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QUESTION ONE (COMPULSORY)

a. Explain the mandate of the Capital Markets Authority in the financial system as laid out in
the CMA Act (CAP 485A - Laws of Kenya) (14 marks)

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

i. Explain the various reasons why financial markets should be efficient (7 marks)

ii. Identify and explain the various types of market efficiencies necessary in a financial

market (9 marks)
UESTION TWO

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

b. Explain the operation of the following financial market securities and institutions
i.  Call options (3 marks)
ii. Negotiable certificates of deposit (3 marks)
iii. Mutual funds (3 marks)

c. Differentiate between money markets and capital markets (8 marks)

QUESTION THREE

a. Expectations about future short term rates of interest can be used to explain the variations in
interest rates across different maturities. Explain (8 marks)

b. The future expected short term one year rates are 10%, 12% and 8% for the next three
years. An investor in this market demands a liquidity premium of 2% for every year beyond
the current investment period to take up long term investments. If the current one year rate
today is 14%, what is the long term rate on a 4 year debt security? (6 marks)

c. Highlighting the different types, what are stock exchanges (6 marks)

QUESTION FOUR

a. Differentiate between initial public offering (IPO) and secondary stock offering (6 marks)

b. What functions do organized stock exchanges play in the financial system (14 marks)



