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STRATHMORE UNIVERSITY BUSINESS SCHOOL 

BACHELOR OF FINANCIAL SERVICES 

AMS 3201: ASSET VALUATION THEORY & TECHNIQUES  

END OF SEMESTER EXAMINATION  

 

DATE: 13th December 2023                                                                           TIME: 08:00-10:00 

Answer Question ONE in Section A and TWO other Questions in Section B.        

Section A-COMPULSORY   

 

QUESTION ONE          (30marks) 

(a) ABC investment trust expects to earn Sh8.00, Sh10.00 and Sh16.00 for the next three 
years. ABC will pay annual dividends of Sh4.00, Sh5.00 and Sh41.00 in each of these 
years. The last dividend includes a liquidating payment to the shareholders at the end of 
year 3 when the trust terminates. The Company’s book value is Sh16 per share and the 
required return on equity is 10%.   

Required; 

(i) The Current Value per share of ABC according to the dividend discount model. 

       (3 marks) 

(ii) Calculate the per share book value and residual income for ABC for each of the next 
three years and use those results to find the stock’s value using the residual income 
model.                  (4marks)  

(iii) Calculate the return on equity and use it as input model to the residual income model to 
calculate ABC investment trust’s value.              (4marks) 

(b)  Over the recent past, mergers and acquisitions have become a popular method that 
companies use to expand and grow. Despite companies doing proper due diligence before 
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a merger or an acquisition, sometimes the envisioned mergers and acquisition would still 
fail. Explain THREE reasons why Mergers and Acquisitions fail.          (3 marks)  

(c) Sheba Industries Limited is considering acquisition of Roka Corporation Ltd. in a share 
for share exchange. The financial data for the two companies are given below: 

Sheba Ltd. Roka Ltd.

Sales (millions) 500 100 

Net earnings (millions) 30 12 

Ordinary shares outstanding (millions) 6 2 

Ordinary share market price, per share (MPS) 50 40 

Dividend per share (DPS) 2 1.50 

Additional information: 

1.Sheba Limited is not willing to incur an initial dilution in its earnings per share 
(EPS). 

 2.Sheba Limited will have to offer a minimum of 25% of Roka Ltd.'s current share 
market price. 

Required: 

      (i) The relevant offer price range.                                                                               (4 marks) 
 

(i) If Roka Ltd.'s shareholders accept an offer by Sheba Ltd. of Sh.40 per share in a share for 
share exchange. Determine the post-merger earnings per share (EPS).         (4 marks) 
 

(ii) Using the results obtained in (c) (ii) above and assuming that Sheba Ltd.'s price-earning 
(P/E) ratio will remain unchanged after the merger, determine the post-acquisition market 
price of a share of Sheba.               (3 marks) 

 
(d) The current share price of a company is currently selling at Sh10. The share price will 

increase by 5% or reduce by 5% six months from now. The risk free rate of return is 6% 
p.a. and the strike price is Sh10. The option will be exercised after six months. 

Required:  

Using the one period-binomial model, determine the value of the put option (Use binomial 
tree to present your answer)                (5marks)  
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SECTION B 

ANSWER ANY TWO QUESTIONS                                       

QUESTION TWO          (20marks) 

(a) Explain the following defense tactics against a hostile takeover as used in mergers and 
acquisitions 

(i) Pac-man defense               (2 marks) 

(ii) White Knight                (2 marks) 

(iii) Sale of crown jewel               (2 marks) 

(b) Huge Limited intends to take over Tiny Ltd, another company in the same industry. 

If Huge Ltd acquires Tiny Ltd, the expected results of Tiny Ltd for the next three years 
will be as follows: 

Year  1 2 3 

             Sh.”000” Sh.”000” Sh.”000”

Sales     200,000       280,000          320,000 

Cash costs/Expenses     120,000       160,000          180,000 

Capital Allowance     20,000       30,000           40,000 

Interest charges    10,000       10,000          10,000 

Cash to replace asset and 
finance growth 

     25,000      30,000          35,000 

 

From year 4 onwards, it is expected that the annual cash flows from Tiny Ltd will 
increase by 4% each year into perpetuity. Tax is payable at the rate of 30% and this tax is 
paid in the same year the profits to which it relates are earned.  

If Huge Ltd, acquires Tiny Ltd, it estimates that the gearing after the acquisition will be 
35% measured as the value of debt as a proportion to the total equity and debt. After the 
acquisition of Tiny Ltd, Huge Ltd would have a cost of debt of 7.5% before tax and beta 
of 1.60. The risk free rate of return is 6% and the return on the market portfolio is 11% 

Required: 

(i) The weighted average cost of Capital WACC for Huge Ltd after the acquisition of 
Tiny Ltd.                (2marks) 
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(ii) The maximum amount the Huge Ltd will be willing to pay in order to acquire 
Tiny Ltd.             (10 marks)              

(c) Explain Two Limitations of the Gordon’s Growth Model.           (2marks)      

 

QUESTION THREE         (20marks) 

(a) You have recently been appointed as a financial analyst with a corporate valuations firm, 
“Capital First”. You have been provided with the following financial information; 

Share capital in issue: 2 million ordinary shares 
 Current dividend per share (just paid) Sh10. 
 Current Earnings Per Share Sh3 
 Current return earned on assets 20% 
 Current equity beta 1.2. 

 
             You also have the following market information: 

o Current market risk premium is 7%. 
o Risk-free rate 5%. 

Required; 
    Find the value per share and the total market capitalization of the company.         (5marks) 

 
(b) Explain Three cases where Free Cash Flows valuation model will be appropriate as a 

valuation technique.                 (3marks) 
 

(c)  Patrick is evaluating “Accelerated Ltd” by using the Free Cash Flows to Firm (FCFF) 
and Free Cash flows to Equity (FCFE) approaches. Patrick has collected the following 
information in $: 

 Accelerated has net income of $250 million, depreciation of $90 million, capital 
expenditures of $170 million, and an increase in working capital of $40 million. 

 Accelerated will finance 40% of the increase in net fixed assets (capital 
expenditures less depreciation) and 40% of the increase in working capital with 
debt financing 

 Interest expenses are $150 million. The current market value of Accelerated Ltd.’s 
outstanding debt is $1,800 million 

 FCFF is expected to grow at 6% indefinitely and FCFE is expected to grow at 7%  

 The tax rate is 7% 

 Accelerated is financed with 40% debt and 60% equity. The before-tax cost of 
debt is 9%, and the before-tax cost of equity is 13%. 

 Accelerated has 10 million outstanding shares. 
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Required:    
(i) Using the FCFF valuation approach, estimate the total value of the firm, total 

market value of equity, and the per share value of equity.          (6marks) 
 

(ii) Using FCFE valuation approach, estimate the total market value of equity and the 
per-share value of equity.               (4marks) 
 

(iii) Explain Two advantages of the Free Cash flows valuation used above.   (2marks) 
 

QUESTION FOUR               (20 marks) 

(a) A financial analyst is interested in using the Black-Scholes Model (BSM) to value call 
options on the stock. 

The following information is available: 

 The price of the stock is Sh.35. 
 The strike price is Sh.30. 
 The option matures in 9 months. 
 The volatility of returns of the stock is 0.30. 
 The risk-free rate is 10%. 

Required: The value of a call option using the Black-Scholes Model.          (5 marks) 

The Black- Scholes formulae is given below: 

 

(b) Explain Three Limitations of the Black-Scholes Options Pricing Model (3marks) 

 

(c)  Sheryl is valuing Pit Pot Services Limited. She has made the following assumptions; 

 The Book Value per share is estimated at Sh24.05 on 31st Dec 2017 
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 EPS will be 20% of the beginning book value per share for the next 8 years. 

 Cash dividends paid will be 20% of EPS 

 At the end of eight-year period, the market price per share will be three times the book 
value per share 

 The beta for Pit Pot is 0.60, the risk free rate is 6% and the risk premium is 6.5% 

 The current market price of Pit pot is Sh.148.45, which indicates a current P/B of 6.1725. 

Required: 

(i)  Prepare a table showing the beginning and ending book values, net income and cash 
dividends annually for the eight – year period.            (5marks) 

(ii) Estimate the residual income and the present value of residual income for the eight years  
                   (3marks) 

(iii) Estimate the value per share of Pit Pot using the residual income model.        (2 marks) 

 

(d) Differentiate between Absolute Valuation Models and Relative Valuation Models. 

        (2marks) 

  

QUESTION FIVE          (20marks) 

(a) Masambo Limited issued a 10year corporate bond with a par value of Sh1,000 and 
coupon rate of 10%. The Required rate of return is 8%.  

Required: Calculate the Market value of the Bond and state whether the bond is selling at a 
discount or a premium.                 (3marks) 

 
(b) A bond has a current market value of Sh1,200 and a par value of Sh1,000. The coupon 

rate is 10% pa. and the time to maturity is 5 years.  
Required:   

Calculate the Approximate Yield to Maturity (YTM)            (3marks) 
 

(c) A bond has a par value of $1,000 and 5 years to maturity. The annual coupon rate is 10% 
and the current interest rate is 8%. Required: 
(i) Calculate the Macaulay’s duration of the bond.          (4 marks) 
(ii) Calculate the Modified Duration of the bond.          (2 marks) 

 
(d) Explain the following terms as used in Mergers and Acquisitions; 

(i) Synergy                 (2marks) 
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(ii) Horizontal integration               (2marks) 
(iii) Conglomerate integration               (2marks) 
(iv) Conglomerate integration               (2marks) 

APPENDIX  1: STANDARD NORMAL DISTRIBUTION TABLE 

 


