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     TIME: 2 HOURS
INSTRUCTIONS:   
ANSWER QUESTION ONE (COMPULSORY) AND ANY OTHER TWO QUESTIONS

Question One (30 Marks)
a)
What is a financial market?  Distinguish between financial markets in each of the classifications below and state the basis for classification in each case.
(10 Marks)

(i) Primary markets and secondary markets

(ii) Money markets and capital markets

b)
A financial institution is a financial intermediary that facilitates the transfer of funds between suppliers and user of funds.  Briefly explain the roles that FI’s provide to the suppliers of funds.







(10 Marks)

c)
Identify at least three (3) types of risks incurred by financial institutions and using illustrators, explain the extent to which the risks affect the operations of financial institutions in Kenya.







(10 Marks)

Question Two (20 Marks)
a)
Money markets are used to trade debt securities and instruments with maturities of less than one year.  Identify three (3) characteristics of the money markets.
(10 Marks)

b)
Explain what is meant by the Asymmetric information problem and how financial intermediaries help to eliminate it.





(7 Marks)

c)
Briefly explain what is meant by disintermediation.  Do you feel that it is possible that his trend will eventually eliminate the need for banks?



(3 Marks) 

Question Three (20 Marks)
a)
What is adverse selection problem?  How does adverse selection affect the profitable management of an insurance company?




(10 Marks)

b)
What are the forms of regulations designed to seduce moral hazard problems created by Asymmetric Information?  Do they completely eliminate the moral hazard problem?










(10 Marks)

Question Four (20 Marks)
a)
Discuss the role of the budget in the economy.



(8 Marks)

b)
Identify four (4) objectives of monetary policy in Kenya.


(2 Marks)

c)
Identify four (4) instruments of monetary policy used by the Central Bank of Kenya and their expectations in achieving monetary policy objectives.


(10 Marks)
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