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QUESTION ONE (COMPULSORY)

a. Kamau is an active investor in the financial markets. For him to invest in any long term
security, he requires a three percent premium for every year beyond the current one year
investment period in addition to the annual short term market rate of interest. He expects
future short term one year market rates of 16%, 12% and 18% in the next three years.

i. Ifthe current one year rate is 14%, what should be the current long term rate if Kamau is
to invest in a four year debt security (5 marks)

ii. Identify and describe the theory that explains Kamau’s behaviour towards interest rates
(10 marks)

b. Whatis the importance of derivative financial securities in the financial markets (4 marks)

c. For whatreasons should financial markets be regulated? (6 marks)

d. Differentiate between initial public offering (IPO) and secondary stock offering (5 marks)

UESTION TWO

a. Highlight the characteristics that distinguish money market securities from other financial
market securities (3 marks)

b. Identify the various participants in foreign exchange markets (6 marks)

c. Explain the operation of the following financial market securities and institutions
i. Putoptions (4 marks)
ii. Repurchase agreements (4 marks)
iii. Pension funds (3 marks)

QUESTION THREE

a. Though they are not highly developed in Kenya, organized stock exchanges are far too
important in the development of the financial system. Explain (14 marks)

b. Differentiate between spot foreign exchange transactions and forward foreign exchange
transactions (6 marks)

QUESTION FOUR

a. Kenya has recently experienced a tremendous expansion in depository financial institutions.
This can be attested by the growth in banking, deposit taking microfinance institutions and
SACCOs not only locally but across the region. Explain the role of these institutions in the
financial system (12 marks)

b. The benefit of a developed financial market can be derailed by lack of efficiency in the

market. Explain the various reasons why financial markets should be efficient (8 marks)



