business

Year 2
One year later

Year 3
Tom’s business 
benefits from gaining 
market share

Tim’s
Business
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How does value architecture 
relate to my business and  
how do I get started?

Contact us today via email support@firmadvisory.com  
or telephone +441 295 3301 for a confidential, obligation-
free conversation.

We look forward to hearing from you!
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