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1. INTRODUCTION AND WELCOME 
 
Dear Student 
 
This tutorial letter contains discussions of the activities in the learning units. As you progressed through 
the first six weeks of the semester, these were posted on the e-tutor website. However, as we are aware 
that some students may not have access to the internet or may not be able to download and print these, 
we have compiled this tutorial letter that combines all the discussions for the different learning units. You 
will notice that there are some activities that we do not discuss. There are different reasons for this – it 
may be that it was an activity just aimed at making you think about a certain topic, such as activity 1.1, or 
it may be that the answer is provided in the learning unit already. Sometimes we just refer you to the 
section where you can find the answer and we do not provide a discussion and sometimes we just provide 
the correct answer. 
 
We hope that you will find this information helpful! If you have any questions about any of the activities or 
discussions, please raise these on the Discussion Forum on the e-tutor website. Your e-tutor will provide 
guidance. 
 
In sections 7 and 8 we provide discussions of the answers to the two self-evaluation assignments, namely, 
Assignment 05 and Assignment 06. Use the questions in the self-evaluation assignments to test yourself 
when you do revision. 
 
In section 9 we provide information on the May/June 2018 exam paper so that you will know what to 
expect.  
 
There have been changes to the lecturing staff responsible for this module since the TL101 was finalised.  
 
Your lecturers are:  

 

Module leader: Mrs Storme Kennedy-Palmer  012 433 4666    kennes@unisa.ac.za 

Mr Cobus Vermeulen 012 433 4639                    vermejc@unisa.ac.za 

 
 
All of the best with your studies! 
 
 
 
 
Your lecturers 
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2. DISCUSSION OF ACTIVITIES IN LEARNING UNIT 1 

 
1.2 (a) [3] 
 
1.2 (b) [1] True 
 

[2] False – When a financial instrument is traded today for settlement in two days’ time, this 
is called a cash transaction. 

OR 
When a financial instrument is traded today for settlement in two weeks’ time, this is called a 
forward (or derivative) transaction. 

 
[3] False – When instruments are not traded on a formal exchange, we say that they are 

traded "over the counter". 
 

[4] True 
 

[5] False – Rating agencies evaluate issuers of financial instruments and rate them 
according to their potential to meet their financial obligation. 

 
[6] False – Shares are traded in the capital market. 

 
1.2 (c) [4] 
 
1.2 (d) [2] 
 
1.2 (e) [3] 
 
1.2 (f) This question is about how well the financial sector addresses the different needs of the 

participants in the economy. You have to refer to section 1.3. You can use the following 
framework to evaluate your answer. The total marks that can be allocated to this question are 
35. Note that we do not ask such long questions in the exam. Therefore, if this is asked, it will 
be a smaller section of the complete questions For example: Explain how the different needs 
of lenders of borrowers are reconciled by intermediaries.  

 
 

Criteria that should be included 
in essay 

Indication of marks that can be allocated 

Give an introduction that sets the 
problem and explains the contents of 
the rest of the essay (3 marks). 

Complete 
introduction 

Average 
introduction 

Poor 
introduction 

No introduction 

3 2 1 0 

Explain the different needs of lenders 
of borrowers and how intermediaries 
reconcile these needs (see first two 
paragraphs of section 1.3.2) (4 marks). 

Complete and 
clear 

explanation

Average 
explanation 

Poor 
explanation 

No explanation 

4–3 2 1 0 

Explain the different types of financial 
instruments and how they address the 
needs in the economy (see first 
paragraph of section 1.3.3) (3 marks). 

Complete and 
clear 

explanation

Average 
explanation 

Poor 
explanation 

No explanation 

3 2 1 0 
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Criteria that should be included 
in essay 

Indication of marks that can be allocated 

Explain the different types of financial 
markets and the needs addressed by 
each: 
 primary and secondary markets 
 OTC markets and formal exchanges 
 debt markets and share markets 
 foreign exchange markets 
 spot and derivative markets (10 

marks). 

Complete and 
clear 

explanation 

Average 
explanation 

Poor 
explanation 

No explanation 

10–7 6–5 4–1 0 

Explain the importance of money 
creation and interest rate 
determination and which needs are 
addressed by this (5 marks). 

Complete and 
clear 

explanation 

Average 
explanation 

Poor 
explanation 

No explanation 

5–4 3 2–1 0 

Explain the importance of price 
discovery and which needs are 
addressed by this (4 marks). 

Complete and 
clear 

explanation 

Average 
explanation 

Poor 
explanation 

No explanation 

4–3 2 1 0 

Explain the importance of allied 
participants and the needs addressed 
by these (3 marks). 

Complete and 
clear 

explanation 

Average 
explanation 

Poor 
explanation 

No explanation 

 
3 2 1 0 

Give a conclusion with a critical 
discussion of whether all the needs of 
groups of participants are addressed by 
the financial system in South Africa (3 
marks). 

Complete 
conclusion 

Average 
conclusion 

Poor 
conclusion 

 

No conclusion 
 

3 2 1 0 

 
1.3 The two questions in activity 1.3 both have to do with the functions of the financial system. 

Therefore, both answers should include a discussion of each function of the financial sector as 
can be found in section 1.4 of the textbook. However, the slant of the two questions differs – 
(a) refers to how the financial sector enhances the functioning of the real sector, while (b) refers 
to the well-being of the country. Therefore, the way in which you discuss the functions will differ 
although the functions remain the same. 

 
1.3 (a) You can use the following framework to evaluate your answer:  
 

Criteria that should be 
included in essay 

Indication of marks that can be allocated 

Give an introduction that sets the 
problem and explains the contents 
of the rest of the essay (3 marks). 

Complete 
introduction 

Average 
introduction 

Poor 
introduction 

No introduction 

3 2 1 0 
List all functions of the financial 
system and provide a clear 
description of why each function is 
important for the proper functioning 
of the real sector (14 marks). 

Half a mark for each correct function listed (out of 4,5) 
Clear, complete 
description of 
why functions 
are important 

for the effective 
functioning of 
the real sector

Average 
description of  
why functions 
are important 

for the effective 
functioning of 
the real sector 

Poor 
description of  
why functions 
are important 

for the effective 
functioning of 
the real sector 

No description 
of  why 

functions are 
important for 
the effective 
functioning of 
the real sector

9,5–7 6–4 3–1 0 
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Criteria that should be 
included in essay 

Indication of marks that can be allocated 

Provide a conclusion with a 
discussion indicating that the South 
African financial system has all the 
elements to support the real sector 
of the economy (3 marks). 

Complete 
conclusion 

Average 
conclusion 

Poor 
conclusion 

No conclusion 

3 2 1 0 

 
1.3 (b) South Africa is a developing economy with a wide variation of participants. There are 

businesses producing goods and services using the most advanced technologies available in 
the world, but there is also a large part of the community with a low standard of living and 
limited resources available to them. The financial sector should address the needs of all these 
participants. For this essay, you should once again discuss the functions of the financial sector 
(as discussed in section 1.4 of the textbook), but you should now address the degree to which 
all sectors of the community are serviced by this financial system. The following framework 
can be used to evaluate your answer: 

 

Criteria that should 
be included in essay 

Indication of marks that can be allocated 

Give an introduction that sets 
the problem and explains the 
contents of the rest of the 
essay (3 marks). 

Complete 
introduction 

Average 
introduction 

Poor introduction No introduction 

3 2 1 0 
List all functions of the 
financial system and provide a 
clear description of how the 
different needs of the various 
groups in our community are 
addressed by the financial 
sector. (14 marks). 

Half a mark for each correct function listed (out of 4,5) 
Clear, complete 
description of  

different needs 
and how the 

financial sector 
addresses these 

needs

Average 
description of  

different needs 
and how the 

financial sector 
addresses these 

needs 

Poor description 
of  different 

needs and how 
the financial 

sector addresses 
these needs 

No description of  
different needs 

and how the 
financial sector 

addresses these 
needs 

9,5–7 6–4 3–1 0 

Give a conclusion with a 
discussion indicating to what 
degree the South African 
financial system addresses the 
needs of all the sectors of the 
economy (3 marks). 

Complete 
conclusion 

Average 
conclusion 

Poor conclusion No conclusion 

3 2 1 0 

 
1.4 (a) Refer to section 1.5 of the textbook – second to fifth paragraph 
 

Price stability is low and stable (non-volatile) changes in the general price level, and is 
generally referred to as the inflation rate. Low inflation refers to an increase in the price level 
of between 2% and 3%. 
It is important to have low inflation as this means that expected changes in the price level have 
no impact on the decision-making process in the economy, which contributes to all sources 
being used most effectively. 
Price stability is achieved through the implementation of sound monetary policies in order to 
protect the value of the currency. This is primarily the function of the central bank. 
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1.4 (b) Refer to section 1.5 of the textbook – sixth to seventh paragraph: 
 

“Stable conditions in the financial system are accomplished when there is a high degree of 
confidence that the financial intermediaries and markets are stable, i.e. able to meet their 
obligations without disruption. This does not mean that individual financial institutions cannot 
be allowed to fail. The financial system is unstable only when systemic failure is highly 
probable.  

 
How are stable conditions in the financial sector brought about? They are achieved by the 
central bank putting in place measures and facilities that allow it to fulfil its core functions, for 
example, supervising banks, ensuring the availability of notes and coins, maintaining an 
efficient payment system, and so on.” 

 
1.4 (c) The quote is firstly about the advantages of innovation for both lenders and borrowers. The 

first paragraph describes how advances in technology can be used to evaluate 
creditworthiness of borrowers more effectively, and therefore makes it possible to advance 
credit to a broader range of borrowers. 

 
In the second paragraph, Alan Greenspan, who at that stage was the chairman of the Federal 
Reserve, the central bank of the USA, says that this improvement led to rapid growth in the 
subprime mortgage loan market. We know that these subprime mortgage loans were 
combined in special purpose vehicles. These special purpose vehicles then issued securities 
that were backed by these low quality mortgage loans, and these securities were sold to 
various investment institutions, without them being aware what they were really investing in. 
There were no regulatory measures to avoid this; regulation did not keep track with innovation. 

 
As you know, the economic situation deteriorated and this led to many borrowers not being 
able to pay back these low quality loans. At the same time, property prices started to decrease 
dramatically, so that the assets that were the backing for the mortgage loans were worth very 
little. The securities that the investment institutions invested in were also worth very little and 
therefore they suffered large losses. Of course, the parties that suffered the most were those 
that invested with these investment companies. 

 
1.5 (a) This statement is not true. The cost as well as the advantage of regulation should be 

considered. However, especially in a developing economy where all participants do not have 
access to the formal financial system, the types of services available to the lesser developed 
sectors of the economy should be carefully monitored to ensure that they are not taken 
advantage of, on the one hand, but also, on the other hand, that their activity is not stifled by 
the non-availability of necessary services. Too much regulation may stifle development as it is 
expensive, and therefore it is always necessary to keep a balance between the need to protect 
consumers and small business persons (i.e. by introduction of regulatory measures) and the 
need to encourage the provision of necessary new innovations to supply in new needs. 

 
1.5 (b) This statement is not true. Regulation comes at a cost. Therefore, both the advantage of 

regulation and its cost should be considered. If the advantage does not exceed the cost, it 
would not be effective to implement regulation. Therefore, it follows that sectors of the financial 
sector that service retail clients will usually be regulated as these clients need to be protected 
(the advantage of regulation will exceed the cost) while sectors that include mostly wholesale 
transactions may not be regulated as these will include mostly knowledgeable participants and 
therefore the advantage will not exceed the cost. However, the possibility of actions that may 
disrupt the whole economy has to be taken into account and therefore even such wholesale 
participants may sometimes be regulated if the possibility exists that their actions may 
influence or destabilise other sectors of the economy. 
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1.5 (c) Regulation includes the following elements: 
 

 establishing rules relating to a particular industry, for example, issuing legislation 
 monitoring whether those rules are complied with 
 enforcing those rules by taking action against those persons not complying with them 

 
1.5 (d) The objectives of financial regulation are discussed in section 5.2.2 and are the following: 
 

 Consumer or investor protection – as consumers have access to less information than the 
suppliers of financial services, they may be exploited and therefore regulation should be 
in place to limit such exploitation. 

 Ensuring the solvency and financial soundness of the country’s financial institutions – 
consumers do not have adequate knowledge to evaluate the solvency and financial 
soundness of financial institutions and therefore regulation should be in place to protect 
consumers by ensuring financial sound institutions and also having measures in place to 
protect consumers when institutions fail. 

 Promoting fair, efficient and transparent securities markets that makes it possible for all 
(both surplus and deficit units) to participate in a fair manner by ensuring adequate and 
timely information is available and that systems are in place to ensure that transactions 
are handled efficiently and at a fair cost. 

 Promoting a stable financial system by monitoring, mitigating and managing systemic risk 
through adequate regulatory measures and ensuring that risk is not contagious. 

 
1.5 (e) The regulatory framework in South Africa is discussed in section 5.3.1 of the textbook. To 

answer this question, you have to provide an overview of the regulatory framework of South 
Africa and then discuss whether you think it is a coherent ethical framework that ensures 
enforceability. 

 
The regulatory framework includes the following elements:  

 
Banks are regulated by the SARB’s bank supervision department. 
Non-bank financial institutions are regulated by the Financial Services Board (FSB). 
The registration of companies is handled by the registrar of companies. 
Medical schemes are regulated by the registrar of medical schemes, which falls under the 
Department of Health. 
The Financial Intelligence Centre (FIC) is responsible for control of anti-money-laundering 
activities. 
Consumer credit is regulated by the National Credit Regulator (NCR). 
The Council for Overseeing Recognised and Statutory Ombudsman Schemes regulates the 
different ombudsmen that exist in the country, while the FSB administers this. 
A central security depository and an independent clearing house operate as self-regulating 
organisations (SROs) in terms of the Financial Markets Act. (4) 

 
Regarding the coherency and the enforceability of the system: 

 
Because this system is relatively fragmented with various institutions responsible for 
regulation, it makes regulation more difficult to enforce. The twin peaks model (which may 
already have been implemented by the time you read this) where there will be one institution 
responsible for supervising all different financial institutions and another for regulating market 
conduct, seems to be less fragmented and may therefore be easier to implement and enforce. 
 (4) 
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1.6 (a) The following framework may be used: 
 

 Indicate that this statement is true.  
 Refer to the essential elements that a financial system consists of, as well as the allied 

participants (section 1.2 of textbook) and indicate that all of these are present in South 
Africa. 

 Provide a brief overview of regulation in South Africa (see section 5.3.1 of the prescribed 
book). 

 Conclude with a brief discussion indicating that the South African financial system is really 
sophisticated and can therefore play the important role of ensuring that economic growth 
is not hampered by a lack of financial capacity. 

 
 
 Note that when you have completed this course, you will be able to provide a much better and 

comprehensive answer to this question. You will then also be able to discuss the various types 
of institutions in much more detail, and you will also be able to discuss the different financial 
markets in South Africa and the instruments traded in these markets. 

 
1.6 (b) To answer this question, you have to refer to the functions of the financial markets (section 1.4 

of the textbook) and you have to refer specifically to the relationship between the real markets 
and the financial markets when you discuss each function. 
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3. DISCUSSION OF ACTIVITIES IN LEARNING UNIT 2 
 
2.1 (a) This is an activity to make you think – there are no right or wrong answers. 
 
2.2 (a) The repo rate is the interest rate at which the SARB provides accommodation to the banks on 

a regular basis. 
 
2.2 (b) The Monetary Policy Committee is responsible for setting the repo rate. 
 
2.2 (c) The banks reacted to the increase in the repo rate by increasing their prime lending rates, and 

all other lending rates, in accordance with the increase in the repo rate. Banks will also increase 
their deposit rates when the repo rate increases, as indicated by the phrase “this is good news 
for investors seeking interest income”. 

 
2.2 (d) The main reason for an increase in the repo rate is always that the expected inflation rate is 

too high, as indicated by the phrase “the year-on-year inflation rate as measured by the 
consumer price index (CPI) for all urban areas measured 6,6% in May, up from six percent 
and 6,1% in March and April respectively”. The target range for the inflation rate is 3% to  
6%, so it is clear that the inflation rate was exceeding the target range. 

 
Other factors mentioned by economists quoted in the article are the large current account 
deficit and the fact that there is insufficient saving to meet investment demand. Higher interest 
rates would contribute to addressing both these issues, as well as the high inflation rate. 

 
2.2 (e) The following ways in which a higher repo rate may affect consumers are mentioned: 
 

 Borrowing would be costing more. 
 Consumers should review their income and debt portfolios and adjust their consumption 

patterns. 
 Reduce borrowing due to higher cost. 
 Decline in demand for credit. 
 Consumers that were already struggling to pay back debt may have to restructure their 

debt as even higher rates may be expected in future. 
 On a positive note: Consumers will earn higher interest rates on their savings. 

 
2.2 (f) The repo rate today (12 February 2015) is still 5,75 %. 
 
2.3 (a) Money is anything that is accepted as payment for goods and services and debt. In a modern 

economy such as ours, it consists of notes and coins in possession of the private sector and 
deposits with the monetary banking sector (i.e. M = C + D).  

 
 

Currency consists of notes and coins. 
 

Current account deposits are deposits with banks that are available on demand, also called 
demand deposits. 

 
A cheque is an instruction to transfer money from one person’s deposit account to another. 

 
Banks have to keep a certain percentage of their total deposits in reserve. The ratio of total 
deposits that they hold in reserve would be called the reserve ratio. This reserve ratio can 
include a cash reserve ratio (i.e. a certain percentage of total deposits held in cash) and a 
liquid reserve ratio (i.e. a certain percentage of total deposits held in liquid reserves). Part of 
such reserves are legal reserves that banks have to hold according to law and part of such 
reserves they hold to ensure that the have adequate liquidity available to supply in the needs 
of depositors who want to withdraw or transfer funds. 
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2.3 (b) Deposits held with banks are liabilities to the bank as it represent funds that are owed to the 
depositors.  

 
Such deposits may be transferred to someone else’s account for payment purposes of to settle 
a debt, in which case the deposit of the party paying will decrease and the deposit of the party 
receiving the funds will increase. 

 
Therefore, it is clear that banks’ liabilities (deposits) are accepted as payment for debt. 

 
2.3 (c) When a bank provide a loan to a client, they create a loan account for the amount of the loan 

(an asset to the bank) and a deposit account for the same amount (a liability to the bank). 
Deposits form part of the money supply (M = C + D) and therefore, once the deposit account 
has been created, money has been created. 

 
The following factors affect the amount of money created by banks (see section 3.2.1 under 
the heading Who supplies deposits (D) and what determines the amount supplied? and also 
question 2.3 (d) for a discussion of these factors): 
 
 the reserve ratio (cash and liquid reserve ratio)  
 the ratio of demand deposits that banks’ clients wish to hold in cash  
 the willingness of banks to take risk  
 the willingness of banks’ clients to take on risk  
 open market operations  

 
2.3 (d) The following factors will determine the size of demand deposits: 
 

 The reserve ratio (cash and liquid reserve ratio) – the higher the reserve ratio, the less 
deposits are created. 

 The ratio of demand deposits that banks’ clients wish to hold in cash – the larger this ratio, 
the less deposits are created as it means that banks have less cash available for reserves. 

 The willingness of banks to take risk – the more willing banks are to take risk and provide 
loans, the more deposits will be created. 

 The willingness of banks’ clients to take on risk – the more willing banks’ clients are to 
take on loans, the more deposits will be created. 

 Open market operations – the more reserves the central bank provides to the banks, the 
more deposits they can create. 

 
2.4 (a) Raising of funds for investment projects by banks 
 Investment banking (also sometimes referred to as merchant banking) involves the activities 

that banks participate in when they raise funds so that third parties can undertake projects. 
This is different from intermediation as the bank does not provide a loan but merely helps a 
third party to obtain funds from surplus units. 

 
 Banks can help the investing firm or deficit unit to raise funds by issuing securities in the capital 

market or via private equity. Securities issued on the capital market can include bonds and 
shares. Private equity or venture capital is raised directly from funds and individuals by offering 
them a stake in the investment.  

 
What will the bank do to assist such a deficit unit? The bank can act as an underwriter and/or 
agent for the investing firm. Underwriting involves evaluating the investment or firm and bearing 
the risk of selling the securities and the cost of holding them – until they are sold. As an agent, 
the bank promotes the selling of the securities but does not bear the risk of them not selling. 

 
Banks will charge fees for acting as underwriters or for promoting securities. 

 
Acting as consultants for parties that buy securities 
Banks also deal with the buyers of such securities by offering research and advice services to 
the surplus units who wish to invest in securities. They provide this type of service at a fee. 
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Intermediaries 
Banks act as intermediaries between surplus and deficit units. On the one hand, there are 
individuals and firms who have surplus funds at their disposal, and on the other, there are 
individuals and firms who require loans. Both surplus and deficit entities have accounts at 
banks, and banks can be viewed as intermediaries, channelling funds from surplus to deficit 
units. 

 
Payment service providers 
Banks provide payment services, meaning they assist clients to transfer funds from their 
accounts to the accounts of the parties that they wish to pay. These may involve interbank 
transfers (payments made by bank customers to customers of a different bank) and intrabank 
transfers (payments made by bank customers to customers with the same bank). 

 
An intrabank transfer will merely affect the different sizes of clients’ deposits held with a bank, 
but when an interbank transfer is involved, the process is more complicated. In effect, the 
person making out the cheque is instructing their bank to pay another bank the amount of the 
transaction, and in the process the paying bank loses reserves. Such interbank transactions 
are usually settled via the accounts that banks hold at the central bank.  
During a trading day, a bank’s customers will be paying amounts to clients of other banks and 
receiving payments from other banks. At the end of the trading day, it is the net amount that 
banks owe each other that is important. The term “clearing bank” arose from the idea that at 
the end of a trading day, banks would net out the amounts that they owed each other. Such a 
clearing process would take place through the books of the central bank, at which institution 
the banks themselves held accounts. 

 
Different processes may be used by banks for settling the net amounts owed. If Bank A owes 
Bank B R7 million and Bank B owes Bank A R5 million, the two transactions can be resolved 
by Bank A paying Bank B R2 million – we can call this the net method. Alternatively, Bank A 
can pay Bank B R7 million and Bank B can pay Bank A R5 million – we can refer to this as the 
gross settlement method, which is the one used in South Africa. 

 
2.4 (b) Interbank transfers involve payments made by bank customers to customers of a different 

bank, while intrabank transfers involve payments made by bank customers to customers with 
the same bank. 

 
Net settlement refers to the situation when only the net amount is transferred, while gross 
settlement means that the individual amounts are transferred. For example, if Bank A owes 
Bank B R5 million and Bank B owes Bank A R3 million, the net settlement will involve only R2 
million transferred from Bank A to Bank B. With gross settlement, Bank A will pay R5 million 
to Bank B and Bank B will pay R3 million to Bank A. 

 
2.4 (c) Banks earn interest income for providing loans to deficit units. They pay interest on positive 

balances (this is broadly referred to as an interest expense) and charge a higher interest rate 
for the funds they lend (interest income). Thus, from their intermediation services and lending 
services, banks earn what is referred to as interest margin (interest income less interest 
expenses), also known as net interest income. 

 
Banks also provide services for which they charge fees. The income earned from these 
services is typically referred to as non-interest income. Such services can include the following: 

 
 payment services – such as for processing a debit order or drawing cash at an ATM, or for 

current account facilities and internet banking  
 investment-related and trading-related activities 
 financial advice  
 the management of investment funds 
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2.5 (a) Banks’ assets (their loans) are usually provided for a long term, and are uncertain and illiquid. 
Their liabilities (the deposits they hold) have to be available on demand and are liquid. 
Therefore, there is a mismatch between assets and liabilities of banks as far as their liquidity 
is concerned, and as far as their maturity and risk are concerned. 

 
2.5 (b) Risk of default: Certain borrowers will be unable to service the debt owed to them. 

Funding liquidity risk: Banks have to be able to provide cash to their clients if they want to 
withdraw their deposits. If a lot of clients want to do this at the same time, banks will not have 
enough cash available immediately. 
Market liquidity risk: This relates to the ability to turn an asset into cash without the loss of 
value. If market liquidity risk is low, an asset can be traded at short notice, at low cost and with 
little impact on its price. 

 
2.6 (a) Minimum capital requirements: Banks are required to maintain a certain level of capital against 

risk-weighted assets (which are mostly loans). This ratio is referred to as the  
capital-adequacy ratio. 
Minimum capital adequacy ratio: In South Africa, a minimum capital-adequacy ratio of 9,5% is 
applied. 
Liquid asset requirements: In addition to holding cash reserves at the Reserve Bank, banks 
have to invest a certain portion of their deposit liabilities in certain prescribed assets, which 
include government bonds, treasury bills, Land Bank bills and Reserve Bank debentures. The 
daily liquid asset requirement is set at 5% of total liabilities as adjusted. 

 
2.6(b) (i) False – banks have to hold 2,5% of all their liabilities to the public in the form of cash 

reserves with the SARB. 
(ii) False – banks earn no interest on these reserves (refer to section 3.5 of the textbook). 
(iii) True – that is why if forms part of the South African Reserve Bank Act. 
(iv) False – see section 3.5. 

 
2.7 (i) The term “unbanked” refers to those persons in the economy who do not have any bank 

account. The purpose of the CGAP is to find ways to provide access to financial services 
to enhance economic development. 

 
(ii) Microfinance can be sequenced to create pathways for the poorest out of extreme poverty. 

Sustainable and inclusive economic growth and development will be assisted by improving 
access to financial services for the poor, the vulnerable and those in rural communities. 
Microfinance institutions increase financial inclusion in developing countries by providing 
basic financial services to persons with lower incomes and who live in rural communities 
with limited or no access to formal financial institutions. Households that have access to 
basic financial services are better able to reduce and manage many of the risks they face 
and operate more fully as economic citizens. 
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2.8 After the transaction, XY Bank's balance sheet will look like this:  
XY BANK 

Liabilities  Assets 

Deposits  R555,000 m SARB cash reserves 
SARB clearing account  
Liquid asset requirement 
Loans  
Financial investment    

R13,875 m
 R4,625 m
R27,750m 
R450,000

R58,750 m

Total   R555,000 m Total                      R555,000 m

 
Deposits increase by R5 million to R555 million. Cash reserves with the SARB have to increase 
by R0,125 million (0,025 x R5m) to R13,875 million and the liquid asset requirement has to 
increase by R0,25 million (0,05 x R5m) to R27,75 million. This means that R0,375 million of 
the R5 million has to be allocated to liquid and cash reserves. The rest (R4,625 m) will increase 
the balance on XY Bank's clearing account with the SARB. If this was the only transaction for 
this day, XY Bank will probably withdraw this amount from the clearing account where it earns 
no interest and use it in a more lucrative way, for example to provide loans or to buy financial 
assets. 

 
2.9 (a) The liquidity deficit of an individual bank may be financed as follows: 

(i) borrowing from another bank that is experiencing a surplus 
(ii) borrowing against their own cash reserves with the SARB under the averaging principle  
(iii) borrowing from the SARB through a repurchase agreement at the repo rate 
(iv) borrowing from the SARB through the standing facility at a penalty margin above the 

repo rate or below the repo rate 
(ii) to (iv) forms part of the liquidity deficit of the banking sector but not (i) 

 
2.9(b) Banks experiencing a deficit tender to obtain refinance from SARB through a repurchase 

agreement – only the amount is tendered. 
The SARB decided on the amount of refinancing provided and the amount of financing allowed 
to each bank is allocated on a pro rata basis based on the tenders received from banks. 
Banks receive cash from the SARB based on the market value of the securities that act as 
underlying instruments for the repurchase agreement. 

 
Acceptable underlying instruments are: 
 Land Bank bills 
 SARB debentures 
 treasury bills 
 government stock 

 
When repurchase agreement expires, the bank has to pay back the amount received in the 
first leg of the repurchase agreement plus interest at the repo rate. 

 
2.9 (c) The SARB can influence the size of the money market deficit through open market operations. 

When the SARB sells securities to the banks (open market sale), rand flow from the banks to 
the SARB and the money market deficit increases. 
When the SARB buys securities from the banks (open market purchase), rand flow from the 
SARB to the banks and the money market deficit decreases. 

 
The SARB can also influence the size of the money market deficit through the use of reverse 
repurchase transactions. 
In the first leg, the SARB sells securities to the banks, rand flow from the banks to the SARB 
and the money market deficit increases. 
In the second leg, the SARB buys the securities back from the banks, paying the amount paid 
in the first leg plus interest at the agreed repurchase rate, and the money market deficit 
decreases again. 
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Foreign exchange swaps can also be used by the SARB to influence the size of the money 
market deficit, and will involve the following: 
The SARB sells foreign exchange to the banks in the first leg, therefore rand flows to the banks 
and the money market deficit is increased. 
In the second leg, the SARB buys back the foreign exchange, rand flows back to the banks 
and the money market deficit is decreased again. 

 
Lastly tax and loan accounts can be used to influence the size of the money market deficit. 
When funds are transferred from a government tax and loan account with one of the 
commercial banks to the government’s account with the SARB, the money market deficit 
increases, and when funds are transferred from the government’s account with the SARB to a 
tax and loan account with a commercial bank, the money market deficit decreases. 

 
2.9 (d) The correct answers are as follows: 
 
 a. Increase e. Increase 
 b. Increase f. Decrease 
 c. Decrease g. Increase 
 d. Increase h. No increase or decrease 
 
2.9 (e) Accommodation takes place on a daily basis and has to do with the financing of the daily 

liquidity deficit of the banking sector at the repo rate. Accommodation policy has to do with the 
level of the repo rate. The purpose of accommodation policy is to influence the level of interest 
rates in the economy with the objective of keeping the inflation rate in the target range, 
therefore accommodation policy is aimed at price stability. 

 
The lender-in-last resort function of the SARB has to do with the objective of financial stability, 
and therefore with the supervisory role of the SARB over the banks. If a bank is experiencing 
liquidity problems (over and above the amounts that the SARB is willing to provide through 
accommodation), the SARB can provide a loan to such a bank if it is clear that this bank is only 
experiencing a temporary liquidity crisis and that its risk management procedures are sound. 
The purpose of such a lender-in-last resort loan is to limit the contagion effect to the rest of the 
financial sector.  

 
2.9 (f) (i) Official foreign exchange reserves are external assets that are readily available to and 

controlled by monetary authorities, for the direct financing of external payment 
imbalances, for indirectly regulating the magnitudes of such imbalances through 
intervention in markets to affect the currency exchange rate, and/or for other purposes. 

 
(ii) Central banks hold foreign exchange reserves for four main reasons:  

 
 The most important one is to enable the central bank to intervene in the foreign 

exchange market – in other words, to buy or sell foreign exchange to influence the 
value of the currency.  

 Second, central banks hold foreign exchange reserves for transaction purposes, for 
example to finance foreseeable foreign exchange demands from the public sector, 
such as the government.  

 A third reason is that they serve as a buffer against international financial shocks or 
crises.  

 The fourth reason relates to the portfolio or wealth diversification motive. Most central 
banks consider safety, liquidity and return as their major  
reserve-management objectives. Wealth considerations influence decisions on the 
composition of reserves and the desired level of reserves.  

 
(iii) The total foreign exchange reserves have been divided into three tranches based on the 

objectives and investment horizon. The size of each tranche reflects the rationale for 
holding such a tranche and is as follows:  
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 Liquidity tranche. The purpose is to have relatively liquid funds for operational 

requirements and to meet estimated monthly liquidity requirements for payments 
and possible interventions. 

 Buffer (or intermediate) tranche. The purpose is to replenish the liquidity tranche, 
and it may be seen as fulfilling the role of precautionary balances in the event of 
unexpected liquidity demands. 

 Investment tranche. The purpose is to focus on a return-enhancing approach within 
a framework of a specified and prudent risk appetite. The investment committee of 
the South African Reserve Bank determines at the beginning of each fiscal year the 
target ranges of each tranche in accordance with the approved criteria.  

 
Practices in managing reserves in the South African Reserve Bank are aligned with 
the guidelines for foreign exchange reserve management released by the IMF. 

 
2.9 (g) (i) Corporation for Public Deposits (CPD) 

(ii) South African Mint Company 
(iii) South African Bank Note Company 

 
2.9 (h) (i) 3-6% 

(ii) The latest available figure is for December 2014 when it was 5,3%.  
(iii) The repo rate on 12 February 2015 was 5,75% and the prime rate was 9,25%.  
(iv) The current R/$ exchange rate on 12 February 2015 was 1$=R11,785 while the R/£ 

exchange rate on the same day was 1£=R17,9485 
(v) The following is from the SARB’s website: 

 
The ultimate objective of economic policy is to create a sustainable level of economic 
growth through investment, employment and production.  This is best achieved when 
contributions are made from all sectors in the economy.  Historically the financial sector 
has made substantial contributions to the level of economic growth.  The responsibility 
for ensuring healthy contributions from this sector towards sustainable economic growth, 
are generally split between three parties. 
Firstly, government’s responsibility is to create a stable environment and infrastructure of 
legal rules and practice and timely, accurate information, supported by regulatory and 
supervisory arrangements that help ensure constructive incentives for financial market 
participants.  Success will promote growth and stabilise the economy on a higher growth 
path. 
Secondly, the central bank is responsible for contributing towards the achievement and 
maintenance of a stable financial system.  Thirdly, the environment and conditions 
created by the government and the central bank will enable the private sector to create 
economic growth through investment, employment and physical production. 
For many years, central banks have focussed primarily on their monetary policy (price 
stability) objective. However, the Great Recession that began in 2007 has seen a rethink, 
with an increased emphasis on financial stability. 
The relationship between monetary policy and financial stability is important, not only in 
looking at what monetary policy, or monetary policy tools, can do about financial stability 
issues but central banks must also ensure that monetary policy actions themselves do 
not promote financial instability.  For example by keeping interest rates too low because 
inflation is within the target, such that these low interest rates in turn generate an asset 
price bubble. 
The increasing interdependence of economies and interconnectedness of the global 
financial system has led to significant financial stability initiatives. These structured 
initiatives have developed standards that are material to the strengthening of the global 
financial system. Furthermore, the cost of the recent financial crisis has been significant. 
According to the International Monetary Fund (IMF) direct costs of banking crises in the 
past 15 years exceeded 10% of the GDP in more than a dozen cases.  
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A concerted effort through various international bodies has seen agreement on common 
standards and principles for financial regulators. This has also resulted in central banks 
focussing more closely on financial stability and macro prudential analysis. 

Source:https://www.resbank.co.za/Financial%20Stability/Pages/Rationale-for-a-financial-
stability-focus.aspx 

 
This extract indicates that the financial stability function of the SARB has to do with 
maintaining a healthy financial system. The SARB is responsible for supervising the 
banks and to make sure that they maintain proper risk and financial management 
procedures, and to make sure that the contagion effect of a possible bank failure is 
limited. This function is performed by the Banking Supervision Department of the SARB. 

 
Monetary policy has to do with price stability, and is aimed at keeping the inflation rate 
between the target range of 3% and 6%. The SARB uses changes in the repo rate to 
achieve this. Decisions concerning the repo rate are taken by the Monetary Policy 
Committee. 

 
Thus monetary policy is aimed at ensuring that the price level is at an acceptable level 
while the financial stability function of the SARB has to do with ensuring the safety of 
financial institutions in the economy. 

 
2.9 (i) (i) The inflation target range in the RSA at that stage (July 2014) was 3% to 6%.  

(ii) Given that inflation was outside the target range, the Monetary Policy Committee (MPC) 
would seriously consider increasing the repo rate to bring the inflation rate down so that 
it falls within the target range again.  

 
2.9 (j) (i) A payment system consists of a set of instruments, banking procedures and interbank 

funds transfer systems that ensures the circulation of money.  
 

(ii) Almost all economic transactions involve some form of payment. Well-designed and 
managed payment systems help to maintain financial stability by preventing or containing 
financial crises, and help to reduce the cost and uncertainty of settlement, which could 
otherwise act as an impediment to economic activity.  

 
(iii) Non-interest income  
 

2.10 (a) When a bank provides a loan to a client, it creates a loan account for the amount of the loan 
(an asset to the bank) and a deposit account for the same amount (a liability to the bank). 
Deposits form part of the money supply (M = C + D) and therefore, once the deposit account 
has been created, money has been created. 

 
The following factors affect the amount of money created by banks (see section 3.2.1 under 
the heading Who supplies deposits (D) and what determines the amount supplied? and also 
question 2.3 (d) for a discussion of these factors):  
 the reserve ratio (cash and liquid reserve ratio)  
 the ratio of demand deposits that banks’ clients wish to hold in cash 
 the willingness of banks to take risk  
 the willingness of banks’ clients to take on risk  
 open market operations  

 
2.10 (b) The answer to this question cannot be found in the textbook and requires a bit of insight from 

a student: 
 

Profitability: Banks are profit-seeking institutions. Banks’ interest income comes from the 
difference between the interest they pay on their liabilities (deposits) and the interest they 
receive on their assets (loans). So, profitability will be higher the more loans banks can give 
out. 
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Liquidity: It refers to the fact that banks need to have adequate cash or very liquid assets 
available to supply any demand for withdrawal of funds. The more loans banks provide (and 
thus the more profit they can make), the more deposits they create and thus the larger the 
chance of a liquidity deficit. Therefore, assets and liabilities have to be carefully managed to 
ensure that banks always have adequate liquidity available. 

 
Security: Banks can charge higher interest rates for more risky loans, which will boost their 
profitability. However, this compromises liquidity as the chance that such loans will not be paid 
back, becomes larger. Therefore, banks have to take profitability, liquidity and security into 
account when managing their assets and liabilities, and not just one of these factors. 

 
2.10(c) The only mechanism the SARB has available to influence the amount of money created by 

banks is the repo rate. When the SARB wishes to limit the amount of money created by banks, 
they will put up the repo rate, resulting in a higher interest rate in general and specifically a 
higher interest rate charged by banks on new loans. Therefore, there should be fewer 
customers willing to take up new loans at the higher interest rate. This means that fewer 
deposits are created and thus money supply growth will decrease. 

 
2.10 (d) (i) The term “unbanked” refers to those persons who do not have access to or do not make 

use of formal financial services. Their funds do not form part of the reserves available to 
the banks and other financial institutions. 

(ii) Established mechanisms for payment are used, which excludes the formal financial 
sector.  
Limited payment services may be available in such areas. 
It is difficult to obtain information on the types of services needed by the unbanked, and 
it is difficult to contact them to inform them of the types of services that may be offered 
by formal financial institutions and how to use these. 

 
 

It is difficult to educate unbanked persons about the advantages of using formal financial 
structures.  
It is difficult to obtain identification and location information about potential new clients 
that is adequate for purposes of KYC (Know your customer). 
The regulatory environment may make it difficult to provide financial services to 
unbanked clients at costs that they can afford. 
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4. DISCUSSION OF ACTIVITIES IN LEARNING UNIT 3 

 
3.1 (a) The FSB is an independent agency, established in terms of the Financial Services Board Act 

to oversee the South African financial services industry in the public interest. 
  
3.1 (b) Short-term and long-term insurers, retirement funds and investment institutions are regulated 

by the FSB, as well as friendly societies and market conduct by all participants in the financial 
markets. 

 
3.1 (c) Yes, a regulator plays an important part in the economy because regulation ensures that 

consumers are not exploited, it ensures that markets are fair, efficient and transparent, it 
ensures the safety and financial soundness of financial institutions and it ensures that the 
financial system as a whole is sound and safe.  

 
The FSB ensures that market conduct by participants is legal and ethical, for example, that 
insider trading does not take place as described in the article on the Times Media Group where 
a group of directors are under investigation for unethical behaviour. 

 
The FSB also ensures that consumers are not exploited and in order to limit such exploitation, 
education of consumers is also important. In the article on funeral schemes, it is described how 
the FSB regulates funeral schemes while the article also provides some education about the 
role of the FSB. 

 
The FSB is also involved with design of laws pertaining to the financial sector, as described in 
the article on hedge fund regulation. 

 
3.2 (a) [1] 
 
3.2 (b) (i) The Financial Advisory and Intermediary Services Division regulates financial service 

providers by setting rules for such providers and ensuring that the rules are abided to for 
protection of consumers.  

(ii) The Capital Markets Department supervises the licensed exchange (the JSE), the central 
securities depository and the clearing houses. It strives to ensure that financial markets 
are efficient and fair in the interest of protection of consumers. 

(iii) The Directorate of Market Abuse monitors insider trading and also any trading that is not 
fair and efficient, or that may compromise the position of consumers. 

(iv) The Collective Investment Schemes (CIS) department supervises collective schemes in 
terms of the CIS Control Act. In terms of this Act, CIS managers should comply with 
certain requirements and should register with the FSB. The FSB ensures that investment 
management of CISs are according to preset guidelines and rules and are regularly 
reported. 

(v) The Credit Rating Services Department of the FSB is responsible for the regulation of 
credit rating agencies that provide credit ratings for various purposes in the capital 
markets in South Africa. The Credit Rating Services Act 24 of 2012 provides for the 
registration of credit rating agencies and the regulation of credit rating services, including 
the issuing of credit ratings. 

(vi) The Insurance Division regulates and supervises the long-term and short-term insurance 
industry in terms of the Long-term Insurance Act 52 of 1998 and the Short-term 
Insurance Act 53 of 1998. It should ensure that the insurers are financially sound and 
that they act in accordance with the law. 

(vii) The Retirement Funds and the Friendly Societies Department of the FSB supervises 
retirement funds and friendly societies by registering funds and approving their rules, 
analysing the annual audited financial statements and ensuring that investments comply 
with prudential investment guidelines. For retirement funds they also analyse actuarial 
enforcing payment of contributions by employers to employer-funded funds and monitor 
and enforce the prudential limits, according to which only an insurer can invest a preset 
maximum in any one particular investment.  
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(viii) The inspectorate department may at any time order an inspection of the affairs or part of 
the affairs of a financial institution. If the registrar has reason to believe a person or 
organisation that is not registered or approved is carrying on the business of a financial 
institution, he or she may order an inspection of the affairs or part of the affairs of that 
person or organisation. The registrar must ensure that the inspector instructed will be 
able to report objectively and impartially. 

 
3.3 (a) (i) False – Short-term insurers are regulated by the FSB. 

(ii) False – The amount that a short-term policy will pay out can only be determined once a 
certain pre-specified event as has taken place, as the purpose of the policy is to return 
the insured to the same financial position he or she was in before the specified event. 

(iii) False – Short-term insurers invest mainly in relatively liquid assets as their liabilities 
are unpredictable. 

(iv) False – The primary purpose of the Long-term Insurance Act is to protect the customer 
or insured. 

(v) False – Long-term insurers may not invest more than 75% of their total assets in the 
equity market. 

 
3.3 (b) [4] 
 
3.3 (c) [2] – This is not true as long-term insurers will also have owner’s equity on their balance sheet. 
 
3.3 (d) When you have to distinguish between different concepts, it is always a good idea to use a 

table to contrast the concepts. The following table shows the differences between short-term 
insurers and long-term insurers. 

 

 Short-term insurers Long-term insurers 

Role in economy 

Provide in short-term insurance 
needs of an economy, thus 
providing coverage for certain 
specified events that may take 
place in order to place the insured 
in the same financial position that 
he or she was in before the event 
took place. 

Provide in long-term insurance 
needs of an economy and will thus 
provide a specified amount of funds 
in the case of the loss of a life or in 
the case of a disability. It is alsoa 
vehicle for savings as certain  
long-term insurance policies are 
also designed to provide funds for 
retirement.

Types of policies 
provided 

Provide short-term insurance 
policies, e.g. engineering policies, 
guarantee policies, liability policies, 
motor policies, accident and health 
policies, property policies, 
transportation policies and 
miscellaneous policies. 

Provide long-term insurance 
policies, such as assistance 
policies, disability policies, fund 
policies, health policies, life policies 
or sinking fund policies. 

Investment profiles 

Holds largely short-term assets. 
Day-by-day, short-term insurers 
must be in a position to honour 
claims for damages caused by, for 
example, floods and earthquakes, 
i.e. their liabilities are 
unpredictable. 

Long-term insurers hold largely 
long-term investments. Their 
investments should be aligned with 
their liabilities under policies with 
different characteristics. The 
liabilities of long-term insurers are 
more predictable and therefore they 
can invest a large portion of funds 
in less liquid, more profitable 
assets. 
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3.4 (a) The following table shows the differences between defined benefit and defined contribution 
retirement funds: 

 

 Defined benefit retirement funds 
Defined contribution retirement 

funds 
How amount 
contributed by member 
is calculated 

Fixed percentage of salary Fixed percentage of salary 

How amount 
contributed by 
employer is calculated 

Amount necessary to provide in the 
specified defined benefit, as 
advised by actuary from time to 
time 

Fixed percentage of member’s 
salary 

How retirement benefit 
is calculated 

A fixed benefit, as specified in the 
fund rules (according to a set 
formula). The formula is based on: 
• the final salary or final average 
salary 
• the number of years as member of 
fund 
• an accrual factor, e.g. 1/60

All the contributions plus the net 
investment return (benefits depend 
on investment performance) less 
the cost of risk benefits and 
administration 

Who carries risk of 
investment 
performance 

Employer Member 

 
3.4 (b) (i) The advantages of defined contribution funds for employers may include the following 

(any 3): 
 

1. The contributions are fixed, thus less risky than with a defined benefit scheme. 
2. The structure is simpler and therefore administration costs are lower. 
3. Defined contribution funds might appeal to younger, more mobile employees, making it 

easier to recruit such candidates. 
4. The contribution is usually a fixed percentage of the employee’s salary package. This 

makes it easy to budget for the costs thereof based on payroll. 
5. Members tend to value their benefits more as they are expressed as a “current pot of 

money” rather than a “future promise”. 
 

(ii) The disadvantages of defined benefit funds for employers may include the following (any 
3): 

 
1. Unknown costs per employee make it difficult to budget for contributions. 
2. The employer carries practically all the risk in providing for the benefits. 
3. The requirement to increase contributions when investment returns are low compounds 

the risk. This is because the investment returns tend to be poor during times of weakness 
in the economy, which may also have a negative effect on the employer. 

4. The employer might not be able to benefit from accrued surplus if there is pressure to 
increase benefits based on surplus. 

5. Owing to the scheme’s more complex nature, administration costs might be higher than 
under a defined contribution scheme. 

 
3.4 (c) [5] 
 
3.4 (d) [2] 
3.5 (a) (i) False – CIS companies are fund companies that invest the funds received by placing 

them in one large portfolio.  
(ii) True 
(iii) True 
(iv) False – Hedge funds are not limited, but a CIS may not invest more than a certain 

percentage in any one security. 
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(v) True 
(vi) False – The number of investors in a CIS is not limited, but the number of investors in a 

hedge fund is limited by the number of shares issued. 
(vii) False – Hedge funds are illiquid; investors may not be able to redeem their interest at a 

particular moment in time. 
3.5 (b) [2] 
 
3.5 (c) Management and advisory firms normally offer a range of services, from banking transactions 

(such as savings accounts and personal loans) and advice on how clients should structure 
their portfolios, to actually managing the investment funds themselves. Examples of 
management and advisory firms are private bankers. 

 
 An investment (or fund) company invests a pool of funds belonging to many individuals in a 

single portfolio of securities. A collective investment scheme is an example of a fund company. 
 
3.5 (d) A table may be used to distinguish between the different types of investment institutions: 
 

 
How is this 
institution 

organised? 
What are the functions? 

CIS Fund company 

Funds from various investors are pooled or collected 
together for investment purposes with each investor entitled 
to a proportional share of the net benefits of ownership of 
the underlying assets. Pooling of resources ensures 
portfolio diversification and cost-efficient operation; and 
professional fund management ensures most effective 
investment strategy.

Hedge fund Fund company 

Hedge funds are a pool of private capital structured as a 
limited partnership with the objective of consistently achieving 
returns that exceed market returns under all market 
conditions by investing in any asset class and using any 
investment strategy, including leverage, derivatives, arbitrage 
and short selling.

PIC Fund company 

The PIC invests funds on behalf of public sector entities, 
based on investment mandates set by each of these clients 
and approved by the Financial Services Board (FSB). Funds 
managed by the PIC consist primarily of pension and 
provident funds, social security funds and the guardian’s 
fund. 
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3.5(e) (i) Here you are expected to define each of the types of investment vehicles and discuss 
the similarities and difference among them. 

 
Definitions: 

 
A collective investment scheme (“CIS” or “fund”) is any scheme where funds from various 
investors are pooled or collected together for investment purposes with each investor 
entitled to a proportional share of the net benefits of ownership of the underlying assets.  

 
A local CIS in securities is a scheme where the portfolio consists of shares, preference 
shares, bonds, futures, options, warrants and/or money market instruments.  

 
A property unit trust (PUT) can also be called a collective investment scheme in property 
(CISP). It is a collective investment scheme where the portfolio consists of property 
shares, immovable property and units of a CISP in a foreign country. 

 
A foreign CIS (FCIS) is established outside South Africa. An FCIS invites or permits 
members of the public in South Africa to invest in its portfolios. FCISs are denominated 
in foreign currencies, and South African investors may invest in them by using their 
foreign exchange investment allowance. The current foreign investment 
allowance allows funds to be invested into offshore investment portfolios, property, bank 
accounts or any other investments. 

 
Similarities: 

 
All three investment vehicles are therefore similar in that all are fund companies that pool 
the funds of investors and invest it in various types of portfolios, entitling the investors to 
a specific proportion of the net worth of the underlying assets. 

 
Differences: 

 
The three investment vehicles differ in terms of the types of assets that the portfolio that 
they invest in, will consist of as described in the definitions above. Foreign CISs are also 
different from the other two in that they are denominated in foreign currencies and South 
African investors have to make use of their foreign currency allowance to invest in them. 

 
(ii) Here you could choose any of the three types of investment vehicles to discuss. You are 

expected to discuss the types of investment such a vehicle will undertake (as discussed 
in the definitions in section (i) above) and then to discuss the advantages of current 
investment in such a vehicle. We provide one example: 

 
 

I would advise investors to invest in property unit trusts (PUTs). South Africa is a growing 
economy and therefore investment in fixed property will, in the long run, pay off although 
the returns may vary over the shorter term. Investment in fixed property provides capital 
growth and well as regular income, making it a worthwhile investment. As indicated in 
the article Should you still invest in listed property unit trusts? by Patrick Cairns and 
published in The Citizen, listed property is able to provide sustainable income. Even 
when capital returns are low, income returns remain. 
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3.6 (a) The table should look as follows: 
Institution Definition Regulation 

Stokvels 

A stokvel is a group or association of 
individuals who make regular contributions to 
a pool of savings or common fund, generally 
on a weekly, fortnightly or monthly basis. 
Each member can draw from the fund, usually 
for a specific purpose. In many stokvels, the 
pool is given in total or in part to each 
contributor on a strictly rotational basis. 

Self-regulating institutions that should be 
a member of the National Stokvels 
Association of South Africa (NASASA) 

Cooperative financial 
institutions 

According to the International Cooperative 
Alliance, a cooperative is an autonomous 
association of persons who unite voluntarily 
to meet their common economic, social and 
cultural needs and aspirations through a 
jointly owned and democratically controlled 
enterprise. Cooperative financial institutions 
offer banking-related services to their 
members and receive funds from members 
against the issue of shares or by the 
subscriptions of members. They also accept 
savings from their members and in turn 
provide them with credit facilities. 

Are exempt from the Banks Act, unless 
their total credit or funds exceed a 
certain minimum, in which case it has to 
register as a bank. 

Cooperative banks 

A cooperative bank is a cooperative that 
provides its members with a range of 
banking and financial services. The 
members are both the owners and the 
customers of the bank. 

Regulated in terms of the Cooperative 
Banks Act and supervised by the 
Supervisor of Cooperative Banks in the 
SARB. The Cooperative Banks Act 
provides a formal regulatory and 
supervisory framework for cooperative 
banks and protects members of such 
banks through, among others, the 
provision of depositor protection and 
lender-in-last-resort facilities.  
The Act requires cooperatives that 
provide services falling within the 
definition of the business of a bank to 
register as cooperative banks if they 
have 200 members or more and hold 
member deposits to the value of R1 
million or more.  
Cooperative banks must maintain and 
meet a number of prudential 
requirements in respect of capital 
adequacy, asset quality, liquidity, surplus 
reserves and large exposures. 

Friendly societies 

Friendly societies – once known as mutual 
aid societies – are mutual assistance or 
cooperative organisations whose members 
share a common bond, and are the owners 
of the society. Friendly societies offer a wide 
range of services to their members, such as 
granting annuities and endowments, 
payment of funeral expenses etc. 

Regulated in terms of the Friendly 
Societies Act and supervised by the 
Registrar of Friendly Societies. 

Mutual banks 

Mutual banks accept deposits from the 
general public, provide payment services 
such as cheques and electronic transfers, 
and make available credit such as 
overdrafts, home, term or asset-backed 
loans. Mutual banks differ from banks on 
three points: ownership requirements, 
minimum capital requirements and 
adherence to Basel II requirements. 

A mutual bank is registered in terms of 
and administered under the Mutual 
Banks Act. To register as a mutual bank, 
an entity needs to comply with certain 
statutory requirements regulating the 
application for registration, its ongoing 
operations and its prudential 
requirements.  

Micro-lenders 

Micro-lenders make small amounts of credit 
available to low-income individuals. The 
loans are generally unsecured and can be 
used for various purposes, such as 
education, financing a short-term financial 
deficit, etc. 

Regulated in terms of the National Credit 
Act. All non-bank credit providers must 
register with the National Credit 
Regulator and comply with the National 
Credit Act and any regulations issued in 
terms thereof. 
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3.6 (b) (i) Non-bank credit providers are institutions that provide credit to persons that do not qualify 
for bank credit. They include microlenders, retailers that provide credit facilities, vehicle 
financiers and pawnbrokers. All of these have to comply with the National Credit Act, 
which aims to provide a consistent regulatory and enforcement framework to promote a 
fair and non-discriminatory marketplace for access to consumer credit. 

 
(ii) Ithala Ltd is a wholly owned subsidiary of the Ithala Development Finance Corporation 

(IDFC), KwaZulu-Natal’s provincial development finance agency. Ithala Ltd accepts, 
holds and invests deposits received from the general public. It conducts the business of 
a bank in South Africa in terms of an exemption from the provisions of the Banks Act. 

 
(iii) The Postbank, a division of the South African Post Office, does deposit-taking in terms 

of an exclusion from the provisions of the Banks Act. The Postbank is ideally suited to 
meet the financial service needs of rural and poor communities in South Africa as it has 
access points of presence in practically every village, town and city in South Africa. It 
operates through more than 2 400 postal outlets and provides a number of savings and 
transaction products.  

 
3.6 (c) (i) A micro-lender makes small amounts of credit available to low-income individuals. These 

loans are generally unsecured and may be used for different purposes.  
 

(ii) Please note in this answer, as well as the following one, how we acknowledge the original 
article and author. Plagiarism is against the law, and definitely something for which a 
student can be expelled from studies. Therefore, it is always essential to refer to your 
sources such as we do here: 

 
According to the article Why micro-finance is no longer the darling of developmental 
investors, written by Andrew Carter, which appeared on the Moneyweb website on  
14 October 2013, the initial purpose of micro-finance was to assist low-income 
consumers to achieve life-goals. He discusses several ways in which micro-finance has 
contributed positively to our economy. Micro-finance can provide access to a range of 
needs such as housing, education and access to capital goods, which may be impossible 
without the availability of micro-financing because mainstream banking can’t or won’t 
service these clients. The idea was that competition would eventually bring down the 
cost of micro-finance and that lenders who acted inappropriately would be weeded out. 
Lots of capital flowed to micro-finance institutions, lured by high profits and also 
development funds that became available, and the possible advantages of increased 
competition did become reality. The National Credit Act also contributed to better 
governance of this industry in South Africa – also because it limits the vulnerability of 
consumers to illegal loan sharks. In this way, the micro-finance industry has been 
successful in servicing the needs of those who do not have access to the formal financial 
industry – providing, in the first place, funding to the most vulnerable sector of the 
economy and, in the second place, capital for small, micro and medium-sized 
enterprises; and thus contributing to economic growth and a decrease in unemployment. 

 
(iii) According to the article Why micro-finance is no longer the darling of developmental 

investors, written by Andrew Carter, which appeared on the Moneyweb website on 14 
October 2013, micro-lenders provide loans at very high interest rates and their collection 
methods are sometimes prejudicial to consumers. Another problem that has been arising 
in South Africa is that there is an unhealthy drive for customers in this industry. Carter 
calls it “size-and-term” competition: Micro-lenders compete not in terms of interest rates, 
but in terms of numbers, size of loans and length of payback time. As banks also enter 
this lucrative business, fierce marketing methods are used, which may be detrimental to 
customers. Making it easier to obtain a  
micro-loan does not make it easier to pay it back, and this is where consumers are often 
affected negatively. Consumers do not always have the knowledge to limit the credit they 
use to the amount that they can afford and may rather try to use the maximum amount 
that they are allowed to obtain. This can keep them in a cycle of poverty because it 
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becomes impossible to get rid of the debt. This is a real danger, which is becoming more 
and more prevalent and which may even affect growth negatively, as such practices 
decrease rather than increase the consumption of such indebted households in the long 
run. 

 
3.7 (a) [3] 
 
3.7 (b) (i) The SARB is the central bank of South Africa. As such, it is responsible for maintaining 

price stability by using monetary policy, and for maintaining financial stability, by 
supervising the banking system and some other credit providers. Due to its unique 
position, it also has some other functions such as operating the country’s payment 
system, acting as banker to the government, printing bank notes and minting coins and 
collectining statistics on economic variables.  

 
 (ii) The role of the Financial Services Board in the economy is to promote and maintain a 

sound financial investment environment in South Africa. Its mission is to promote fair 
treatment of consumers of financial services and products, financial soundness of 
financial institutions, systemic stability of financial institutions and the integrity of financial 
markets and institutions. This is done through supervision of several types of institutions 
in the economy, advising the government on the implementation of laws and promoting 
consumer education on financial matters. 

 
(iii) Commercial banking refers to the process of deposit taking with a view to on-lending 

such funds. Therefore, the roles of commercial banks are to receive surplus funds from 
depositors and to lend funds to deficit units. 

 
(iv) Short-term insurers provide in the short-term insurance needs of an economy, thus 

providing coverage for certain specified events that may take place in order to place the 
insured in the same financial position that he or she was in before the event took place. 

 
(v) Long-term insurers provide in the long-term insurance needs of an economy and will thus 

provide a specified amount of funds in the case of the loss of a life or in the case of a 
disability. Long-term insurance is also a vehicle for savings as certain  
long-term insurance policies are also designed to provide funds for retirement. 

 
(vi) Micro-lenders make small amounts of credit available to low-income individuals. The 

loans are generally unsecured and can be used for various purposes, such as education, 
financing a short-term financial deficit, and so on. 

 
(vii) Investment institutions fulfil several roles in an economy, namely to provide finance, 

create wealth, improve market efficiency and assist in price discovery. Investment 
institutions therefore provide different types of assistance and opportunities to surplus 
units to increase their wealth, while at the same time providing assistance and 
opportunities to deficit units to finance their deficits. 

 
(viii) In their simplest form, retirement funds are non-profit institutions that collect, invest and 

administer monies contributed to them by individuals and companies. Retirement funds 
act as regulated (for individuals’ protection) savings pools that enable people to save 
(cost and tax efficiently) for old age. 
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3.7(c) The completed table should look like this:  
 

Institution Regulator 
 

SARB FSB 
National 
Credit 
Regulator 

Commercial banks X   
Short-term insurers  X  
Long-term insurers  X  
Micro-lenders   X 
Investment institutions  X  
Retirement funds  X  

 
 
3.7 (d) (i) By the time this document had to be printed there was no indication that the “Twin peaks”-

regulation model would be implemented anytime in the near future  
 

(ii) The FSB 
 

(iii) Banks – SARB 
Other financial institutions – the FSB 

 
(iv) The twin peaks model refers to two regulators, each with specific functions. One of the 

twins, the Financial Services Board, will regulate market conduct – how all financial 
sector firms conduct their business, design and price their products, and treat their 
customers. The other regulator, to be housed in the Reserve Bank, will be responsible 
for prudential regulation and supervision (such as the solvency and liquidity of financial 
institutions), and will also promote financial system stability. A common purpose for both 
regulators is that of anti-money laundering and combatting the financing of terrorism. 
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5. DISCUSSION OF ACTIVITIES IN LEARNING UNIT 4 

 
4.1 Activity 4.1 is discussed directly after the activity. For this activity, we did not yet expect you to 

do the calculations, merely to think about the factors that should be considered. 
 
4.2 (a) R10 000/R150 000 x 365/73 = 0,3333 or 33,33% 
 
4.2 (b) (a), (d) and (f) are correct. 
 
4.2 (c) (b), (d) and (g) are correct. 
4.3 (a) (i) The nominal value of a discount instrument is the maturity value. When a discount 

instrument is sold in the primary or secondary market it trades at a discount, that is, the 
consideration will be equal to the nominal value minus a discount amount. 

(ii) The nominal annual return on a financial instrument is the annualised return or yield 
earned by investing the security without taking into account the interest that is earned on 
interim interest payments. The effective annual return is a compound growth measure 
that assumes that the return of the past year is repeated for the remainder of the year if 
the holding period is less than a year, and that the same return is achieved each year if 
the holding period exceeds a year. 

 
4.3 (b) (i) Consideration = NV (1- id x n) 
   = R1 000 000 (1 – 0,05 x 146/365) 
   = R980 000 
  (ii) The discount amount is R1 000 000 – R980 000 = R20 000. 
   iy = (discount amount/consideration) x (1/n) 
   = (R20 000/R980 000) x (365/146) 
   = 0,0510 or 5,10% rounded to two digits after the comma 

 
4.3 (c) (i) id = iy /(1+ iy x n) 
  = 0,125 / (1 + 0,125 x 73/365) 
  = 0,125 / 1,025 
  = 0,12195122 or 12,195122% 
  (rounding to three digits after the comma gives us 0,122) 
  Now, using the discount rate, the consideration can be calculated as follows: 
   Consideration = NV (1 -  id x d/365) 
   = R15m (1 - 0,122 x 73/365) 
   = R15m x 0,9756 
   = R14 634 000 
 
4.3 (c) (ii) The discount rate can be calculated as follows: 
  id = iy / [1 + iy x n)] 
  = 0,10 / [1 + 0,10 x 73/365] 
  = 0,098039216 or 9,8039216% 
  (0,098039216 rounded to three digits after the comma gives us 0,098) 
 
  Now, using the discount rate, the consideration can be calculated as follows using 

equation F.10.2: 
   Consideration = NV (1-  id x d/365) 
   = R15m (1- 0,098 x 73/365) 
   = R15m x 0,9804 
   = R14 706 000 
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4.3 (c) (iii) When the yield rate is 0,125 or 12,5%, the price is R14 634 000. 
  When the yield rate is 0,1 or 10%, the price is R14 706 000. 
  Thus: the lower (higher) the yield rate, the higher (lower) the price. 
  Note that this is a very important conclusion. A higher yield always implies a lower price, 

and vice versa. When the maturity value of an instrument is known, the lower the price 
that you pay for it, the more the profit you will realise on it if you keep it until the maturity 
date, and thus the higher the yield.  

 
4.3 (d) [3] 
 
4.4 The answer is discussed directly after the activity. 
 
4.5 (a) MV = NV x (1 + i x n) 
  = R98 000 000 x (1 + 0,1 x 73/365) 
  = R98 000 000 x 1,02 
  = R99 960 000 
 
4.5 (b)  (i) P = MV / (1 + i x n) 
   = R15 508 000 / (1 + 0,135 x 73/365) 
   =  R15 508 000 / 1,027 
   = R15 100 292 
 
  (ii) Accrued interest = (amount paid x i x nh) 
  = R 15 000 000 x 0,12 x 30/365 
  = R147 945,21 
 
 (iii) Capital profit (loss) = (R15 100 292 - R15 000 000) - R147 945,21 
   = R100 292 - R147 945,21 
   = -R47 653,21 (thus capital loss) 
 
4.5 (c) The table should look like this:  
 Discount instrument Interest add-on instrument 
Consideration 
when issued 

NV - discount 
NV - (NV x id x n) 
NV x (1 - id x n) 
(n = the number of days to maturity/365) 

NV 

Consideration in 
secondary 
market 

NV - discount 
NV - (NV x id x n) 
NV x (1 - id x n) 
(n = the number of days to maturity/365) 

MV / (1 + i x n) 
(n = the number of days to maturity/365) 

Return (iy) (discount amount / consideration) x (1/nh) 
(nh refers to the number of days in 
possession/365) 

(profit / consideration) x  
(1/nh)  
(nh refers to the number of days in 
possession/365) 

Maturity value NV NV + interest 
NV + (NV x i x n) 
NV x (1 + i x n) 
(n = the number of days to maturity/365)

 
4.6 (a) In leg one, Bank A will receive the market value of the security from the SARB: 
  Market value of instruments  =  nominal value of underlying instruments x AIP of the 

instruments 
   = R5 000 000 x 1,025 
   = R5 125 000 
 
 In leg two, Bank A will pay back the amount paid in leg one plus interest at the repo rate for 

seven days to the SARB.  We can calculate this as follows: 
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 Repurchase amount = N x (1 + i x n) (where N refers to amount paid in leg one) 
   = R5 125 000 x (1 + 0,1 x 7/365) 
   = R5 125 000 x 1,001918 
   = R5 134 828,77 
 
 Therefore, only statement [5] is correct. 
 
4.7 (a) As discussed in section 11.1 of the textbook, a bond contract will include the following: 
 

 Principal: This is the amount that the issuer will repay to the bondholder when the bond 
expires. It is sometimes also called the face value, par value or nominal value of a bond. 

 Coupon rate: This is the interest that the issuer promises to pay to the bondholder during 
the lifespan of the bond. It is normally expressed as a percentage per annum and may be 
a fixed or a variable interest rate. There is usually also an indication of the dates on which 
interest will be paid, usually semi-annually or, sometimes, annually. This is referred to as 
the coupon frequency. The interest payments are called coupons. 

 Maturity date: This is the date on which the bond will expire, thus the date at which the 
issuer will repay the principal to the bondholder. A bond is usually a capital market 
instrument – it is issued for periods longer than a year. The lifespan of a bond can be any 
length of time, for example five years, ten years, 30 years, and so on. 

4.7 (b) (i) Total interest on bond = 0,15 x R10 000 000 = R150 000 
  Interest is payable twice a year, thus on 30 November REO Bank will receive  

R150 000 / 2 = R750 000. 
 (ii)  Annual yield = annual income/buying price = 15/95 = 0, 1579 of 15,79% 
 
4.7 (c) (ii) 15 days before the coupon payment date the bond will trade ex interest. 
  Accrued interest for 15 days should first be calculated: 
  Accrued interest amount = principal x coupon rate per annum x d/365 =R35 000 000 x 

0,12 x 15/365 = R172 602,74 
  The clean price is R32 750 000. 
  To calculate the all-in price accrued interest has to be subtracted from the clean price: 
   All-in price = clean price -  accrued interest 
   = R32 750 000 -  R172 602,74 
   = R32 577 397,26  
  
 (i) 15 days after the coupon payment date the bond will trade cum interest. 
  Accrued interest for 15 days should first be calculated: 
  Accrued interest amount = principal x coupon rate per annum x d/365 =R35 000 000 x 

0,12 x 15/365 = R172 602,74 
  The clean price is R32 750 000. 
  To calculate the all-in price, accrued interest has to be added to the clean price: 
  All-in price =clean price + accrued interest 
   = R32 750 000 + R172 602,74 
   = R32 922 602,74  
4.7 (d) This bond will trade cum interest from 1 July to 29 November and from 1 January to 29 May, 

thus the all-in price will be higher than the clean price. 
 From 30 November to 31 December and from 30 May to 30 June, the bond will trade  

ex interest and the all-in price will therefore be lower than the clean price. Therefore, the only 
correct alternative is [2]. 

 
4.8 The different factors that can be identified are discussed directly after the activity. 
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4.9 (a) The factors that affect the interest rate on bonds are discussed in section 11.3 of the textbook: 
 

 Market interest rate levels are determined by several factors, such as inflation expectations, 
exchange rate considerations and tax policies. When these factors change, they affect the 
prices and yields of all financial instruments in a similar way.  

 The maturity of a bond is an important factor affecting the yield on a bond. Usually, we can 
say that the longer the term to maturity, the higher the yield on the bonds, reflecting the 
liquidity premium.  

 Expectations concerning the interest rate level in the future will affect bond prices, and may 
be affected by inflation and economic growth. When inflation is increasing (due to economic 
growth or any other factor), the expectation will usually be that the central bank will react by 
increasing the interest rate at which it accommodates the banking system, which will usually 
lead to an increase in all interest rates in the economy.  

 Market forces affect the prices of specific bonds. For example, when there is an increased 
demand for short-term bonds, their price will increase and therefore the yield on them will 
decrease. 

 An important factor that affects the yield on bonds is the issuer, because this affects the risk 
associated with the bond. The higher the quality of the borrower or issuer, the lower the risk 
of default associated with the bond; an investor can therefore expect a lower risk premium 
or yield on that bond, and vice versa. 
 

4.10 (a) You should consider the following: 
 

 Liquidity: The funds must be available when needed. 
 
 Risk: The company is going to need the funds for expansion, so the funds cannot be placed 

in a high-risk investment, since this may well prevent such expansion. 
 
 Return: The potential nominal annual return on the different options available should be 

calculated and compared. 
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6. DISCUSSION OF ACTIVITIES IN LEARNING UNIT 5 

 
5.1 (a) A repurchase transaction is usually for seven days – thus a very short period – and therefore 

it will be a money market rate. 
5.1 (b) The money market is the market where short-term securities with a maturity of a year or shorter 

are issued and traded, for example, Reserve Bank debentures, Land Bank bills, treasury bills, 
and so on. The capital market is the market where longer-term securities with a maturity of a 
year or longer are traded, such as shares and bonds. 

 
5.1 (c) There are several other financial markets, such as the derivatives market, the commodities 

market, the market for foreign exchange and the credit market.  
 
5.1 (d) A mortgage bond is usually for 20 or 30 years, and would therefore be a long-term loan. It is 

therefore a capital market instrument. Usually, a long-term rate would change in the same 
direction as a change in the repo rate, that is, when the repo rate increases, the interest rate 
on mortgage loans will usually also increase. 

 
5.2 (a) The calculations are shown directly after the activity. 
5.3 (a) (i) A SARB debenture is an interest add-on instrument. It is issued at the nominal value and 

therefore on 9 March 2014 Q-International Bank paid R10 million to the SARB. 
 

To calculate the consideration in the secondary market, it is necessary to first calculate 
the maturity value. The SARB debenture was issued at 11% and had a tenure of 90 days 
when issued. The maturity value can be calculated as follows: 

  MV = NV x (1 + i x n) 
  = R10 000 000 x (1 + 0,11 x 90/365) 
  = R10 000 000 x 1,027123 
  = R10 271 232,88 
 
  On 14 April 2014, the debenture traded at 10%. There were 54 days left to maturity. The 

consideration in the secondary market can be calculated as follows:  
  P = MV / (1 + i x n) 

 = R10 271 232,88 / (1  + 0,10 x 54/365) 
  = R10 271 232,88 / 1,014795 
  = R10 121 490,28 
  Thus, on 14 April 2014 ABC Bank paid R10 121 490,28 to Q-International Bank. 
 

On 7 June 2014, the SARB, who was the issuer, paid the maturity value of R10 271 233 
to ABC Bank who held the SARB debenture on the maturity date. 

 
 (ii) Profit realised by Q-International Bank 
  = R10 121 490 - R10 000 000 = R121 490 
 
  Real yield realised by Q-International Bank 
  = R121 490 / R10 000 000 x 365/36 = 0,1232 or 12,32% 
 
  Profit realised by ABC Bank 
  = R10 271 233 - R10 121 490 = R149 743 
 
  Real yield realised by ABC Bank 
  = R149 743 / R10 121 490 x 365/54  = 0,1 or 10% 
 
  (Note that Q-International Bank sold the RBDs at a lower rate than the rate at which they 

were bought, indicating a capital profit, which is why the real rate Q-International  
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  realised on the RBDs (12,32%) is higher than the rate at which it was bought (11%). ABC 
Bank kept the RBDs until the maturity, which is why their real return is equal to the rate 
at which they bought it.)  

 
 (iii) Accrued interest 
  = (amount paid x i x nh) where nh refers to the number of days that the security belonged 

to Q-International Bank) 
  = R10 000 000 x 36/365 x 0,11 
  = R108 493,15 
 
  Capital profit (loss) 
  = total income - accrued interest 
  = R121 490 - R108 493,15 
  = R12 996,85 
 
5.4 (a) An NCD is issued at the nominal value and thus no calculation is necessary. The correct 

answer is [3]. 
 
5.4 (b) The amount paid by Silver Cloud Holding can be calculated as follows using the interest rate 

at which it trades on that day (14,5%) and the number of days to maturity at that day  
(80 days): 

  P = MV / (1 + i x n) 
  = R1 253 852,10 / (1 + 0,145 x 80/365) 
  = R1 253 852,10 / 1,031781 
  = R1 215 231,06 
  ≈ R 1 215 231 
 
 Therefore, statement a is incorrect and statement b is correct. 
 
 
 As the interest rate at which AB Limited sells the NCD (14,5%) is lower than the interest rate 

at which it was bought (18%), the price of the NCD is higher and therefore a capital profit will 
be realised. Therefore c is correct. 

 Thus, [4] is the correct alternative. 
 
5.5 (a) To calculate the amount paid in the second leg of the repurchase transaction, the price paid in 

the first leg by XYZ Bank has to be calculated first: 
    
  Market value of instruments = nominal value of underlying instruments x AIP of the 
   instruments) 
  = R 5 000 000 x 0,955 
  = R4 775 000 
 
 The amount that will be paid in the second leg of the repurchase agreement can now be 

calculated as follows: 
 
  Repurchase amount = N x (1 + i x n) (where N refers to amount paid in leg one) 
  = R4 775 000 x (1 + 0,08 x 7/365) 
  = R4 775 000 x 1,001534 
  = R4 782 326,03 
  ≈ R4 782 326 
 
 Thus, the correct alternative is [2]. 
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5.6 (a) The table should look as follows: 
 

Instrument Definition Issuer 
Reason for 

issue 

Issue basis 
(discount/ 

interest add-on)

Treasury bill (TB) 

A TB is a short-term 
fixed-interest money 
market instrument. 
TBs represent claims 
on the government 
and are securities of 
safety and simplicity, 
payable on a certain 
date in the future. 

Central government 

Issued to help finance 
budget deficits, 
although it should be 
noted that a large 
portion of such bills is 
issued to fund 
maturing issues 

Discount 

RBD 

An SARB debenture is 
a short-term 
transferable fixed-rate 
security issued as a 
supplementary facility 
for banking institutions 
to invest their surplus 
short-term funds. The 
SARB undertakes to 
pay the principal plus 
the interest on the 
specified redemption 
date. 

SARB 

Issued to influence 
money market deficits, 
i.e. to assist with 
monetary policy 

Interest add-on 

NCDs 

An NCD is a financial 
instrument (receipt) 
acknowledging the 
deposit of a specific 
sum of money for a 
fixed period of time 
and at a certain 
interest rate. Unlike an 
ordinary fixed deposit 
at a bank, an NCD can 
be sold before the 
maturity date. 

Issued by a bank 

Issued to attract 
deposits to 
supplement the 
funding requirements 
of a bank 

Interest add-on 

Land Bank bills 

A Land Bank bill (LBB) 
is a short-term 
instrument. These bills 
are issued for the 
purpose of extending 
short-term financing to 
agricultural 
cooperatives or other 
special farmers’ 
cooperatives. 

Issued by the Land 
and Agricultural Bank 
of South Africa (the 

Land Bank) 

Issued for the purpose 
of extending short-
term financing to 
agricultural 
cooperatives or other 
special farmers’ 
cooperatives 

Discount 

Commercial paper 

A commercial paper 
refers to short-term 
securities issued to 
acquire working or 
operating capital 
which refers to short-
term funds required to 
finance items such as 
inventories and 
accounts receivable 
(debtors). These 
securities usually have 
maturities of up to 12 
months. 

Non-bank entities 
such as corporates, 

state-owned 
enterprises (SOEs or 
parastatals) and other 

non-banking 
institutions 

Issued to acquire 
working or operating 
capital 

Discount 
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Instrument Definition Issuer 
Reason for 

issue 

Issue basis 
(discount/ 

interest add-on)

Promissory notes 

This is an 
unconditional promise 
in writing made by one 
person to another, 
signed by the maker, 
and engaging to pay 
on demand or at a 
fixed or determinable 
future time, a certain 
sum of money, to a 
specified person or his 
order. 

Issued by private 
companies requiring 

short-term finance, as 
well as commercial 
banks and the Land 

Bank 

To acquire short-term 
finance 

Discount 

Capital project bills 

This is another name 
for a commercial 
paper bill. CPBs are 
therefore short-term 
securities issued by 
large companies and 
state-owned 
enterprises (SOEs) to 
raise funds for the 
maintenance of certain 
capital projects or, 
alternatively, as a 
means of short-term 
bridging finance for 
capital projects while 
longer-term finance is 
being arranged. 

Issued by large 
companies and state-

owned enterprises 

To raise funds for the 
maintenance of certain 
capital projects or, 
alternatively, as a 
means of short-term 
bridging finance for 
capital projects while 
longer-term finance is 
being arranged 

Discount 

Call bonds 

Call bonds are short-
term (negotiable) 
commercial papers 
issued by parastatals 
(e.g. TCTA), the Land 
Bank and some 
securitisation SPIs. 
Most of them issue 
these call bonds as 
part of their short-term 
funding programmes. 
Technically, a call 
bond is considered a 
debt instrument with a 
one-day maturity, 
which is rolled over 
every day. The 
interest rate is “fixed” 
but only for the one-
day maturity. 

Issued by parastatals 
(e.g. TCTA), the Land 

Bank and some 
securitisation SPIs 

Issued as part of the 
issuers’ short-term 
funding programmes 

Interest add-on but at 
a variable rate 

 
5.7 (a) (i) A fixed-rate bond is a bond with a fixed coupon rate and a single redemption date or 

maturity date. 
(ii) A sinking-fund bond is a fixed rate bond with more than one maturity date. This means 

that the entire principal will not be repaid on one date, but according to a set schedule. 
 
 

(iii) An inflation-linked bond is a government bond that will offer investors an  
inflation-protected investment opportunity by compensating holders for inflation. The 
capital value is adjusted according to the current inflation rate and the coupon interest is 
calculated based on the adjusted capital value. 

(iv) A zero-coupon bond is a bond that makes only one cash payment, which is the nominal 
or principal amount, on the maturity date. These bonds are issued and traded at a 
(significant) discount.  
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(v) A variable rate bond is a bond on which the coupon interest varies with some 
predetermined benchmark rate. 

(vi) A foreign currency bond is a bond that is issued outside South Africa in the currency 
where the bond is issued. 

(vii) An Islamic bond is a bond that is structured to comply with the Islamic law and its 
investment principles, which prohibits the charging, or paying of interest. 

 
5.7 (b) (i) A mortgage bond is the most secure type of bond. It represents a claim against specific 

assets owned by the issuing party. It is said that the asset is pledged to this debt. 
 

(ii) The most common type of bond is a debenture (also called a note). Debentures are long-
term debt instruments of the private sector that are not secured by any specific assets 
owned by the issuing company. Holders of debentures have the same claim as general 
creditors, meaning that they have a claim on all assets not specifically pledged to secure 
certain debt. 

 
(iii) Income bonds only earn interest when the issuing company has sufficient earnings to 

pay it. Income bondholders have a right to the earnings of a company before 
shareholders and subordinated debenture holders. 

 
(iv) Guaranteed bonds are guaranteed by another entity. The guarantor may guarantee the 

payment of interest on the bond and/or the repayment of the principal. The safety of such 
a bond will depend on the financial capabilities of both the issuer and the guarantor. 

 
5.7 (c) [3] 
 
5.7 (d) [2] 
 
5.8 (a) Shares represent ownership in a business or company. Shareholders or shareowners own the 

company through the purchase of shares in it. A share is one of a number of equal portions of 
the capital of a company, and gives the owner rights in respect of the company. 

 
We can distinguish between shares and bonds as follows: 
 

Shares Bonds 

Shares represent owners’ equity on the balance 
sheet of the issuing company. 

Bonds represent debt on the balance sheet of the 
issuing company and appear in the liability 
section of the balance sheet. 

Shares are usually perpetual instruments. Bonds have a maturity date and a maturity value. 

Dividends may be paid on shares if declared.  
Interest in the form of regular coupons has to be 
paid on bonds.

Shareholders are allowed to vote at shareholder’s 
meetings. 

Bondholders have no voting right in the company. 

In the case of liquidation, ordinary shareholders 
have a claim on the income and net assets of the 
company after obligations to creditors, 
bondholders and preferred shareholders have 
been met. 

Bondholders have contractual claims. Claims of 
debtholders have priority over those of shares 
holders.  

Dividends paid are usually not deductible for 
income tax purposes (by the issuing company).

Interest paid on bonds is usually deductible for 
income tax purposes (by the issuing company).

 
5.8 (b) Please see table 12.2 in the textbook. 
 
  



ECS2605/102 

37 

5.8 (c) The following measures can be calculated: 
 Company A Company B 
Dividend yield 0,1 or 10% 0,067 or 6,7% 
Earnings yield 0,18 or 18% 0,167 or 16,7% 
Price/earnings ratio 5,56 6

 
Based on this information, Company A seems to be the better company to invest in – the 
dividend yield is higher, the earnings yield is higher and the price/earnings ratio is slightly lower. 

 
5.8 (d) The share price of Aveng is affected negatively by the decrease in profit, which is the result of 

delays in public building projects and labour unrest. Strikes due to wage negotiations affect 
productivity negatively and therefore also profits. Strikes by different groups of workers, such 
as the engineering and metal workers affect the building company. There is limited 
infrastructure spending in South Africa and Australia, which affects the demand for the services 
of building contracting companies such as Aveng, and thus affect their profits negatively. This 
results in a decrease in the share price. 

 
Currently, there does not seem to be reason to expect infrastructure expenditure to increase 
and labour unrest and strikes are likely to continue as this seems to be the modus operandi of 
unions. Therefore, the profit of Aveng is not likely to increase in the foreseeable future, and the 
share price can thus be expected to decrease even further. 

 
5.9 (a) Derivatives derive their value from the values of underlying securities and other variables. 

Derivatives have either no initial net investment or an initial investment (such as an option 
premium) that is smaller than would be expected for an equivalent underlying contract. 
Derivatives are settled at a future date, with in some cases the final settlement date extending 
several years into the future. Derivatives allow businesses to hedge risks that arise from factors 
outside their control such as volatile commodity prices, equity prices, interest rates and foreign 
currencies. 

5.9 (b) (i) A forward contract is an obligation to buy (sell) an underlying asset at a specified forward 
price on a known date. The expiration date, forward price of the contract and the amount 
of the underlying asset are determined when the contract is entered into. An example 
can be a contract to buy a certain amount of maize at a certain price per ton on particular 
date in the future. Forwards are traded over the counter and are negotiated to suit the 
needs of both parties. 

 
(ii) A futures contract is an agreement to buy or sell, on an organised exchange, a standard 

quantity and quality of an asset at a future date at a price determined at the time of 
trading the contract. An example can be a contract to buy a standard amount of maize 
of a specified quality at a certain price per ton on a certain standardised date in the future. 

 
(iii) An option contract conveys the right, but not the obligation, to buy or sell a specific 

quantity of an underlying asset (equity, interest-bearing security, currency or commodity) 
or derivative (e.g. futures, swaps, options) at a specified price at or before a known date 
in the future, for example, an option to sell a certain number of shares of a specified 
company at a specified price on a date in the future. 

 
(iv) An interest rate swap is a fixed-for-floating swap – that is, the exchange of an interest 

stream based on a fixed-interest rate for an interest stream based on a floating interest 
rate. The interest is calculated on a notional amount. For example, payment of interest 
based on a fixed-interest rate of 10% on a notional amount of R1 000 000 is exchanged 
for payment of interest based on an interest rate linked to the three-month treasury bill 
rate on the same notional amount of R1 000 000. 

 
(v) A currency swap involves an interest swap contract where the currencies in which the 

principals are denoted are different and for this reason usually need to be physically 
exchanged. For example, a payment of interest based on a fixed-interest rate of 10% on 
an amount of $1 000 000 is exchanged for payment of interest based on an interest rate 
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linked to the three-month treasury bill rate on an amount of rand equal to the amount of 
dollars. The currencies are physically exchanged at the beginning and end of the contract 
at the exchange rates prevalent on those days. 

 
(vi) An equity swap involves swapping a notional principal, a specified tenor, pre-specified 

payment intervals at a fixed rate (swap coupon) and a floating rate pegged to some well-
defined index. The floating rate could be linked to the total return (i.e. dividend and capital 
appreciation) on a stock index. For example, the return on a notional amount of R1 000 
000 linked to All Share Index of the JSE could be swapped for a fixed return of 6% on 
the notional amount. 

 
5.9 (c) [1] 
 
5.9 (d) [4] 
 
5.9 (e) The answer to this would depend on whether you are using derivatives to hedge a position or 

to speculate on expected changes. If you are hedging a specific position, you are fixing an 
income or payment stream to avoid the risk of fluctuations. This cannot be considered to be 
similar to a bet. However, if you are entering into a derivative transaction because you are 
expecting a certain change, for example, an increase in the share price of a specific company, 
and you structure the transaction in such a way that you will be able to profit if that expected 
change takes place, this is similar to taking a bet on a specific position – you pay a certain 
amount for the derivative to take a chance on making a certain amount of profit. 

 
5.9 (f) The answer to this question would depend on your own viewpoint. We have seen that 

derivatives can be very intricate and, because they are innovative instruments, may not always 
be regulated completely. Also, because of the high amount of gearing that derivative 
instruments involve (i.e. you pay a small initial amount compared to the profit that may be 
realised) these products may also be dangerous (as the possibility of a huge profit may also 
imply a huge loss for someone else). Therefore, utmost care needs to be taken to ensure that 
unnecessary large risks are not taken, for example, by a pension fund investing in a derivative 
instrument to boost their income (which may result in a huge loss).  

 
5.10 (a) The foreign exchange market is the market where foreign currencies are traded for each other. 

The foreign exchange market is important as it allows for trade of goods and services between 
different countries. It also allows deficit units to borrow from other countries and surplus units 
to invest in other countries. 

 
5.10 (b) (i) If you are long in dollars, it means that you own dollars. Therefore, when the rand 

appreciates against the dollar, it means that, in rand terms, your dollars will now be worth 
less than previously and you will lose. Therefore, this statement is true. 

 
 (ii) If you a short in dollars, it means that you owe someone dollars. Therefore, when the 

rand appreciates against the dollar, it means that you will be able to obtain the dollars 
that you owe at a better exchange rate (i.e. receive more dollars for the same amount of 
rand). Therefore, this statement is true. 

 
5.10 (c) [3] 
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5.10 (d) The dealer buys the principal currency (the first in the quote – USD) at 1 USD = 0,7713 EUR. 
The dealer sells the principal currency at 1 USD = 0,7719 EUR. 

 The client wishes to sell the principal currency (USD), therefore the dealer must buy USD, and 
thus the transaction will be concluded at 1 USD = 0,7713 EUR. 

  If 1 USD = 0,7713 EUR 
  Then 1/0,7713 USD = 1 EUR 
 And 1/0,7713 x 1 000 000 USD =1 000 000 EUR 
  Thus 1 296 512 USD = 1 000 000 EUR 
 
 The correct answer is [3]. 
 
5.10 (e) (i) The foreign exchange market is the market where foreign currencies are traded for each 

other. 
 
 (ii) When the rand weakens, it means that you can buy less foreign currency for the same 

amount of rand than previously. 
 
 (iii) The strength of the euro is one of the most important factors that influence the rand, 

because South Africa trades a lot with countries in the euro zone. Therefore, a change 
in the exchange rate of the euro influences the rand. 

 
5.11 (a) (i), (ii) and (iii) are examples of financial market transactions, while (iv) is an example of a real 

market transaction as crude oil is a real product. 
 
5.11 (b) [1] is not a soft commodity as soft commodities are agricultural or related products. All four the 

other commodities are therefore soft commodities (see table 15.1 in the textbook). 
 
5.11 (c) (i) The commodities market consists of two (almost separate) markets – a physical and a 

financial one. In the physical commodities market, products such as meat, maize, iron 
ore and gold are sold by agents, farmers, miners and other producers to consumers, 
processors and other users in physical quantities. In the financial market,  
commodities-based financial instruments are traded. 

 
 (ii) The credit market is the marketplace where the trading, structuring and investing in the 

credit/credit risk of governments, businesses and consumers take place either through 
instruments such as bonds and loans or through credit derivatives and structured credit 
products. 

 
5.11 (d) The global financial crisis of 2007/08 that originated in US credit markets spread rapidly across 

borders and led to a worldwide economic recession. The crisis followed an exceptional boom 
in credit growth and gearing in the global financial system, which was fuelled by an extended 
period of benign economic and financial conditions, including ample liquidity and low interest 
rates. This increased the amount of risk investors and borrowers were willing to take. In 
response, banks and other financial institutions expanded the market for securitisation of credit 
risk, and aggressively pursued the originate-to-distribute model of credit intermediation 
resulting in overly complex structured credit products with deeply embedded options, which 
many investors did not properly understand. 

 
 The global extent and ongoing consequences of the crisis are  stark reminders of the important 

role of credit markets in macroeconomic fluctuations – that is, the greater the level of leverage 
in the real economy and in the financial system itself, the more vulnerable the system is to 
shocks. 
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5.11 (e) Before the 1970s, the traditional originate-to-hold model of credit intermediation (see figure 
16.1 in textbook) was the norm. Banks and other credit providers originated loans – that is, 
extended them to borrowers – and then held those loans until they were repaid or otherwise 
settled, for example, through insolvency processes. The major source of funding for these 
loans was deposits. 

 
 From the 1970s, the credit markets, starting with retail mortgage loans, shifted to the originate-

to-distribute model of credit intermediation (see figure 16.2 in textbook). Loan originators no 
longer hold loans to repayment but sell them to new entities, generally called special purpose 
vehicles (SPVs) or special purpose institutions (SPIs). SPVs package the loans into structured 
debt securities, some of which are highly complex, and sell these to investors. The debt 
securities give investors the right to receive borrowers’ interest payments and capital 
repayments. In this way, credit intermediation moved from being deposit funded to capital-
market funded in a process known as securitisation. 

 
5.12 (a)  The completed table should look as follows: 

Money market Capital market Derivatives market
Treasury bill Shares Forwards 
Land Bank bill Bonds Futures
Negotiable certificate of deposit  Options
SARB debentures  Swaps
Repurchase agreements  
Commercial paper  
Capital project bills  
Promissory notes  
Call bonds   
Floating rate notes   

 
 
5.12 (b) The completed table should look as follows: 
 

Instrument Issued by Reason for issue How instrument is issued
TB Government Treasury Financing short-term 

government deficit 
Issued at a discount 

NCD Banks To obtain short-term 
funds

Interest-add on instrument, 
issued at nominal value

RBD SARB Issued as part of 
monetary policy actions 
to influence the size of 
the money market 
deficit and to provide 
liquid assets to the 
banks that are obligated 
to hold a fixed 
percentage of 
prescribed liquid assets 
against all deposits 

Interest-add on instrument, 
issued at nominal value 

Repo Issued by a deficit 
company or bank 

To finance a short-term 
deficit 

Instrument is issued with a 
contract to repurchase the 
underlying asset at a certain 
interest rate on a certain date.

Bond Issued by a company or 
institution that needs 
long-term funding 

To finance long-term 
capital projects 

Instrument is issued at par, at a 
discount or at a premium 
depending on the current market 
interest rate and the coupon rate 
at which annual interest will be 
paid. 
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Instrument Issued by Reason for issue How instrument is issued 
Share Issued by a company or 

institution to obtain 
capital  

To obtain long-term 
capital that can be used 
to finance capital 
projects 

Shares are issued at par, at a 
discount or at a premium 
depending on the expected 
income stream that can be 
realised from owning the shares. 
Shareholders will share in the 
profit of the company if dividends 
are declared. 
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7. GUIDELINES FOR ANSWERING ASSIGNMENT 05/2018 
 
Assignment 05 is a self-evaluation assignment, which means you have to use the guidelines that we 
provide here to evaluate your own answers. It is important that you first do the assignment by yourself 
without referring to your study material, and then mark it, using these guidelines and the prescribed study 
material. Unless otherwise stated, all page and section references are to the prescribed book 
Understanding South African financial markets (2015 edition). 
 
7.1. Discussion of section A: multiple-choice questions of Assignment 05/2018 
 
1. a. Correct. The more active the secondary market is, the easier it is for the central bank to 

buy and sell securities. 
 b. Incorrect. What is given here is the definition of a futures contract. An option gives the 

holder the right, but he or she is not obliged to buy or sell the underlying asset 
at a predetermined price during a specified period (see section 13.4). 

 c. Correct. All futures contracts are regarded as financial instruments. A futures contract, 
of which the underlying asset is coffee, will be regarded as a commodities 
market future (see section 13.4). 

 
The correct alternative is [4]. 
 
2. a. Incorrect. Tax collection is one of the functions of the fiscal authorities, more specifically, 

the Treasury. The fiscal and monetary authorities act independently of each 
other. 

 b. Correct. The Corporation for Public Deposits, a wholly-owned subsidiary of the Reserve 
Bank, is responsible for investing the short-term funds of the public sector (see 
section 2.4). 

 c. Correct. Section 2.3.7 briefly refers to the type of statistics collected by the SARB and 
what they are used for. The SARB collects data on real and financial economic 
activities (often with the help of Statistics South Africa) and publishes the data 
in the South African Reserve Bank Quarterly Bulletin. See if you can find a copy 
of this publication in your local library or visit the Reserve Bank’s website on 
http://www.reservebank.co.za/.  

 
 The correct alternative is [3]. 
 
3. This question required a little interpretation and insight on your part. The answers cannot be found 

simply by going to the study material.  
 

a. Correct. Repurchase agreements by the SARB with the banks imply that the banks have 
to pay back money borrowed via the repurchase agreement in question when 
the repo expires. Such a repurchase agreement is, therefore, an asset of the 
SARB. 

b. Incorrect. Loans granted by the SARB to the banks imply that money has to be paid back 
to the SARB. Such loans are, therefore, assets of the SARB. 

c. Correct. The SARB also keeps deposits from the government, and because this is 
money that the SARB owes to the government, it is a liability to the SARB.  

 
 The correct alternative is [4]. 
 
4. a. Correct. Although banks are enforced by law to keep these reserves with the SARB, the 

money still belongs to the banks and such reserves are, therefore, liabilities of 
the SARB. 
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 b. Correct. Section 2.5.2 of the study guide explains that the SARB seeks to achieve its 
inflation targets through changes in its interest rate policies and also explains 
that the interest rate used by the SARB is the repo rate. Inflation targets are also 
discussed in section 2.3.1 of the prescribed book and the repo rate is discussed 
with the description of the application of monetary policy (in section 2.3.1). 

 c. Incorrect. Accommodation policy is used to influence interest rates. However, as 
explained in section 2.5.2 of the study guide and section 2.6 of the prescribed 
book, the SARB has to be able to influence the money market deficit to make 
accommodation policy effective. This is done mainly through open-market 
operations (see section 2.3.1). Tax and loan accounts (see section 2.3.4) may 
also be used. Public debt management (see section 2.3.4) may also influence 
the size of the money market deficit. Changes in reserve asset requirements 
can also influence the money market deficit, but are not used as a systematic 
tool in South Africa (see section 2.3.5). 

 
 The correct alternative is [2]. 
 
5. a. Incorrect. Banks keep required reserves with the SARB. Due to the fact that these 

reserves donot earn interest banks keep the minimum level of reserves 
possible. 

 b. Incorrect. See section 2.3.1. The SARB can only influence one interest rate, namely the 
repo rate, directly through monetary policy. A change in the repo rate may affect 
other rates, and usually does, but there is no mechanical link to these changes 
– they occur as a result of market forces. 

 
 c. Incorrect. See the list of instruments mentioned in section 2.5.2 of the study guide that 

can be used as underlying instruments for repo transactions. 
 
 The correct alternative is [5]. 
 
6. a. Incorrect. The purpose of this statement is to eliminate uncertainty concerning this issue. 

The SARB’s "lender-of-last-resort" function is about banks that are experiencing 
a liquidity deficit that cannot be financed by the SARB’s regular repo 
transactions. If the stability of the whole banking system is threatened by this, 
the SARB may intervene and supply temporary liquidity. The SARB should, 
however, only do this if it is clear that the bank is solvent and has not 
contravened the Banks Act. 

 b. Correct. When the SARB sells Reserve Bank debentures, money flows out of the 
financial system to the SARB, which means that the money market deficit 
increases. See figure 2.2 in the study guide. 

 c. Incorrect. The money market deficit only increases when money flows out of the banking 
system. If the bank buys government stock and the government keeps the 
money received for the government stock with the bank, the banking system’s 
deficit stays the same. If, however, the government puts that money into its 
account with the SARB, the money market deficit will increase. 

 
 The correct alternative is [5]. 
 
7. a. Incorrect. The primary objective of public debt management is to manage the 

government’s outstanding debt (see section 2.3.4). However, such transactions 
may influence the money market deficit. See the answer to the next question for 
more information. 

 b. Incorrect. As explained in question 6c, public debt management may influence the money 
market deficit. The monetary authorities must always, therefore, take 
cognisance of public debt management transactions. 

 c. Correct. Because the amount of domestic currency that is available in the banking 
system decreases, the money market deficit increases (see figure 2.3(a) of the 
study guide). 
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 The correct alternative is [4]. 
 
8. A changing repo rate is the most important instrument used by the SARB to influence the level of 

short-term interest rates in South Africa. See section 2.5.2 of the study guide, and figure 2.1 in the 
textbook and the discussion of that figure. 

 
 The correct alternative is [4]. 
 
9. a. Incorrect. You must now be aware that the actions of the fiscal authorities influence the 

money market deficit, and that the monetary authorities have to take all such 
actions into account. Section 2.3.4 explains that the SARB acts as banker, 
agent and adviser to the government. It should be clear actions regarding 
monetary and fiscal policy are not always independent of each other. 

 b. Incorrect. See section 2.4. 
 
 c. Incorrect. See section 2.3.1. Cash reserves are only changed in exceptional cases. 
 
 The correct alternative is [5]. 
 
10. a. Incorrect. Although the SARB can technically use changes in reserve asset requirements 

as a policy tool, it never does this (see section 2.3.1). 
 b. Incorrect. See section 2.3.5 - the banking sector holds the “unofficial reserves”. 
 c. Incorrect. The objectives of the SARB do not include reaching or supporting a specific 

target for the exchange rate (see section 2.3.5). 
 
 The correct alternative is [5]. 
 
11. a. Incorrect. The depreciation of the currency during 2002 should be enough to convince 

anyone that this statement is incorrect. The SARB does not have adequate 
foreign exchange reserves to counteract a depreciation of the rand. Nor is it any 
longer part of the SARB’s mission to protect the external value of the rand. It 
may react to a depreciation by increasing the repo rate, but will only do so once 
it is clear that the depreciation of the rand is influencing the inflation rate inside 
the country. This will push up local interest rates and may cause an increase in 
the inflow of foreign capital. Please note, however, that the SARB reacts to 
changes in the expected inflation rate and not to changes in the exchange rate. 

 b. Correct. See section 3.2.1 of the prescribed book. 
 c. Incorrect. When a retail store provides credit, this credit cannot be deposited somewhere. 

When this credit is redeemed, money will flow from one deposit (that of the 
debtor) to another deposit (that of the creditor). The amount of money in the 
economy is not, therefore, affected. When a bank grants someone a loan, 
however, that money will usually flow back into the banking system in the form 
of a deposit. If, for example, I borrow money from the bank to buy a car, the 
garage owner who sold me the car will deposit that money into his or her bank 
account, increasing the bank’s deposits and thus creating money. 

 
 The correct alternative is [4]. 
 
12. a. Correct. Strictly speaking, it is probably more correct to say that a bank’s profit is 

influenced by the interest paid on its liabilities and the interest received on its 
assets, because there are other factors that influence the banks’ profit situation. 
See section 3.4. 

 b. Correct. See section 3.3.1. 
 c. Correct. In section 3.5, the author explains why banks should be regulated. To the 

reasons he gives here you can add the fact that banks should be regulated 
because there is a lender-of-last-resort facility. Banks may be willing to take 
chances because of this available "safety net", but regulation should ensure that 
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they do not, in fact, do this. It is important that you understand that the lender-
of-last-resort facility is not available to banks that take unnecessary risks. 

 
 The correct alternative is [1]. 
 
13. a. Incorrect. See section 3.6. 
 b. Correct. See section 3.5.1. 
 c. Correct. See introduction to section 3.5. 
 
 The correct alternative is [3]. 
 
14. a. Incorrect. In terms of FICA, banks have to verify the source of their clients' deposits (see 

section 3.5.1). 
 b. Incorrect. See section 3.5.1. 
 c. Incorrect. Cash reserve requirements form part of the South African Reserve Bank Act 

(see section 3.5.1). 
 
 The correct alternative is [5]. 
 
15. a. Incorrect. The objective of FICA is to combat money laundering, while the objective of 

FAIS is to protect clients against improper conduct by financial services 
providers. See section 3.5.1. 

 b. Correct. Refer to section 3.4. Banks’ liabilities (deposits) may be withdrawn at short 
notice, but their assets (loans) are generally long term. 

 c. Correct. This can be derived from the answer to question 15b. Banks’ assets (loans) are 
high risk, because there is a fairly good chance that they may not be paid back. 
Their liabilities (deposits) are low risk, because it is unlikely that their depositors’ 
money will not be   available when they want to withdraw.  

 
 The correct alternative is [3]. 
 
16. a. Correct. See section 6.1. 
 b. Incorrect. Long-term insurance provides for pure risk, but not for speculative risk. 

Speculative risk implies that a loss may be suffered. In the case of long-term 
insurance, funds should be invested so that a loss will not be suffered. Profits 
can, however, be made (ie there is an investment component to long-term 
insurance). See section 6.1. 

 c. Incorrect. Short-term insurance deals with eventualities and long-term insurance with 
certainties (eg death and retirement – see sections 6.2 and 6.3). 

 
 The correct alternative is [3]. 
 
17. a. Incorrect. The liabilities of short-term insurers should be liquid to ensure that they always 

have adequate funds available to pay out any claims. Short-term insurers do 
not know when they will have to pay out claims (see section 6.2). 

 b. Incorrect. See section 6.3. 
 c. Incorrect. See section 6.3. 
 
 The correct alternative is [5]. 
 
18. a. Incorrect. See section 6.4.2. 
 b. Correct. See table 6.2. 
 c. Incorrect. The ombudsman is appointed by the insurance companies that subscribe to this 

industry arrangement (see section 6.3.3). 
 
 The correct alternative is [3]. 
 
19 a. Correct. See section 7.1. 
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 b. Incorrect. Retirement funds also pay out on the death of a member (see section 7.2). 
 c. Incorrect. See section 7.2. 
 
The correct alternative is [2]. 
 
20. a. Incorrect. In the case of non-contributory funds, only employers contribute to the fund (see 

section 7.2). 
b. Incorrect. In the case of a defined benefit fund, the investment risk lies with the employer 

(see section 7.2). 
c. Correct. See section 7.2. 

 
 The correct alternative is [4].  
 
21. a. Correct. See section 7.3.1, which discusses the advantages of a defined benefit fund for 

employers.  
 b. Correct. See the first sentence in section 7.3.2. 
 c. Incorrect. This is one of the advantages of a defined contribution fund. In the case of a 

defined benefit fund, the employer benefits from good investment returns (see 
section 7.3.1). 

 
 The correct alternative is [2]. 
 
22. a. Incorrect. In the case of a defined contribution fund, the benefit is determined by the 

member’s contributions plus the employer’s total contributions and the 
investment returns (less costs). See table 7.2 for a clear summary of defined 
benefit and defined contribution funds. 

 b. Incorrect. Retirement funds may invest a maximum of 15 per cent of total liabilities in 
foreign assets (see “Regulation 28" in section 7.5.1). 

 c. Incorrect. As can be derived from the discussion of “Regulation 28" in section 7.5.1, the 
treatment of derivatives is omitted from Regulation 28. 

 
 The correct alternative is [5]. 
 
23. a. Incorrect. See section 7.5.2. 
 b. Correct. See section 7.6.2. 
 c. Correct. See table 7.3. 
 
 The correct alternative is [3]. 
 
24. a. Correct. This and the next question test your insight. The primary risk that banks face is 

the risk that the loans they grant will not be paid back. We call this “credit risk” 
or “default risk”. 

 b. Correct. In financial terms, when someone "underwrites" something, this means that the 
underwriter takes upon itself all, of or part of, the risk that something may 
happen for an agreed upon fee. In terms of insurance, this means that the 
insurer runs the risk that the premiums it has received will not adequately cover 
all eventualities. 

 c. Incorrect. The prices that are quoted daily are the prices at which you can buy and sell 
today. Your profit, if you sell your unit trusts today, will depend on the difference 
between the price you paid on the day you bought them and today’s selling price 
(see section 8.4.1 for a discussion of CISs).  

 
 The correct alternative is [2]. 
 
25. a. Incorrect. The CIS manager is responsible for making investment decisions (see section 

8.4.1). 
 b. Incorrect. See table 8.3. 



ECS2605/102 

47 

 c. Correct. If the total market capitalisation of the company exceeds R2 billion, up to 10% 
of the assets of a unit trust may be invested in one particular security. If not, the 
maximum that a CIS may invest in one company's shares is 5% of the total 
assets of that CIS (see section 8.4.1 under “Investor protection” and table 8.4). 

 
 The correct alternative is [4]. 
 
26. a. Incorrect. See section 8.4.1. 
 b. Incorrect. See section 8.4.1. 
 c. Incorrect. Property unit trusts, as the name indicates, invest in property (see section 

8.4.1). 
 
 The correct alternative is [5]. 
 
27. a. Correct. See section 8.4.1 under the heading “Classification of CISs”. 
 b. Incorrect. As discussed in section 8.4.6, the PIC  manages various pension and provident 

funds, social security funds and the Guardians’ Fund (ie mainly long-term 
liabilities), and will therefore invest mainly in capital market instruments with 
longer maturities. 

 c. Correct. See section 8.4.7. 
 
 The correct alternative is [4]. 
 
28. a. Correct. See section 10.6.4. 
 b. Correct. See section 10.2.1. 
 c. Incorrect. See section 10.2.3. 
 
 The correct alternative is [2]. 
 
29. a. Incorrect. Reserve Bank debentures (RBDs) are issued by the SARB, which is a financial 

intermediary. Reserve Bank debentures are, therefore, indirect securities (see 
section 10.6.2). 

 b. Correct. See section 10.6.3. 
 c. Incorrect. The return on Treasury bills is determined by the price at which they are issued. 

Treasury bills are discount instruments (see section 10.6.1). 
 
The correct alternative is [4]. 
 
30. a. Correct. This question tests your insight and is also revision for the examination. The 

different ways in which a financial unit experiencing a deficit can finance that 
deficit is one side of the financial market. The other side has to do with the 
investment options available to surplus units. 

 b. Correct. Banks are the only private institutions that can create money, but funds are also 
provided by units experiencing financial surpluses. 

 c. Incorrect. The interest rate on negotiable certificates of deposit is determined on the date 
of issue (see section 10.6.4). 

 
 The correct alternative is [2]. 
 
31. a. Correct. This statement is about the difference between financial and real investment. 

Real investment refers to the buying of real production factors, whereas 
financial investment refers to the buying of financial assets. 

 b. Correct. See the discussion of statement 31a. 
 c. Incorrect. Investors in financial markets sometimes suffer enormous losses. When the 

price of securities goes down, the investors that bought them at a high price 
suffers losses. Why do they sell them if they know they are going to suffer a 
loss? The answer to this question is: either because they need liquidity or 
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because they do not expect the prices of the securities they own to increase 
again, and they therefore decide to sell now in order to cut their losses. 

 The correct alternative is [1]. 
 
32. a. Incorrect. Because the security was issued at a discount price, we know that its nominal 

value must be higher than the R110 000 Firm A paid for it. We therefore know 
that statement (a) is incorrect without even doing a calculation. 

 b. Correct. If the security was issued on 31 December 2008 and expires on 31 December 
2010, the tenure is one year (or 365 days). 

 c. Correct. When a previously issued security is sold again, we say that it is trading in the 
secondary market. 

 
 The correct alternative is [2]. 
 
33. a. Incorrect. Because a negotiable certificate of deposit is an interest add-on instrument (see 

sections 10.5.2 and 10.6.4), its maturity value is equal to the nominal value plus 
interest. An investor will only buy a negotiable certificate of deposit at a price 
lower than the maturity value (because it is bought to earn income); we know, 
therefore, that the buying price has to be lower than the maturity value. 

 b. Correct. Because a bankers’ acceptance is a discount instrument (see sections 10.5.1 
and 10.6.3), its maturity value is equal to the nominal value. The buying price of 
a banker’s acceptance is equal to the nominal value minus the discount. The 
buying price is therefore less than the nominal value. 

 
 c. Incorrect. A Treasury bill is a discount instrument. The nominal yield on a discount 

instrument will be slightly higher than the discount rate (see section 10.5.1). 
Make sure you understand why this is correct. 

 
 The correct alternative is [4]. 
 
34. a. Correct. When interest rates fall, the prices of securities increase. If a banker’s 

acceptance is sold at a lower interest rate than the rate at which it was bought, 
this means that it is sold at a higher price than the price at which it was bought. 
This implies a capital profit. 

 b. Correct. It is usually sold to the accepting bank. 
 c. Incorrect. See section 10.6.3. 
 
 The correct alternative is [2]. 
 
35. a. Incorrect. The fact that bankers’ acceptances are traded actively in the secondary market 

implies that this is wrong. 
 b. Incorrect. Bankers’ acceptances are created at the initiative of banks’ clients who are in 

need of short-term finance. 
 c. Correct. See section 10.6.4.  
 The correct alternative is [4]. 
 
36. a. Correct. See section 10.6.4. 
 b. Incorrect. The list of securities that may be used as collateral for repurchase transactions 

between the banks and the SARB appears in section 2.5.2(a) in the study guide. 
 c. Incorrect. See also section 2.5.2(a) in the study guide. 
 
 The correct alternative is [5]. 
 
37. a. Correct. See section 2.5.2(a) of Learning Unit 2. 
 b. Correct. See section 10.6.1 in the textbook. 
 c. Incorrect. A Treasury bill is payable on a certain predetermined date in the future. See 

section 10.6.1. 
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 The correct alternative is [2]. 
 
38. a. Incorrect. See the discussion of the secondary market in section 10.6.1. 
 b. Correct. See section 10.6.5. 
 c. Incorrect. The instruments that are used as underlying instruments when the SARB enters 

into repurchase agreements with the banks for accommodation purposes are 
Treasury bills, Reserve Bank debentures, government bonds and Land Bank 
Bills. All of these are issued by government or semigovernment institutions. 
Negotiable certificates of deposit are issued by private sector banks and 
accommodation is not provided against such instruments. 

 
 The correct alternative is [4]. 
 
39. The amount received by the seller can be calculated as follows: 

 
Consideration = N – (N x i x n) 
  = R1 m – (R1 m x 0,05 x 146/365) 
  = R1 m – R0,02 m 
  = R0,98 m or R980 000 

 The nominal annual return can be calculated as follows: 
 Actual annual return = (discount amount/consideration) x (1/n) 
    = (R20 000/R980 000) x (365/146) 
    = 0,05102041 or 5,102041% 
 
 a. Incorrect. See the foregoing calculations. 
 b. Correct. See the foregoing calculations. 
 c. Incorrect. See the foregoing calculations. 
 
 The correct alternative is [4]. 
 
40. a. Incorrect. Negotiable certificates of deposit are interest add-on instruments, which means 

that the interest is paid on them when they expire. On that day, however, the 
holder and not the seller will receive the interest. 

 b. Incorrect. The maturity value can be calculated as follows: 
 
 MV = N x [1 + ( i x n)] 
  = R980 392,15 x  [1 + (0,1 x 73/365)] 
  = R980 392,15 x 1,02 
  = R999 999,99 
 If we round it off to the nearest rand, the answer is R1 m. 
 
 c. Correct. See the foregoing calculations. 
 
 The correct alternative is [4]. 
 
 
41. a. Correct. The consideration can be calculated as follows: 
 
 Consideration =  MV / [1 + (i x n)] 
    =  R1 m / [1 + (0,095 x 53/365)] 
    =  R1 m / 1,0137945 
    =  R986 393,18 
 If we round it off to the nearest rand, the answer is R986 393. 
 
 b. Incorrect. See the foregoing calculations.  
 c. Correct. The total income can be calculated as follows: 
 Total income = amount received – amount paid 
    =  R986 393,18 – R980 392,15 
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    =  R6 001,03 
 If we round it off to the nearest rand, the answer is R6 001. 
 
 The correct alternative is [2]. 
 
42. a. Correct. The accrued interest can be calculated as follows: 
 Accrued interest = amount paid x i x n 
    = R980 392,15 x 0,1 x 20/365  
    = R5 372,01 
 If we round it off to the nearest rand, the answer is R5 372. 
 b. Incorrect. See the foregoing calculations. 
 c. Incorrect. The fact that the negotiable certificate of deposit was sold at a lower interest 

rate than the rate at which it was bought already indicates a capital profit. The 
amount of the capital profit can be calculated as follows: 

 
 Capital profit (loss) = total income – accrued interest 
    = R6 001,03 – R5 372,01 
    = R629,02 
 
 The correct alternative is [3]. 
 
43. a. Incorrect. The yield rate can be calculated as follows: 
 Yield = total income/amount paid x 1/n 
   = R6 001,03/R980 392,15 x 365/20 
   = 0,11170917 or 11,170917% 
 If we round it off to two digits after the comma, the yield is 11,17%. 
 b. Correct. See the calculations above. 
 c. Incorrect. See the foregoing calculations. 
 
 The correct alternative is [2]. 
 
44. a. Correct. See the first sentence in chapter 11. 
 b. Incorrect. Shares are also capital market instruments and no fixed interest is payable on 

shares, only dividends. Not even all bonds are fixed interest bearing (as 
indicated in section 11.1). 

 c. Incorrect. The coupon or interest payable on a fixed interest-bearing bond is a fixed 
percentage of the principal, which is not the same as the buying price (see 
section 11.2). 

 
 The correct alternative is [5]. 
 
45. a. Correct. If the price of a bond is higher than R100%, we say that it trades at a premium. 

If the price is R100%, we say that it trades at par, and if it is lower than R100%, 
we say that it trades at a discount (see section 11.2.1). 

 b. Incorrect. Returns on government bonds consist of three elements: coupon interest, 
interest on the interest and capital profit or loss (which represents the difference 
between the buying and selling price) (see section 11.2.1). 

 c. Correct. This is illustrated in box 11.2. If a bond is bought at par, the running yield is 
equal to the coupon rate. If a bond is bought at a discount, the running yield is 
higher than the coupon rate. If it is bought at a premium, the running yield is 
lower than the coupon rate. 

 
The correct alternative is [4]. 
 
46. a. Correct. See section 11.2.1. 
 b. Correct. All the factors that influence bond yields and bond prices are listed  in 

section 11.3. 
 c. Correct. Same as for statement (b). 
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 The correct alternative is [1]. 
 
47. a. Incorrect. The bond will trade cum interest. The buyer (REO Bank) will receive the coupon 

on 1 September 2010, which means that interest accruing to the seller, AB 
Holdings, for the period 1 March to 14 April has to be added to the clean price 
to get the all-in price. 

 b. Correct. On that date, the bond will trade ex interest. The seller (AB Holdings) will receive 
the coupon on 1 March. Interest accruing to the buyer, CJ Limited, for the period 
15 February to 28 February, therefore has to be subtracted from the clean price 
to get the all-in price. 

 c. Incorrect. On that date, the bond will trade cum interest, in which case the accrued interest 
is added to the clean price to get the all-in price.  

 
 The correct alternative is [5]. 
 
 
48. a. Incorrect. See section 11.8.1. 
 b. Incorrect. See section 11.8.1. 
 c. Incorrect. The fact that the bondholder is in the UK does not make the bond foreign. 
 
 The correct alternative is [5]. 
 
49. a Correct. Real investors are those who invest in real assets. They can use the capital 

raised by selling shares on the stock exchange to finance their real investment. 
 b. Incorrect. Shares are not interest-bearing instruments. Dividends are paid on shares. See 

table 12.2. 
 c. Correct. If a stock market is well developed, buyers and sellers have access to timeous 

information and effective trading structures, contributing to the liquidity of 
shares. See section 12.4. 

 
 The correct alternative is [4]. 
 
50. a. Correct. See section 11.5.1. 
 b. Correct. See section 11.8.1. 
 c. Correct. See section 12.3.1. 
 
 The correct alternative is [1]. 
 
51. This question tests your insight to see if you understand the role of the JSE in the economy. 
 
 a. Correct. When new shares are issued on the JSE, this involves the channelling of funds 

from surplus units (the investor) to deficit units (the issuer). 
 b. Incorrect. The JSE does not supply credit. This is the function of the banking sector. 
 c. Correct. Investors invest in shares that are listed on a formal exchange, because it 

ensures higher liquidity. 
 
 The correct alternative is [4]. 
 
52. a. Correct. We now require more rands to buy one US dollar. 
 b. Incorrect. The rand has actually depreciated. 
 c. Correct. We now require fewer rands to buy one US dollar. 
 
 The correct alternative is [4]. 
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7.2. Discussion of section B: Essay questions of Assignment 05/2018 
 
We have provided a framework for answering each question and also tell you where to find the answer in 
the study material. First do the questions yourself and then evaluate your answers using the framework 
that we provide. This will tell you whether you are ready for the essay questions in the exam. 
 
1. The functions of the financial system are discussed in section 1.4.1 and these include: 

 Channeling of savings into investments. Financial intermediaries facilitate the flow of funds 
from surplus to deficit economic units. 

 Pooling of savings. Financial intermediaries pool funds from small savers, eg collective 
investment schemes.  

 Reduction of risk. Facilitating the management, diversification, and trading of risk – real 
producers can also hedge their risk using derivatives and insurance. 

 Transferring of funds through time and across borders. 
 An efficient payment system. Providing mechanisms for the clearing and settlement of 

payments – this enables the real sector to make and receive payments. 
 Price discovery/ information. Providing ways to overcome incentive and asymmetrical 

problems that arise in financial contracting – also ensures that funds are allocated to efficient 
producers. 

 Money creation. 
 Enhanced liquidity and economies of scale. 
 Efficient allocation of funds. (5) 

 See section 1.4.1. 
 
2. The first leg of a foreign exchange swap: 

 Money (rand) flows from the banking system to the SARB.√ 
 Foreign exchange flows from the SARB to banks.√ 
 The money market deficit increases.√ 
 Banks can invest foreign exchange in foreign markets (where it earns interest).√ 
 The second leg of a foreign exchange swap: 
 Money flows from the SARB to the banking system.√ 
 Foreign exchange flows from banks to the SARB.√ 
 The money market deficit decreases.√ (7) 
See section 2.6.3(a ) of Learning Unit 2, specifically figure 2.3(a) and (b) and the discussion of these 
figures. 

 
3. The best way to answer this question is to use a table to compare the differences: 

Short–term insurance Long–term insurance 

Compensation is linked to the value of the loss. 
√ 

Compensation is a specified amount or an amount 
calculated according to a predetermined formula. √

Deals with eventualities. √ 
Deals with some events that are highly likely, and 
others that are less certain. √ 

Mainly concerned with risk assessment. √ 
Concerned with risk assessment and investment 
value. √ 

It has no maturity value. √ It may have a maturity value. √ 

Involves a contract of one year or less. √ Involves a longer–term contract. √ 

Assets consist of more liquid assets in order to 
correspond to the profile of liabilities.√ 

It can also invest in less liquid, more long-term 
assets. √

Any 4 x 2 (8) 
 See section 6.1. 
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4. The first leg: 
 The SARB pays √ 
 the market value of the securities √ 
 to the bank. √ 

 
 The second leg: 

 The bank pays √ 
 the amount paid in the first leg + interest (√) at the repo rate (√) 
 to the SARB. √ (7) 

 
 See section 2.5.2(a) of Learning Unit 2. 

 
5. 15 June falls in the period between the register closing date and the coupon payment date. √ 
 
 On 30 May (register closing date), because the bond belongs to the seller, the seller will receive the 

full coupon payment on 30 June. √ However, because the bond belongs to the buyer for 15 days of 
the coupon period, the buyer should be compensated for his or her portion of the coupon for these 
15 days. √ 

 Thus all-in price = clean price – accrued interest for 15 days. √ (4) 
 
 See section 11.2.2. 
 
6. (i) Shares that rank higher than ordinary shares and therefore have a higher priority when it 

comes to the distribution of dividends (that is, dividends on preference shares) are paid before 
dividends on common shares are paid. √ 

  Dividends on preference shares are a predetermined (fixed or index–linked) annual 
percentage of the nominal or par value of the share, while dividends on ordinary shares are 
determined subjectively by management. √ (2) 

 B For cumulative preference shares, if the company does not have the funds available to pay 
dividends, the dividends accrue until fully paid. √ 

  For noncumulative preference shares, the dividends do not accrue, but are lost if the company 
cannot afford to pay dividends. √ (2) 

 
 See section 12.3.1. 
 
7. The best way to answer this question would be to use a table to compare the differences: 

Shares Bonds 

No predetermined interest on ordinary shares; 
dividends are paid if declared. √ 

Regular coupon payments. √ 

Represent owners’ equity in the company. √ Represent liability to issuer. √ 

No maturity date. √ 
Bonds have a predetermined maturity date 
when they expire and capital is paid back to 
holder. √ 

(6) 
See section 12.3.1 and Table 12.2. 
 
8. An interest rate swap would be used by someone wishing to reduce the uncertainty of funding costs 

(√) by fixing the interest rate on his or her borrowing for a certain period, especially when an increase 
in interest rates is expected. (√) 

 An interest rate swap is an agreement between two parties to settle the net difference between two 
interest rate payments on a notional amount of money, with the one party agreeing to pay a fixed 
rate of interest and the other agreeing to pay a floating rate. (√) 

(3) 
 See section 13.4.3. 
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8. GUIDELINES FOR ANSWERING ASSIGNMENT 06/2018 
 
Assignment 06/2018 is a self-evaluation assignment, which means you have to use the guidelines that 
we provide here to evaluate your own answers. It is important that you first do the assignment by yourself 
without referring to your study material, and then mark it, using these guidelines and the prescribed study 
material. Unless otherwise stated, all page and section references are to the prescribed book 
Understanding South African financial markets (2015 edition). 
 
1. Alternatives [1] to [4] are characteristics of forwards, but not of futures. Alternative [5] is a 

characteristic of a future contract, but not of a forward. Refer to the introduction to section 13.4 and 
section 13.4.1. 

 
 The correct alternative is [5]. 
 
2. Alternatives [1] and [2] apply to forward contracts, but not futures (see section 13.4.1). Alternative 

[3] refers to futures, but not forwards (see introduction to section 13.4.1). Alternative [4] applies to 
both futures and forwards although, in the case of futures, the quantity of the underlying asset will 
be a standard quantity, while the contract will specify the quantity in the case of a forward. 
Alternative [5] applies to options (see section 13.4.2), but not to futures and forwards, because 
futures and forwards have to be exercised. 

 
 The correct alternative is [4]. 
 
3. Statement (a) is correct (see sec 13.4.6 of textbook). Statement (b) is incorrect – prices of 

derivatives are just a volatile as the prices of the underlying instruments, and may be even more 
volatile. Statement (c) is correct (see sec 13.2 point number one, par just after the bullets). 
Statement (d) is correct (see sec 13.2 point number four). 

 
 The correct alternative is [3]. 
 
4. Unit trusts and exchange–traded funds such as Satrix 40 are not derivative instruments. Neither 

alternatives [1] or [2] is therefore correct. An option to buy any asset is a derivative; therefore 
alternative [3] is a derivative. Alternative [4] describes a special bargain transaction and not a 
derivative, while alternative [5] describes an arbitrage transaction, both of which are special types 
of transactions that can take place on an exchange, but not derivative instruments. 

 
 The correct alternative is [3]. 
 
5. A call option is in-the-money if strike price of the option is below the current market price. A put 

option is in-the-money if the strike price is higher than the current market price. Options are at-the-
money when the strike price is equal to the current market price (see section 13.4.2). 

 
 The correct alternative is [1]. 
6. Statement (a) is correct (see sec 13.4.2 2nd bullet). Statement (b) is correct (see 1st par of sec 

13.4.2). Statement (c) is incorrect. The strike price is specified in the contract and does not change 
(see 1st par of sec 13.4.2). Statement (d) is correct (see sec 13.4.2 1st bullet). 

 
 The correct alternative is [2]. 
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7. The following diagram illustrates the payoff situation for a long call option with a strike price of R40 
and for which a premium of R5 was paid: 

 

 
 
 As you can see from the diagram a profit of R15 will be made if the market price of the underlying 

asset is R60. The buyer paid R5 for the option. If he/she exercise the option to buy the underlying 
instrument at R40, the total cost is R40 + R5 = R45.The underlying instrument can be sold at R60 
in the market, thus the profit is R60 – R45 = R15. 

 
 Up to the strike price of R40 the option is out-of-the money. At R40 it is at-the-money and above 

R40 the option is in-the-money. If the market price is R60 the option is thus definitely in-the-money.  
 
 Therefore the correct option is [2]. 
 
8. When the price of an underlying instrument is declining, demand for call options will decline, 

therefore the premium on a call option will decline. Therefore (a) is incorrect and (d) is correct. 
 
 When the price of an underlying instrument is declining, demand for put options will increase; 

therefore the premium on a put option will increase. Therefore (b) is incorrect and (c) is correct. 
 
 The correct alternative is [4]. 
 
9. An American-style option may be exercised any day up to the expiry date. The option described in 

this question expires on 31 May 2010, and may thus be exercised any day after conclusion and up 
to or on 31 May. Options (a) and (b) are, therefore, correct. Option (c) is incorrect, because 1 June 
is after the expiry date. 

 
 The correct alternative is [4]. 
 
  

‐10

‐5

0

5

10

15

20

25

30

35

20 25 30 35 40 45 50 55 60 65 70 75

P
ro
fi
t/
lo
ss

Price of underlying asset

Payoff diagram for a long call option will a strike price of R40 and 
premium of R5

Strike price R40

Breakeven R45



 

56 

10. Mine ABC enters into this derivative transaction to protect its position, namely, to limit its possible 
loss if the exchange rate turns against Mine ABC. This derivative is therefore used to hedge Mine 
ABC.  

 
 The correct alternative is [1]. 
 
11. Alternative [2] is correct. 
 
 We know the instrument is a discount instrument because a discount rate is given. Although bonds 

can also be issued at a discount, we know it is not a bond instrument because of its short life span. 
Negotiable certificates of deposit and Reserve Bank debentures are interest add-on instruments 
and not discount instruments. If it were a repurchase agreement, information regarding the market 
price of the underlying asset would need to be available. For a repurchase agreement, interest is 
also added to the market value of the underlying instrument and not discounted. A Treasury bill is 
a discount instrument; this tells us that this instrument may be a Treasury bill. 

 
12. Alternative [4] is correct. A discount instrument is bought at a discount. The calculation of the 

consideration is given by formula F.10.2 in the prescribed textbook: 
 
 Consideration = NV x (1 – id x n)  
   = R1 m x (1 – 0,1 x 92/365) 
   = R1 m x 0,9747945 
   = R974 794,52 
 
13. Alternative [1] is correct. 
 
 The yield is calculated using formula F.10.4: 
 

 %26,101026,0
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14. Alternative [3] is correct. 
 
 For a discount instrument, the nominal value is the maturity value. 
 
15. Alternative [4] is correct. 
 
 SARB debentures are interest add-on instruments. Such instruments are issued at their nominal 

value. Consideration in the primary market is therefore equal to nominal value. 
 
16. Alternative [5] is correct. 
 
 We first use formula F.10.10 to find the maturity value of the debentures: 
 

 

  181
1 ( ) 2 1 0,12

365

2 1,0595068 2 119 014

MV NV x i x n R m x x

R m x R

          
   

 
 The consideration in the secondary market is then obtained using formula F.10.11: 
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Consideration  = MV / [1 + (i x n)] 
  = R2 119 014 / [1 + (0,1 x 81/365)] 
  = R2 119 014 / 1,0221918 = R2 073 010 

 
17. Alternative [1] is correct. 
 
 We use formula F10.12 to find the accrued interest: 
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 To calculate the total income, subtract the buying price from the selling price: 
 
 R2 073 010 – R2 000 000 = R73 010 
 
 Then use the following formula to find the capital profit or loss: 
 
 Capital profit  = total income – accrued interest 
   = R73 010 – R5 753 = R7 257 
 
18. Alternative [1] is correct. 
 
 The yield is calculated using formula F.10.13: 
 

 %3,13133,0

100

365

0000002

01073

1







x
R

R

n
x

paidamount

incometotal
yield

 
 
19. Alternative [4] is correct. 
 
 Consideration in leg one is calculated using formula F.10.16: 
 
 Consideration = nominal value of bonds X AIP of bonds 
   = R5 m X R95,500% 
   = R5 m X 95,500/100 
   = R4 775 000 
 
20. Alternative [2] is correct. 
 
 Consideration in leg two of a repurchase agreement is calculated using the following formula: 
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21. Alternative [1] is correct. 
 
 Bank X borrowed from ABC Investment Managers through the repurchase agreement. Bank X will, 

therefore, pay interest. The interest amount is calculated as follows: 
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 Consideration in leg two – consideration in leg one: 
 
 = R4 782 326 – R4 775 000 = R7 326 
 
22. Alternative [1] is correct. 
 
 Statement (a) is correct. The running yield is calculated using formula F.11.2: 
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 The bond is trading at a price which is above R100%; it is, therefore, trading at a premium. 

Statement (c) is correct. 
 
23. Alternative [5] is correct. 
 
 Accrued interest is calculated using formula F.11.4:  
 
 Accrued interest =  yield rate per annum x d/365 
   =  0,1 x 92/365 = 0,0252055 
 
 To calculate the accrued interest amount, multiply this answer by the principal amount: 
   0,0252055 X R10 m = R252 055. 
 
24. Alternative [3] is correct. 
 
 The clean price is the market price times the nominal value of the bond 
 = R95,00% X R10 m = R9 500 000. 
 
 On 30 September, the bond will trade cum interest. Thus: 
 All-in price  =  clean price  + accrued interest 
   =  R9 500 000 + R252 055 = R9 752 055 
 
25. Alternative [3] is correct. 
 
 The bond register closes on 30 November. On 15 December, the bond will trade ex interest. The 

clean price is the same as in question 14 (since the market price is the same). 
 To calculate the accrued interest: 

 
 
 
 
 

 To calculate the accrued interest amount: 0,00438 X R10 m = R43 836. 
 On 15 December, the bond trades ex interest.  
 The all-in price will be equal to the clean price minus the accrued interest: 
 R9 500 000 – R43 836 = R9 456 164. 
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9. THE MAY/JUNE 2018 EXAMINATION 
 
 
The format of the exam paper is set out on page 86 of Tutorial Letter 101/2018 (section 12.2).  
 
The formula page that appears on page 91 of Tutorial Letter 101/2018 will be attached to the 
examination paper for your benefit. You are allowed to use a non-programmable pocket calculator in the 
examination for ECS2605. 
 
The examination paper will consist of three sections: 
 
Section A: Section A contains only compulsory questions that all students have to answer. It consists 

of discussion-type questions that cover the whole syllabus. Section A counts 20 marks. 
Examples of possible questions for section A can be found in the section “Examples of 
questions for section A of the exam” in section 13 of TL101. 

 
Section B: Section B consists of three discussion-type questions of 15 marks each. You have to answer 

two of the three questions. These questions are based on the following learning units: 
Question B1: Learning units 1 and 2 
Question B2: Learning units 1 and 3 
Question B3: Learning units 1, 4 and 5 

 
About half of each of these questions will test your insight into the way in which South Africa’s economic 
system, and especially the financial sector, operates. 

Section C: In the third section (50% of the total), you will have to answer 25 multiple-choice questions. 
Examples of multiple-choice questions are included in the assignments. 

Total time: Two hours 

Section C consists of 25 multiple-choice questions and each of these questions counts two (2) marks. You 
have to answer the multiple-choice questions on a mark-reading sheet. Note that you can choose only 
ONE of the alternatives on the mark-reading sheet. If you mark more than one option, the computer will 
not mark that question. 
 
For most of the 25 multiple-choice questions in the examination paper we provide one question or stem 
and a few possible answers. You are required to choose only the ONE correct answer from those 
alternatives. For example: 
 
Direct financing takes place when … 
 
[1] surplus units buy shares in the secondary market. 
[2] deficit units obtain a bank loan. 
[3] surplus units buy negotiable certificates of deposit in the primary market. 
[4] surplus units buy bonds in the primary market. 
[5] the South African Reserve Bank (SARB) sells SARB debentures to banks. 
 
The correct answer is of course [4]. See section after activity 1.1 and activity 1.2 in the study guide for a 
discussion of direct and indirect financing. 
 
Note that the question in the stem may sometimes be in the negative, which means that you need to read 
it VERY CAREFULLY. Study the example below. 
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Which one of the following is not an example of a money market instrument? 
 
[1] treasury bill 
[2] bankers’ acceptance 
[3] share 
[4] SARB debenture 
[5] negotiable certificate of deposit 
 
The correct answer here is [3] because all the others are examples of money market instruments. See 
section 10.6 of the prescribed book for a discussion of money market instruments and chapter 12 for a 
discussion of the equity market. 
 
The stem may also take the form of an incomplete statement. You then need to choose the correct phrase 
to complete the statement, for example: 
 
A primary market for financial instruments is a market in which only instruments … 
 
[1] issued by ultimate borrowers are traded. 
[2] issued by financial intermediaries are traded. 
[3] issued for the first time are traded. 
[4] listed on an exchange are traded. 
[5] with a maturity of one year or less are traded. 
 
The correct answer is [3]. See section 1.3.4 of the prescribed book. 
 
Some of the questions will provide a list of statements, more than one of which may be correct. You then 
have to choose the ONE combination that contains all the correct statements, for example: 
 
Which of the following statements are correct? 
 
A bankers' acceptance is … 
 
[a] a primary instrument. 
[b] an indirect instrument. 
[c] a discount instrument. 
[d] an interest add-on instrument. 
 
[1] a c 
[2] a d 
[3] b c 
[4] b d 
 
The correct answer is [1]. See section 10.6.3 of the prescribed book. 
 
 
 


