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Praise for the
First Edition of

Business Valuation Body of Knowledge

“The beauty of this work is that it points the reader to each professional organization’s
writings on issues relating to business valuation methodologies and applications. I can’t think of
an attorney who works with business valuation professionals who should not have this book.”

Robert E. Kleeman, Jr., CPA/ABV, ASA, CVA, CFE
Clifton Gunderson, L.L.C.

“Business Valuation Body of Knowledge will quickly become one of the foremost 
authoritative sources on the ‘body of knowledge’ for business valuations. It is well organized and

written in a style which allows it to be used as both a teaching tool and as a reference manual.”

R. James Alerding, CPA/ABV, ASA, CVA
Clifton Gunderson, L.L.C.

“When you simply need an answer, Shannon has it for you. The Body is a no-nonsense 
repository of information!”

Stephen J. Bravo, CPA/ABV, CBA, CPF, PFS
Apogee Business Valuations, Inc.

“This book is a ‘must have’ for every business valuation library.… [Shannon has] done an
excellent job of compiling a core body of knowledge that is common to all of the major accredited

organizations in the business valuation profession.”

Thomas E. Hilton, CPA, CVA
Anders, Minkler & Diehl, LLP

“This book is great. I especially like the cost of capital chapter… It’s one of the few books
where there is a succinct description of the different methods to determine the cost of capital. I

thoroughly enjoyed reading it and it was a great refresher for me.”

Mary McCarter, ASA, CFA
Columbia Financial Advisors, Inc.

4009 P-00(FM)  12/4/02  4:41 PM  Page iii



4009 P-00(FM)  12/4/02  4:41 PM  Page iv



Business Valuation 
Body of Knowledge
Second Edition

Workbook

Shannon P. Pratt, CFA, FASA, MCBA
with

Alina V. Niculita and Doug Twitchell

JOHN WILEY & SONS, INC.

4009 P-00(FM)  12/4/02  4:41 PM  Page v



This book is printed on acid-free paper. 

Copyright © 2003 by John Wiley & Sons, Inc. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey

Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means,

electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section 107 or 108 of the 1976

United States Copyright Act, without either the prior written permission of the Publisher or authorization through payment of the

appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, 978-750-8400,

fax 978-750-4470, or on the web at www.copyright.com. Requests to the Publisher for permission should be addressed to the

Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, 201-748-6011, fax 201-748-6008,

e-mail: permcoordinator@wiley.com.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this book, they

make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically

disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by

sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation.

You should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or

any other commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services, or technical support, please contact our Customer Care Department

within the United States at 800-762-2974, outside the United States at 317-572-3993 or fax 317-572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be available in

electronic books.

ISBN: 0-471-27066-0

Printed in the United States of America

10 9 8 7 6 5 4 3 2 1

4009 P-00(FM)  12/4/02  4:41 PM  Page vi

http://www.copyright.com


vii

About the Authors

Dr. Shannon P. Pratt is a founder and managing director of Willamette Management Associ-
ates. Founded in 1969, Willamette is one of the oldest and largest independent valuation con-
sulting, economic analysis, and financial advisory services firms, with offices in principal cities
across the United States. He is also a member of the board of directors of Paulson Capital
Corp., an investment banking firm.

Over the last 35 years, Dr. Pratt has performed valuation engagements for mergers and
acquisitions, employee stock ownership plans (ESOPs), fairness opinions, gift and estate taxes,
incentive stock options, buy-sell agreements, corporate and partnership dissolutions, dissenting
stockholder actions, damages, marital dissolutions, and many other business valuation purposes.
He has testified in a wide variety of federal and state courts across the country and frequently
participates in arbitration and mediation proceedings.

He holds an undergraduate degree in business administration from the University of Wash-
ington and a doctorate in business administration, majoring in finance, from Indiana University.
He is a fellow of the American Society of Appraisers, a Master Certified Business Appraiser,
a Chartered Financial Analyst, a Certified Business Counselor, and a Certified Mergers and
Acquisitions Advisor.

Dr. Pratt’s professional recognitions include being designated a life member of the Busi-
ness Valuation Committee of the American Society of Appraisers, past chairman and a life
member of the ESOP Association Advisory Committee on Valuation, a life member of the Insti-
tute of Business Appraisers, the recipient of the magna cum laude in business appraisal award
from the National Association of Certified Valuation Analysts, and the recipient of the Distin-
guished Achievement Award from the Portland Society of Financial Analysts. He served two
three-year terms (the maximum) as a trustee-at-large of The Appraisal Foundation.

Dr. Pratt is author of Business Valuation Discounts and Premiums, Business Valuation
Body of Knowledge, 2nd edition, Cost of Capital: Estimation and Applications, 2nd edition,
Cost of Capital Workbook, and The Market Approach to Valuing Businesses (all published by
John Wiley & Sons, Inc.), and The Lawyer’s Business Valuation Handbook (published by the
American Bar Association). He is coauthor of Valuing a Business: The Analysis and Appraisal
of Closely Held Companies, 4th edition, and Valuing Small Businesses and Professional Prac-
tices, 3rd edition (both published by McGraw-Hill). He is also coauthor of Guide to Business
Valuations, 12th edition (published by Practitioners Publishing Company).

He is the editor-in-chief of the monthly newsletter Shannon Pratt’s Business Valuation
Update®. He oversees BVLibrary.comsm, which includes full texts of court cases, conference
presentations and unpublished papers, IRS materials, restricted stock study papers, and pre-IPO
study papers and data. He also oversees Pratt’s Stats™, the official completed transaction data-
base of the International Business Brokers Association, and BVMarketData.comsm, which
includes the online version of Pratt’s Stats™, as well as BIZCOMPS®, Mergerstat/Shannon
Pratt’s Control Premium Study™, The FMV Restricted Stock Study™, and the Valuation
Advisors’ Lack of Marketability Discount Study™.

Dr. Pratt develops and teaches business valuation courses for the American Society of
Appraisers and the American Institute of Certified Public Accountants, and frequently speaks on
business valuation at national legal, professional, and trade association meetings. He also has
developed a seminar on business valuation for judges and lawyers.

4009 P-00(FM)  12/4/02  4:41 PM  Page vii



Alina V. Niculita is the managing editor of Shannon Pratt’s Business Valuation Update. She
earned her bachelor of economics in banking and finance from the Academy of Economics
Studies in Bucharest, Romania, her master’s in business administration from CMC Graduate
School of Business in the Czech Republic, and her master’s in business administration in
finance from the Joseph M. Katz Graduate School of Business at the University of Pittsburgh.
She is also enrolled in the doctorate of philosophy in systems science/business administration
program at Portland State University.

Doug Twitchell is the co-developer of Pratt’s Stats™ and co-manager of BVMarketData.
comsm, which contains Pratt’s Stats™, Public Stats™, the Mergerstat/Shannon Pratt’s Control
Premium Study™, BIZCOMPS®, The FMV Restricted Stock Study™, and The Valuation
Advisors’ Lack of Marketability Discount Study™. He holds a bachelor of science in mechani-
cal and industrial engineering from Clarkson University, a master’s in business administration
from Portland State University, and an advanced graduate certificate in computational finance
from the Oregon Graduate Institute of Science and Technology. Mr. Twitchell has been work-
ing at Business Valuation Resources, LLC, since December 1996. Before that, he worked as a
mechanical engineer for Fortune 500 companies.

viii About the Authors

4009 P-00(FM)  12/4/02  4:41 PM  Page viii



ix

Contents

Preface xiii
Acknowledgments xv
Basic Formulas xvii

Section One: Questions 1

Part I. Business Valuation Engagement Environment 1

1. Business Valuation Legal and Regulatory Environment 3

2. Business Valuation Professional Environment 5

3. Business Valuation Engagement 8

4. Litigation Service Engagements 11

Part II. Terminology and Notation 13

5. International Glossary of Business Valuation Terms 15

6. Notation System Used in This Book 17

Part III. Valuation Approaches and Methods 19

7. Overview of Valuation Approaches and Methods 21

8. Income Approach: Cost of Capital 23

9. Income Approach: Discounting Method 30

10. Income Approach: Capitalization Method 34

11. Market Approach: Guideline Public Company Method 38

12. Market Approach: Guideline Merger and Acquisition Method 41

13. Prior Transactions, Offers, and Buy-Sell Agreements 45

14. Adjusted Net Asset Method 47

15. Excess Earnings Method 49

16. Discounts and Premiums 51

17. Reconciliation and Value Conclusion 55

4009 P-00(FM)  12/4/02  4:41 PM  Page ix



Part IV. Analysis of the Company 57

18. Financial Statement Analysis 59

19. Using Economic and Industry Data 64

20. Site Visits and Interviews 67

Part V. Supporting Data 69

21. Sources of Supporting Data 71

Part VI. Valuations for Specific Purposes 75

22. Tax-Related Valuations 77

23. Employee Stock Ownership Plans 79

24. Shareholder Buyouts and Disputes 82

25. Marital Dissolutions 85

Section Two: Answers 87

Part I. Business Valuation Engagement Environment 87

1. Business Valuation Legal and Regulatory Environment 89

2. Business Valuation Professional Environment 90

3. Business Valuation Engagement 91

4. Litigation Service Engagements 93

Part II. Terminology and Notation 95

5. International Glossary of Business Valuation Terms 97

6. Notation System Used in This Book 98

Part III. Valuation Approaches and Methods 99

7. Overview of Valuation Approaches and Methods 101

8. Income Approach: Cost of Capital 102

9. Income Approach: Discounting Method 105

10. Income Approach: Capitalization Method 108

11. Market Approach: Guideline Public Company Method 111

12. Market Approach: Guideline Merger and Acquisition Method 112

x Contents

4009 P-00(FM)  12/4/02  4:41 PM  Page x



13. Prior Transactions, Offers, and Buy-Sell Agreements 113

14. Adjusted Net Asset Method 114

15. Excess Earnings Method 115

16. Discounts and Premiums 117

17. Reconciliation and Value Conclusion 119

Part IV. Analysis of the Company 121

18. Financial Statement Analysis 123

19. Using Economic and Industry Data 125

20. Site Visits and Interviews 126

Part V. Supporting Data 127

21. Sources of Supporting Data 129

Part VI. Valuations for Specific Purposes 131

22. Tax-related Valuations 133

23. Employee Stock Ownership Plans 134

24. Shareholder Buyouts and Disputes 135

25. Marital Dissolutions 136

CPE Self-Study Examination 137

Index 153

Contents xi

4009 P-00(FM)  12/4/02  4:41 PM  Page xi



4009 P-00(FM)  12/4/02  4:41 PM  Page xii



xiii

Preface

The Business Valuation Body of Knowledge Workbook is designed as a hands-on practical
learning experience to supplement the Business Valuation Body of Knowledge. It is suitable as
a tutorial for beginning appraisers or as a refresher for experienced appraisers. (Even the most
experienced professionals will pick up a few things they might have overlooked. Things change
rapidly, and this workbook is up-to-date through late 2002.) It is also excellent preparation for
those sitting for business valuation credential exams given by the American Institute of Certi-
fied Public Accountants (AICPA), American Society of Appraisers (ASA), Institute of Business
Appraisers (IBA), National Association of Certified Valuation Analysts (NACVA), Canadian
Institute of Chartered Business Valuators (CICBV), or Association for Investment Management
and Research (AIMR).

This workbook is also suitable for attorneys, corporate finance officers, or business inter-
mediaries who will be using business appraisals rather than conducting them.

It can be used with either the first or second edition of Business Valuation Body of
Knowledge, although the workbook tends to put more weight on changes since the first edi-
tion. With one exception, the chapter order is the same in both editions and in the workbook.
The workbook does not include any questions for Chapter 22, “Sample Case: Shannon’s Bull
Market.”

This workbook covers all the major concepts of the core knowledge related to business
appraisal, but it does not include valuation of options or intangible assets.

Like the Cost of Capital Workbook, this book is organized in two sections:

1. Section One: Questions

2. Section Two: Answers

The answers section contains not only the answers to the questions, but also some expla-
nation where some discussion beyond the answer would provide useful insight on the subject.

As in the Cost of Capital Workbook, four different types of questions (where applicable)
are used:

1. Multiple Choice Questions

2. True or False Questions

3. Fill-in-the-Blank Questions

4. Exercises

The exercises include all the basic computational concepts commonly used by business
appraisers.

Eight hours of CPE credit are available for those who successfully complete the 40-ques-
tion self-study examination at the back of the workbook. These hours are in addition to the eight
hours of CPE credit available for the examination at the back of the Business Valuation Body of
Knowledge book. (The Cost of Capital, 2nd edition, and Cost of Capital Workbook are struc-
tured the same way, so a total of 32 hours of CPE credit may be earned by completing all four
exams.)
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I hope that readers will be enriched by this educational opportunity, and I encourage feed-
back at the e-mail address below.

Shannon Pratt
Portland, Oregon
e-mail: ShannonP@BVResources.com

xiv Preface
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Basic Formulas

BASIC PRESENT VALUE FORMULA

where:

PV = Present value
NCF1 … NCFn = Net cash flow (or other measure of economic income) expected in

each of the periods 1 through n, n being the final cash flow in the
life of the investment

k = Cost of capital applicable to the defined stream of net cash flow
n = Number of periods in the series

BASIC CAPITALIZATION FORMULA

where:

PV = Present value
NCF1 = Net cash flow expected in the first period immediately following the

valuation date
c = Capitalization rate

FORMULA FOR CONVERTING DISCOUNT RATE 
TO CAPITALIZATION RATE

c = k – g

where:

c = Capitalization rate
k = Discount rate (cost of capital) for the subject investment
g = Expected long-term sustainable growth rate in the cash flow available to the

subject investment

PV
NCF

c
= 1

PV
NCF

k

NCF

k

NCF

k
n

n=
+

+
+

+ +
+

1 2
21 1 1( ) ( ) ( )

L
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