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Five Drivers of Business Value 

I am frequently asked by business owners and sometimes by business brokers about whether 

a newly purchased asset increases the value of a business.  The answer to this question 

depends on several factors but the questions themselves tell me that there is confusion about 

what creates business value among the people who need to know. 

Five factors that drive business value can be summarized as follows: 

1. Future cash flow 

 

The value of any business is dependent on its potential to generate future cash flow.  

As an extreme hypothetical example, let’s assume that the State of Colorado decides 

to outlaw all marijuana sales effective January 1, 20X3.1  The owner of a registered 

dispensary enjoys the business’ best year ever in 20X2 (as demand is pulled forward) 

and nets $1.0 million in profit for the year.  On December 31, 20X2 the owner lists the 

dispensary for sale.  How much is it worth? 

 

Under normal conditions, we would expect the value of this business to be a multiple of 

its $1.0 million in profit for 20X2.  However, its capacity to generate cash (legally, at 

least) in 20X3 and beyond has been eliminated.  As a result, the business is essentially 

worthless.2   

 

Despite the fact that this business had its best year in 20X2 and generated $1.0 million 

in profit, no law-abiding investor would be willing to buy it because it can no longer 

legally generate the cash flow that a buyer would need to recoup its cost to acquire the 

business. 

 

Historical earnings and cash flow are relevant to the valuation process to the extent that 
they indicate the amounts the business may be expected to earn in the future! 
 

Note:  the business value indicated by the expected future cash flow of the business 

implicitly captures the value of all of the assets used to create that cash flow.  We’ll 

come back to this point later in this article. 

 

 

1  This is a convenient example that illustrates my point; I am not suggesting that I think this is likely to happen. 
2  This example implicitly assumes the business has no other legal business opportunities that it can pursue and 

that it has no physical assets that could be sold or deployed into a new business. 



Five Drivers of Business Value 

 

Lucas Valuation Group, LLC www.lvg-llc.com 2 

2. Capital costs 

 

Investors make investments with the expectation that they will have greater wealth in 

the future as a result of making an investment today.   

 

If an investor makes an investment that is expected to be worth $1,000 one year from 

the date of investment and the investor wants an expected return of 10% during the one 

year holding period, the amount the investor is willing to pay for the investment may be 

calculated as follows: 

 

Present Value = Future Value / (1 + Required Return)n 

 

Where: 

 

 Future Value = $1,000 

 Required Return = 10% 

 n = the number of periods in the future when the investment period will terminate 

(in this example, 1 period) 

 

Thus, the amount the investor is willing to pay may be calculated as: 

 

 Present Value = $1,000 / (1+10%)1 

 Present Value = $909.09 

 

Returns required by investors are largely driven by expected returns provided by other 

investments.  As of mid-2022, investors faced the following investment opportunity set 

on some traditional investments: 

 

5 year US Treasury Bond Yield to Maturity:  3.25% 

Moderate risk corporate bonds (rated BBB):   5.16% 

High risk corporate bonds (rated BB):  6.71% 

S&P 500 equity index long term expected return: 9.77%3 

 

The investments above are shown from least risky (5 year US Treasury bond) to the 

most risky (the S&P equity index).  Expected return consistently rises with the degree 

of risk presented by investments.  We would expect investors to require returns on 

investments with less risk than the 5 year US Treasury bond (such as 3 month T bills, 

etc.) to be less than 3.25%.  Likewise, we would expect them to require returns on 

 

3  Calculated as the yield on the 20 year US Treasury bond (3.55%) plus the long term average return of the 

S&P 500 over the 20 year US Treasury bond return – (6.22%) 



Five Drivers of Business Value 

 

Lucas Valuation Group, LLC www.lvg-llc.com 3 

investments that are riskier than the S&P 500 index to have expected returns greater 

than 9.77%. 

 

Academics have created models that we can use to calculate required returns but 

discussion of academic models is beyond the scope of this short paper. 

 

The important take-away is to recognize that investment in a small business is 
significantly riskier than investment in a diversified portfolio of the common shares of 
some of the largest companies in the United States (the S&P 500).  As a result, we 
expect the required return on investment in a small business to be much higher than 
9.77%.  How much higher would depend on specific characteristics of the business. 
 

3. Expected growth rate 

 

We can illustrate the importance of the expected growth rate (“E[growth]”) to the 

valuation process by considering the valuation of a business whose growth is expected 

to remain stable for the foreseeable future.4  When a business’ growth expected to be 

consistent, we can reasonably capitalize its most recent cash flow using the formula: 

 

 Business value = Last cash flow x (1 + E[growth]) / (Required return – E[growth]) 

 

Assume: 

 

 Last cash flow = $1,000 

 E[growth] = 3.0% 

 Required return = 20.0% 

 

 Business value = $1,000 x (1 + 3.0%) / (20.0% - 3.0%) 

 Business value = $6,058.82 

 

Looking at the calculations above, we can see that a larger expected growth rate results 

in a larger numerator and a smaller denominator.  This demonstrates the fact that faster 

expected growth results in higher valuations.   

 

4. Business size 

 

Business size plays an important role in business valuation, especially for very small 

businesses.   

 

 

4  Businesses whose near-term growth is expected to change before reaching a long term sustainable rate are 

valued similarly but additional steps are necessary in the valuation process. 
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In the large company universe, many prospective buyers exist.  These buyers include 

other large companies (“strategic investors”) private equity companies and, sometimes, 

wealthy individuals.   

 

Twenty years ago, private equity investment firms focused on much larger acquisition 

opportunities.  Today, there are many private equity investment firms that focus their 

investment on middle market and even lower middle market companies.  Businesses 

with earnings before interest, taxes, depreciation and amortization (“EBITDA”) as low 

as $2.0 million (transaction sizes approximating $10 million) are now potential 

acquisition targets for private equity investment firms.  There is now even a small 

number of private equity investment companies that buy businesses with as little as 

$1.0 million in EBITDA (transaction sizes as low as $3.0 or $4.0 million). 

 

Generally, as small businesses become increasingly large, a greater number of 

prospective buyers for its operation exists.  Competition among prospective buyers 

spurs more aggressive bidding for businesses that are listed for sale thereby driving 

better transaction multiples.  Size can have a very significant impact on the value of 

small businesses. 

 

5. Other company specific risk factors 

 

There are a number issues common to small businesses that can reduce their 

attractiveness to prospective buyers.  The following risk factors have been described 

as “walk-away” risks.  Walk-away risks are structural problems with businesses that are 

so great that no price adjustment will enable the buyer to get comfortable completing 

its acquisition.  Examples of common walk-away risks follows. 

 

 Excessive customer concentration – too much dependence on too few 

customers leaves a business vulnerable to 1) loss of a major part of its revenue 

and 2) a weak position when negotiating with dominant customers.  

 

The founding owner of the business might be able to manage the business with 

a high customer concentration through strong personal relationships with the 

owners of the company’s customers.  However, these relationships may not be 

transferable to a buyer in a sale.  As a result, prospective business buyers will 

be wary of high customer concentrations.   

 

A customer that represents 20% of a business’ sales may not cause a 

transaction to fail but it may prove to be a contentious part of the transaction 

negotiations. 

 

Owners of businesses with customer concentrations will benefit from working to 

diversify the business’ customer base prior to listing the business for sale.  
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Customer concentrations less than 10% are more acceptable and 

concentrations less than 5% are even better. 

 

 Excessive dependence on the owner – if the success of the business is 

dependent on its current owner, selling the business to a new owner may prove 

to be difficult.   

 

Ownership of the business’ customer relationship intangible asset5 is critically 

important.  Prospective buyers will be alarmed if they determine that the 

business’ customers do business with it primarily because of their relationships 

with the selling owner.  When the selling owner departs, the buyer is left with 

the risk that the business’ customers turn to its competitors for future purchases. 

 

Ownership of other intangible assets, such as business process knowledge, are 

similarly important.  However, it is usually easier to transfer process knowledge 

than it is to transfer relationships with customers, so ownership of other 

business intangibles tends to present less difficulty in selling a business. 

 

The selling owner can transfer ownership of the customer relationship intangible 

asset to the business by involving a sales manager who can get to know its 

customers prior to the sale of the business.  The sales manager is a key 

employee who would be expected to stay employed by the business after the 

sale. 

 

 Unreliable financial statements – as discussed at the beginning of this article, 

cash flow is foundational to the value of any business.  If a business’ financial 

records appear to be incomplete or otherwise unreliable, no prospective buyer 

will be able to get comfortable with the amount of cash flow it generates.   

 

Wise business owners will work closely with their accounting firms to ensure 

that their financial statements are complete and present a reliable picture of the 

business’ historical financial performance. 

 

 Unpaid payroll taxes – some businesses are able to present their financial 

statements in a manner that makes them look profitable despite the fact that 

they have difficulty managing their cash flow. 

 

Unpaid payroll taxes are a red flag to potential buyers that the subject business 

is experiencing cash flow problems.  Business owners have greater likelihood 

 

5  See “Five Categories of Business Value” 
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of a successful business sale if its payroll tax liability is current when they list 

the business for sale. 

In conclusion, there are a number of factors that drive business value.  The answer to the 

question about how the purchase of a new asset affects the value of a business depends on 

how the new asset affects the business’ future cash flow.  

If the new asset is a piece of equipment that will enable the business to produce a new product 

line for which it already has customers lined up, the business gets two new assets through this 

purchase:   

1. The new equipment value and 

2. Additional customer relationship value6 

This incremental customer relationship value makes the business more valuable.  

If the new asset is a piece of land that the business will hold for a future expansion, the land is 

a temporarily a non-operating asset – it won’t generate cash flow until it is converted into a 

productive asset (a warehouse or a manufacturing plant, etc.) at a later date.  If the business 

paid cash for the land, the business owns more land but also has less cash and there is likely 

no resulting change in the value of the business. 

 

6  See “Five Categories of Business Value”  


