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STRATHMORE BUSINESS SCHOOL 

BACHELOR OF COMMERCE 

SPECIAL EXAMINATION 

AMS 3201: ASSET VALUATION THEORY & TECHNIQUES 

                                               

DATE: Wed, 24th April 2024                                                            TIME: 10:30 – 12:30      

INSTRUCTIONS: 

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

Section A-COMPULSORY 

QUESTION ONE 

(a) Masomo Ltd is considering acquiring Mawazo Ltd. a firm in the same industry in order to 
consolidate its market share. Mawazo Ltd has been less profitable, so it has paid an 
average of only 20% in taxes during the last 10 years. In addition, it has used little debt 
having a debt ratio of 25%. If the acquisition would be implemented, Masomo Ltd could 
operate Mawazo Ltd as separate wholly owned subsidiary. This will increase Masomo 
Ltd’s gearing ratio to 30%. The following is a forecasted financial data for Mawazo Lt 
over the next five years; 
 
Year 1  

Sh.million

2 

Sh. million 

3 

Sh. million 

4 

Sh. million

5 

Sh.million

Net Sales 150 160 175 170 165 

Operating Costs 10 15 20 25 17 

Selling and Admin 
Costs 

15 20 18 19 21 

Acceptable 
investment projects 

0.8 0.90 2.60 2.20 1.20 
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Additional information; 
1. The risk free rate of return is 8% and debt is considered to be risk free 
2. Expected return of the market portfolio is 13% 
3. The firm’s levered equity beta after acquisition is estimated at 0.80 
4. After 5 years, the net cash flows of Mawazo Ltd increase at a constant rate of 6% per 

annum in perpetuity. 
5. Corporation tax is 30% 
6. The firm’s gross profit margin is 40% 
7. Mawazo Ltd incurs fixed cost of Sh. 2 million per annum 
8. The firm’s equity shares and bonds are currently trading at par. 
 
Required;  
Determine the maximum price payable to acquire Mawazo ltd using the discounted free 
cash flows basis.              (10marks)  

(b) Over the recent past, there has been increased number of mergers and acquisitions. 
Despite, their popularity, reported failed mergers are still on the rise. Explain Four 
Reasons why mergers and acquisitions fail.              (4marks)  
 

(c) Biashara Ltd shares are currently trading for Sh24 and have paid a dividend of Sh1 per 
share for the most recent year. The following information is given: 

 The Risk free rate is 4% 
 The shares have an estimated beta of 1.2 
 The equity risk premium is estimated at 5% 

            Required:  

Based on the above information, determine the constant dividend growth rate that would 
be required to justify the market price of Sh24.             (4marks) 

(d) Maji Mazuri Ltd has an estimated beat of 0.2 and the risk free rate of return is 4.5%. The 
equity risk premium is estimated to be 7.5%.  Using the CAPM, calculate the required 
rate of return for investors in Maji Mazuri Ltd.             (2marks) 

(e) (i)  You want to determine the YTM for an issue of outstanding bonds at your firm. Your 
firm has an issue of 10% annual coupon bonds with 15 years left to maturity. The bonds 
have a current market value of Sh1,250 and par value of Sh1,000. Estimate the 
approximate Yield to maturity of the bond.             (3marks) 

(f)  A bond has current par value of Sh1,000 and an annual coupon rate of 4% and current 
interest rate of 4.5%. The bond has 5 years to maturity. Required: 

(i) Calculate the Macaulay duration of the bond and interpret your answer   (5marks) 

(ii) Calculate the modified duration              (2marks) 

                                                                                                            Total: 30 Marks 
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QUESTION TWO 

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

                                                                                                                     Total: 20 Marks 

 

QUESTION THREE 

(a) The Gordon’s growth model has a number of fundamental assumptions. Explain three 
assumptions of the model                (3marks) 
 

(b) A company has a dividend payout ratio of 80% and the current return on equity is 35%. 
Calculate the sustainable growth rate of the company            (2marks) 
 

(c) Lavender is preparing a valuation of Quick Auto Centre Ltd. She has decided to use a 
three stage Free Cash Flow to Equity (FCFE) model and the following estimates. The 
FCFE per share for the current year is Sh0.75 The FCFE is expected to grow at 10% for 
the next year, then at 26% annually for the following three years, and then 6% in year 5 
and thereafter. Lawrence has estimated beta to be 2.00 and the risk free rate to be 4.5%. 
The equity risk premium is 5%.  

Required:  

Given the above data collected by Lawrence, estimate the value per share of Quick Auto Ltd  
                   (5marks) 
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(d) Naikare Baraka (NB) is a family controlled company that dominates the retail book 
market. NB has a book value of Sh10 per share, is expected to earn Sh2.00 forever, and 
pays out all of its earnings as dividends. Its required return on equity is 12.5%. Required;  

Required: Calculate the value of the stock of NB using the following: 

(i) Dividend discount model               (2marks) 
(ii) Residual income model               (2marks) 
(iii) How does the value calculated using residual income compare with the dividend 

discount model?                 (1 mark) 

                                                                                                                                Total: 20 Marks 

QUESTION FOUR  

(a) Explain the FIVE steps involved in a valuation process                       (5 marks) 

(b) Differentiate between Absolute Valuation Models and Relative Valuation Models   (4marks) 

(c)  Vivian is evaluating Masomo Ltd by using a three stage growth model. She has accumulated 
the following information relating to the Free Cash Flows to the Firm (FCFF) 

 Current FCFF= Sh745 million 
 Outstanding shares= 309.9 million 
 Equity beat= 0.9, Risk free rate=5.04%; Equity Risk Premium= 5.5% 
 Cost of debt before tax= 7.1% 
 Marginal Tax Rate= 34% 
 Capital structure= 20% debt, 80% equity 
 Long-Term debt=Sh1.518 billion 

        Growth rate of FCFF=  
 8.8% annually in stage 1, year 1 to year 4 
 7.4% in year 5, 6% in year 6, 4.6% in year 7 
 3.2% in year 8 and thereafter 

 
Required:  
From the information that Vivian has accumulated, estimate the following; 

(i) Weighted Average Cost of Capital (WACC)            (2marks) 
(ii) Total value of the firm                (4marks) 
(iii) Total value of equity                 (3marks) 
(iv) Value per share                (2marks)                         

                                                                                                                                Total: 20 Marks 

QUESTION FIVE 

(a) In Options Theory, differentiate between a “Call Option” and a “Put Option” (3marks) 
 

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

The following information is available: 
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 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.  (5marks) 

 

(c)(i) Great Plains Energy is a public utility holding company that listed its 4.5% 
cumulative perpetual preferred stock series in March 1952. The par value of the preferred 
stock is Sh.100. If the required rate of return on this stock is 5.6%, estimate the value of 
the stock.                  (3marks) 
 
(ii) Down Under Financial recently paid a dividend of Sh1.80 An analyst has examined 
the financial statements and historical dividend policy of Down Under and expects that 
the firm’s dividend rate will grow at a constant rate of 3.5% indefinitely. The analyst has 
also determined the beta to be 1.5, the risk free rate is 4%, and the expected return on the 
market portfolio is 8%.  
Required: Calculate the current value of Down Under’s shares.                          (3marks) 
 
(iii) The Gordon growth model (GGM) has a number of characteristics that make it useful 
and appropriate for many applications. However, the model has some characteristics that 
limits its application. Explain Three limitations of the GGM           (3marks) 
 
(d) Heri Haki Ltd has issued 5 years’ corporate bonds of par value Sh1,000. The coupon 
rate is 8% and the required rate of return is 10%.  
Required: Calculate the Market Value of the bond and state whether the bond is selling 
at a premium or a discount.                (3marks) 

                                                            
Total: 20 Marks 
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APPENDIX 1 

STANDARD NORMAL DISTRIBUTION TABLE 

 

         


