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Introduction and overview of the 
module

 

 

Welcome to the module The South African financial system. Although the subject of this module 

is the South African financial system, financial systems are so integrated globally, that this 

module actually provides you with an overview of how any financial system operates. 

 

1 PURPOSE OF THE MODULE 
 
Do you sometimes watch the evening news? If you do, I expect that, when they come to the 

economic news, you feel a bit overwhelmed by the jargon they use. If I’m correct, then this 

module may be just right for you. The main purpose of this module is to provide an overview of 

the role of the financial system in the economy; we shall also be discussing the institutions, 

markets and instruments that form part of the financial system. 

 
The financial world has a jargon of its own and new entrants to this world may be intimidated by 

this. One of the aims of this module is therefore to introduce you to this jargon and the way in 

which it is used. 

 

Because this module provides an overview of all the elements of the financial system, it should 

help you get a broader picture of many of the other modules in financial management. If you are 

not going to do any of the other modules in financial management, this module should enable 

you to participate confidently in any debates about the financial sector. It should also enable you 

to know where to look for answers if you have any specific questions relating to finance.  

 

On a personal level this module introduces you to the financial institutions and instruments that 

you may come across when you manage your own finances. On a professional level, this 

module provides an overview of the various sources of financing and the financial investment 

opportunities available to the business sector. For someone specialising in a specific sector of 

the financial system, such as short-term insurance or banking, it is worth knowing how and 

where that sector fits into the rest of the financial sector. This introduction to all the financial 

institutions and markets should also provide you with an overview of all the different career 

opportunities available in the financial sector. 

 

A developed, healthy financial sector is of the utmost importance as far as economic 

development is concerned. However, the financial sector can also be a source of tremendous 
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instability. Therefore regulation of the financial sector is crucial. We shall also be discussing 

regulation of the financial sector in this module. If you are a client in the financial sector, you 

need to know where to go if you feel that you have been treated unfairly. On the other hand, if 

you provide a service in the financial sector, you need to know how the sector you work in is 

regulated. You also need to know about the regulators of the financial sector, since these areas 

also provide career opportunities. Students interested in such a career path should consider 

combining their studies of economics and management with appropriate law studies.  

 

An important characteristic of the financial sector is that it is not stagnant; it is constantly 

evolving. This is because, to stay competitive in the financial sector, institutions and individuals 

constantly have to develop new products. Also, of course, technological development has a 

definite influence on the financial sector. Sometimes it makes it possible to offer new products 

and sometimes it leads to the more effective delivery or management of existing products. While 

this module is not aimed at teaching you how to develop new products, we hope that the broad 

overview it provides may put some students on the path to become innovative participants in 

the financial sector. 

 

Where does this module fit in and how does it relate to the rest of the College’s many subjects? 

Well, let us recap what you have done so far. By now most of you should have successfully 

completed modules in first-year economics (microeconomics and macroeconomics), business 

management and/or accounting. In macroeconomics we study the basic economic environment; 

the emphasis is on broad/general concepts such as inflation, employment and economic 

growth. In microeconomics we focus on specific market structures in the economy; for example, 

we examine how price and output levels are determined in a competitive (or monopolistic) 

market. In business management, we study the behaviour of a particular company or business 

enterprise (management, marketing, human resource development, etc.) within any overall 

market structure. In this module, however, we are going to examine one particular market in our 

economic environment: the financial market. 

 

2 LEARNING OUTCOMES OF THIS MODULE 
 

Given that you are a second-year student of the College of Economic and Management 

Sciences, we assume that you have already obtained the following: 

 

 a basic knowledge of the fundamental principles of economics 

 

 a basic knowledge of the fundamental principles of management 

 

 

 an ability to analyse specific but unfamiliar economic situations using these fundamental 
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principles and using certain basic economic tools, such as demand and supply curves  

 

 an ability to present and communicate information coherently and reliably  

 

After you have worked through this paper, you will be able to: 

 

 explain, using the correct terminology, how different institutions, markets and instruments fit 

into the financial system  

 

 explain how and why the different elements that form part of the financial system are 

regulated 

 

 analyse a specific situation in the financial environment with the aim of explaining the causes 

and consequences of such a situation 

 

To complete this module successfully, it is important that you understand the implications of the 

level at which second-year level modules are presented (SAQA levels 5 and 6). If you complete 

your studies successfully, you should, at the end of this module, have acquired the following 

knowledge and abilities, which will be tested according to the stated assessment criteria. 

 

Specific outcome 1: 

You should understand the role and function of the financial sector in the rest of the economy 

and the role and functions of all the different components that the financial sector consists of, 

and you should be able to explain and communicate this. You should be able to use this 

information to take and motivate decisions related to the financial sector. 

 

Assessment criteria 

1.1 You should be able to communicate the role of the financial system in the economy and 

demonstrates that you can apply this knowledge to identify the advantages of a well-

developed financial system and the hindrances related to the absence of such a system. 

1.2 You should be able to define the different financial institutions, markets and instruments 

that make up the financial sector and demonstrate understanding of the role and function 

of these different components. You should be able to demonstrate that you can identify 

problems related to the financial sector and can design and communicate solutions 

incorporating the different institution, markets and instruments. 

 

Specific outcome 2:  

You should be able to interpret and coherently use key terms, concepts and calculations utilised 

in the financial sector to determine the best solution for a specific situation and you should be 

able to communicate such solutions using the correct terminology. 

Assessment criteria 
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2.1 You should be able to demonstrate that you understand key terminology and concepts 

related to financial sector by answering questions that requires a good understanding of 

such terms and concepts. 

2.2 You should be able to use such terms and concepts coherently to describe a specific 

situation related to the financial sector. 

2.3 You should be able to demonstrate that you are able to choose the appropriate formulae to 

analyse a specific situation related to money and bond market instruments and 

successfully employ such formulae to do certain calculations. 

2.4 You should be able to demonstrate that you can communicate a well-motivated opinion on 

different options in the financial markets based on the results of appropriate calculations. 

 

Specific outcome 3: 

You should be able to apply your knowledge of the financial system to analyse the effect of 

current regulation and a change in the regulatory environment and should be able to 

communicate such an argument effectively. 

 

Assessment criteria 

3.1 You should be able to demonstrate that you understand how different components of the 

financial sector are regulated. 

3.2 You should be able to identify and coherently communicate the rationale for the way in 

which different sectors of the financial sector are regulated. 

3.3 You should be able to demonstrate that you can analyse the regulatory environment and 

effectively communicate your opinion on the current stance of regulation and that you can 

provide well motivated suggestions for change in the regulatory environment as well as the 

possible outcomes of such changes. 

 

Specific outcome 4:  

You should be able to participate in debate concerning problems and issues related to the 

national and international financial environment and provide motivated analysis and/or 

solutions. 

 

Assessment criteria 

4.1 You should be able to demonstrate that you can analyse a specific situation in the national 

and international financial environment and can communicate a well-motivated opinion on 

the causes and consequences of such a situation. 
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3 STUDY MATERIAL 
 

The prescribed study material for this module includes the following: 

 

 This study guide (TL501/4/2018) which contains the learning units which that will guide you 

through the study material. 

 

 A prescribed book: Van Wyk, K, Botha, Z & Goodspeed, I. 2015. Understanding South 

African financial markets. Pretoria: Van Schaik. 

 

 Tutorial Letter 101 contains the assignments and other important information. 

 

 Tutorial Letter 201 will contain discussions of the answers to the activities in the learning 

units, a previous exam paper with suggested answers and a discussion of the answers to 

the self-assessment Assignments 04 and 05. 

 

 Tutorial letter 202 will contain feedback to Assignments 01, 02, 03 and 04 

 

 Additional activities and instructions are available on the main module’s myUnisa site; you 

must visit this site regularly. 

 

 Extra activities, questions and articles that will become available to you on the e-tutor 

website to help you prepare better for the exam  

 

You should read through Tutorial Letter 101 for ECS2605 first. Tutorial Letter 101 contains 

important information such as contact details, assignment details and information on the 

structure of the examination paper.  

 

A study programme is also included in Tutorial Letter 101. This programme refers to the 

different learning units. 

 

Tutorial Letters 201 and 202 will be posted to you during the semester. Note that these Tutorial 

Letters may include additional study material. We try to keep students up to date about recent 

developments and any changes in the financial markets. We will make it very clear whether any 

additional information we give you forms part of the prescribed study material.  
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4 HOW TO USE THE LEARNING UNITS  
 

We would like to help you discover certain competencies that you will need as an active 

participant in the employment sector. A competency is based on three vital things: knowledge, 

skills and values. In this module, you will come across theories and opinions that form the 

foundation for economic participation. You will also acquire new skills and you will be required 

to do certain things with your newly acquired knowledge. But we will also help you to develop 

these competencies within the guidelines of the Bill of Rights and South Africa's Constitution. 

We firmly believe that we need participants in the economy who will act within the values 

enshrined in South Africa’s Constitution. Our focus in designing this module is not only to help 

you discover essential knowledge, skills and values, but also to invite you to become a critical 

and creative participant in the economic debate in South Africa. 

 

We have designed this learning experience within a certain structure. Research has shown that 

learning is greatly improved when it is contextualised and when learners are given sufficient 

opportunities to practise their newly acquired skills and knowledge and to reflect on the 

implications of this knowledge. By “contextualised learning” we mean discovering new 

knowledge, skills and values in ways that relate to your daily experience. 

 

In the learning units you will encounter the following:  

 

STUDY 

 

 Here we will indicate which section(s) of the 

prescribed book you need to study 

 

This module is about the elements that make up the financial sector, the jargon used in the 

financial sector, the role played by each institution and instrument in the economy and the 

various factors that influence the economy, such as regulation and market phenomena. In each 

learning unit we shall discuss a certain element of the financial system, and the issues relating 

to it. 

 

The learning units are designed to guide you through the prescribed book in a systematic and 

informative way and to familiarise you with the economist’s analytical tool kit. You will be 

required to read or study certain parts of the prescribed book. We will provide you with some 

guiding remarks or questions to ensure that you have grasped the content of the passages you 

have read. We may also provide you with additional material or explanations. Once you have 

some understanding of the (prescribed) theories and opinions of economic experts, it is 

important that you formulate your own opinions. 
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You have to work through the learning units systematically and should make summaries of the 

relevant study material that you should study in the prescribed book. We recommend that you 

obtain a file in which you can arrange all these summaries and activities. You will find this file 

useful when you prepare for the exam.  

 

 

VC This refers to the video clips that are available 

on myUnisa. We use short video clips to explain 

certain concepts and calculations. You will also find 

this under Learning Units, and under the heading 

Video Clips under Additional Study Material. 

✍ 
ACTIVITIES 

 

In each learning unit we would like you to discover economics in your everyday life. In this part 

of the learning experience, we would like to introduce you to the different areas of economics as 

we encounter these in newspapers, in discussions on the bus or in the taxi, or when talking to 

our friends about the latest rise in interest rates or the prices of houses or equities. By 

introducing you to these stories and questions we hope to stimulate some critical and creative 

thinking on your part! We also hope that, by doing this, we will be contextualising your new 

knowledge. You will also encounter such questions in the exam where you will be expected to 

apply your knowledge to answer certain questions. 

 

We have all learnt by memorising certain definitions or formulas. But you only realise that you 

can do a calculation, or define something, by actually doing it! The activities are therefore 

designed to help you practise your newly acquired knowledge, skills and values. As you 

proceed through the study material your e-tutor will provide you with answers to some of these 

questions in order to give you some guidance about how to think and thus give the best answer. 

Your e-tutor will point out some of the important things you need to remember when reasoning a 

point or when you do a calculation. Feedback will also be provided in TL102 which you will 

receive after week 6 of the study programme. 

 

Note that many of these activities or questions will have a “theoretical” slant. This is 

unavoidable. If you do not have a thorough knowledge of the different components of an 

analytical tool and how these components fit together, you will never master a discipline (in this 

case, economics).  
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In order to be successful in economics, it is essential that you take responsibility for your own 

learning and that you practice your newly acquired skills and apply your newly acquired values 

and knowledge. Remember that we not only want to help you pass the examination — we also 

want to help you become a participant and colleague in creating a more efficient and equitable 

society.  

 

As a student you should know exactly what is expected of you when certain verbs are used in 

an assignment or examination question. In economics, the verbs generally used are: name, 

describe, explain, distinguish, analyse, discuss or discuss critically. The required response to 

each verb can be classified according to level of difficulty.  

 

Name (list): The required information should be provided in the form of single words or in short 

sentences, preferably numbered. 

 

Describe (illustrate): When a particular phenomenon must be described, you need to use 

words or diagrams to reproduce terms, definitions, formulae, causes and methods. Where 

possible, you should include examples. A diagram can be used to illustrate any written 

description you supply.  

 

Explain (analyse): An explanation requires that you clarify a certain outcome or result. A 

problem may be stated to which you are required to provide a possible solution with an 

explanation of why you think that solution is correct.  

 

Distinguish (contrast): Here you must compare the differences and similarities between two or 

more issues.  

 

Discuss critically (discuss, rationalise, evaluate): “Discuss” means to debate. In economics 

this instruction is often preceded by a statement. This instruction is comprehensive in the sense 

that it requires description, distinction (noting pros and cons), giving arguments for and against, 

and the use of specific criteria to assess the truth value of a statement or result. You should 

state the consensus opinion or whether any agreement exists. Sometimes the conclusion will be 

a qualified one (e.g. "the statement is correct, but ... or if ...”). Your own opinion, based on the 

discussion, may also be included. In other words, any opinions you express must be 

substantiated. 
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ECONOMICS IN 

ACTION 

(LOOKING BACK) 

 

After we have introduced you to different theories, opinions and/or skills and tested you on the 

basics of each section, you will be required to look back at the first activity of the learning unit 

where you were introduced to a “real-life” scenario in the field of economics. Can you now 

propose a solution? Do you still agree with the answer you originally gave? Apart from doing  

 

this, you will sometimes find it necessary to form an overall opinion on the sections of a learning 

unit. In this part of the learning unit you will find questions which are more comprehensive in 

their coverage. These will also include typical examination questions — this time, more complex 

questions. Remember that any examination paper must contain questions that will enable the 

examiner to identify the weak, the average and the excellent student.  

 

For us to become lifelong learners, it is essential that we think not only about what we have 

learnt, but also on the ways we have learnt! By developing different learning skills for different 

situations, we will be able to apply our new knowledge to new situations.  

 

 

 

FURTHER READING 

 

 

In this section we will tell you where you can read more on any specific topic that interests you. 

The financial sector is, as we have said, constantly evolving. The website addresses that we 

provide here (i.e. under “Further reading”) should help keep you up to date on latest 

developments. Useful website addresses are also provided at the end of the chapters in the 

prescribed book. The most important "further reading", as far as this module is concerned, is the 

financial newspapers. While this module should help you understand the jargon used in these 

newspapers, reading the financial newspapers should also keep your newly acquired 

knowledge fresh in your mind and, in fact, make it part of your general frame of reference. 
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5 OUTLINE OF THE MODULE 
 

The outline of the module is provided in the following table. A study programme is provided in 

Tutorial Letter 101. Try to keep to this programme. Note that the learning units are not divided 

up according to the number of study hours you need to master them. Some units will obviously 

require more time and effort than others. Also note that the module does not follow the precise 

sequence of the prescribed book. Note, also, that only parts of the prescribed book are 

prescribed for examination purposes. You therefore have to follow the instructions in the 

learning units to know which sections of the prescribed book are prescribed and which are not. 

 

 

Learning 

unit 

Topic Elements Corresponding 

chapter(s) in 

prescribed book 

1 The role and structure of the 

South African financial system 

• the role of the financial system in 

the economy 

• elements of, and concepts 

related to the financial system 

• overview of regulation of 

financial system 

1 and selected sections 

of chapter 5 

2 The role of banks in the South 

African financial system 

• functions 

• regulation 

2 and 3  

3 The role of other financial institu-

tions in the South African financial 

system 

• functions 

• regulation 

• specific institutions 

 short-term insurers 

 long-term insurers 

 retirement funds 

 investment institutions 

 microfinance institutions 

4 to 8 

4 The decision-making process in 

the financial markets: some basic 

tools and calculations 

• overview of issuing procedures 

and calculation of prices and 

yields 

Selected sections of 9 to 

11 

5 Overview of financial markets and 

instruments 

• definitions and classification 

• specific markets 

 money market 

 capital market 

 derivatives market 

 foreign exchange market 

 commodities market 

 credit market 

Selected sections of 10 

to 16 
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The role and structure of the 

South African financial system 
Prescribed book: 

Chapter 1 and selected sections of 

Chapter 5 
1

 

 

Study Outcomes 
 

After you have worked through this learning unit, you should be able to: 

 define the financial system, identify the six essential elements of a financial system as well 

as the allied participants without which the system cannot operate efficiently 

 describe important concepts related to the financial sector 

 list the functions of the financial system and describe each briefly 

 distinguish between price stability and stability of the financial sector and describe each 

briefly 

 explain which factors led to the international financial crisis in 2007/2008  

 discuss the rationale of regulation, discuss the elements of regulation as well as the 

objectives thereof, and also ethics in the financial sector 

 understand the regulatory framework in South Africa and describe it  
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ECONOMICS IN 

ACTION 

 

Complete the following questionnaire by ticking “yes” or “no”: 

 

 Yes No 

1. Do you have a bank account?   

2. Do you have a credit card?   

3. Have you ever obtained a loan from a bank or other 

financial institution? 

  

4. Do you contribute to a retirement policy?   

5. Do you want to be rich?   

 

If you answered “yes” to any of questions 1 to 4 above, you are already a participant in the 

financial sector. If you answered “yes” to question 5, you want to be a participant in the financial 

sector, because that is the sector where riches are made. Unfortunately, it is also the sector 

where the largest losses are made. It is therefore important that you know what the financial 

sector involves, and this module is where you begin. Our aim, in this learning unit, is to teach 

you what the role of the financial sector in the economy actually is and what it consists of. Try 

activity 1 to get an idea of the type of situations where knowledge of the financial sector is 

necessary. 

✍ 

Activity 1.1 
 

 

*(a) Ellie Steenkamp's grandmother passed away and left Ellie R50 000 in cash. Ellie has just 

finished her degree and has started to work. Now she has to decide what to do with the 

money. She has considered several options: 

 pay back her student loan 

 buy a car 

 use it as a deposit on a flat  

 buy unit trusts 

 put it into a bank savings account  
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(i) Can you think of other options that Ellie could consider? 

 

(ii) What factors should Ellie take into account when deciding what to do?  

 

*(b) For the past five years, Sam Magane has worked for a company that manufactures 

ceramic products. He is now a skilful ceramic artist and wants to start his own business. 

However, to do so he needs to buy certain tools and equipment. He also needs to buy the 

raw material to start and, since he will no longer be earning a salary, he will need some 

money to keep his household going until he starts to make money.  

 

(i) What are his options? 

 

(ii) What factors should Sam take into consideration when deciding what to do?  

 

* The purpose of this activity is to make you think of functions of the financial sector. It is not 

prescribed for the exam. 

 

 

Activity 1.1 focuses on two important reasons for the existence of the financial sector. Question 

(a) concerns a surplus unit in the economy. Surplus units are the individuals and institutions that 

experience a net inflow of funds; in other words, they receive more money than they spend.  

 

Question (b) relates to a deficit unit in the economy. Deficit units are the individuals and 

institutions that need or want to spend more money than they have available. It is clear that, if 

funds can be channelled from the surplus units to the deficit units, it will be to the advantage of 

both. However, there are risks involved in such transfers. Anyone incurring a risk should be 

rewarded for doing so. Sometimes the main purpose of a transaction is to transfer risk, in which 

case the financial unit that is accepting the risk has to be rewarded by the unit that is avoiding 

the risk. The financial sector therefore has to do with the following: 

 financing the deficit units in the economy 

 investing the surplus of the surplus units in the economy 

 transfer of risk between risk-avoiding and risk-seeking entities in the economy 

 

 

VC1.1 Explains surplus and deficit units and 

provides an overview of the role of the financial 

sector and of this course 

 

 



ECS2605/501/3/2018 
 

17 

 

CONTENTS 

 

Note: This learning unit is mainly based on chapter 1 of the prescribed book, but also covers 

certain sections of other chapters. Read carefully and make sure that you are referring 

to the correct section of the prescribed book. 

 

1.1 Definition of the financial system 
 

STUDY 

 

 Section 1.2 

 Section 1.3 

 

From section 1.2 you have to be able to do the following: 

 The first paragraph under section 1.2 provides a definition of the financial system. You 

must be able to define the financial system and apply the definition. 

 You have to be able to list the 6 essential elements of the financial system and you should 

be able to describe each briefly. 

 You also have to be able to briefly describe the 5 allied participants without which the 

economy can’t operate effectively. 

 

From section 1.3 and referring to figure 1.4, you have to be able to do the following: 

 Describe ultimate borrowers. 

 Distinguish between direct investment/financing and indirect investment/financing and 

explain the role of financial intermediaries in indirect financing. 

 

Section 1.3.2 discusses the role of intermediaries in the financial system. Intermediaries exist to 

overcome the different needs of lenders and borrowers. The real investors in the economy 

would usually be the borrowers, e.g. a mining company would need to borrow funds when they 

want to increase their mining activity. Their expenditure exceeds their income and they need to 

fund this expenditure in some way. The government can also be a large borrower. 

 

Lenders are the savers in the economy, thus the persons or companies that have surplus funds. 

They need to know that the funds that they have saved are safe, that they can access it when 

they need it and that they can earn a return on it. 

 

The needs of lenders and borrowers are therefore different: 
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 Borrowers usually need funds for a long period while lenders prefer their funds to be 

relatively liquid (i.e. that they can access quickly if they need it). 

 Borrowers are prepared to take risks, i.e. invest in project where they are not perfectly sure 

of the future income, while savers would prefer to avoid risk. 

 Borrowers such as the government and large corporates would usually need huge 

amounts of funds while there are many savers in the economy each contributing a small 

amount of savings to the total pool of savings. Monthly contributions to pension funds or 

annuities are examples of ways in which a person can save. 

 

The role of financial intermediaries is to reconcile the above conflicts that exist between 

borrowers and lenders. Financial intermediaries receive the savings funds of all the different 

surplus units in the economy and channel these funds to the deficit units in the economy. 

 

 Intermediaries provide long term loans to deficit units that need such loans while providing 

liquidity to their depositors 

 Intermediaries take the risk of lending to deficit units while the funds that are placed with a 

financial intermediary, e.g. in a savings account, is relatively riskless. 

 Intermediaries pool the fund of all the different savers in the economy enabling them to 

provide large loans to fund large capital expenditures 

 

You do not have to be able to discuss the different ways in which intermediaries can be 

classified for now. 

 

Study section 1.3.3 so that you will be able to do the following: 

 Study the 1st paragraph of section 1.3.3 so that you can define a financial instrument and 

so that you can distinguish between marketable instruments and non-marketable 

instruments.  

 

 

VC1.2 Explains what a financial instrument is and 

explains the difference between direct instruments 

and indirect instruments, and marketable and non-

marketable instruments. 

 

 In the last 3 paragraphs of section 1.3.3 investment vehicles are discussed. You have to be 

able to define an investment vehicle. 

 You don’t have to study the section from the 2nd paragraph up to the 4th last paragraph for 

exam purposes. Please note that from now on in this guide we will only indicate the sections 

that you have to study. If we don’t indicate that you should study a section, that section 

does not form part of the prescribed study material. 
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Study section 1.3.4 so that you can  

 distinguish between primary and secondary markets (sec 1.3.4 under the heading “Primary 

and secondary markets”) 

 distinguish between instruments that trade over the counter and those that trade on an 

exchange (sec 1.3.4 under the heading “OTC and exchange-driven markets”) 

 define the money market, bond market and the interbank market (sec 1.3.4 under the 

heading “Debt market”) 

 define the share market and the capital market (sec 1.3.4 under the heading “share 

market”)) 

 define the foreign exchange market and indicate the factors determining the supply and 

demand in this market (sec 1.3.4 under the heading “foreign exchange market”) 

 define the spot market and the forward market (sec 1.3.4 under the heading “spot and 

derivative markets”) 

 

Study section 1.3.5 so that you can define money (first 3 paragraphs of sec 1.3.5 – in the next 

learning unit we shall return to the rest of sec 1.3. 5). 

 

Study section 1.3.6 so that you can  

 briefly explain the role played by the central bank in the determination of the interest rate 

level 

 

 

VC1.3 Explains explain the role played by the 

central bank in the determination of the interest 

rate level 

 

 define a yield curve and a time series and distinguish between the two 

 

 

VC1.4 Explains what yield curve and a time series 

are and how these can be used 
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✍ 

Activity 1.2 
 

(a) Which of the following statements is/are correct? 

 

When a company borrows by issuing a new bond issue on the market.  

 

(a) this is an example of indirect financing. 

(b) this is an example of direct financing. 

(c) the transaction takes place in the primary market. 

(d) the transaction takes place in the secondary market. 

 

[1] a c 

[2] a d 

[3] b c 

[4] b d 

[5] a 

 

(b) Indicate whether each of the following statements are true or false. If it is false, change 

one word in the sentence to make it true. 

 

(1) Banks can create money. 

(2) When a financial instrument is traded today for settlement in two weeks’ time, this is 

called a cash transaction. 

(3) When instruments are traded on a formal exchange, we say that they are traded 

"over-the-counter". 

(4) When an instrument is issued for the first time this takes place in the primary market. 

(5) Financial regulators evaluate issuers of financial instruments and rate them 

according to their potential to meet their financial obligation. 

(6) Shares are traded in the money market. 
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(c) Which of the following does not form part of the interbank market? 

 

[1] Bank A experiences a deficit at the end of a financial day and borrows from Bank B 

to finance this. 

[2] Bank A experiences a deficit at the end of a financial day and is financed by the 

SARB at the repo rate. 

[3] Bank A places cash with the SARB to comply with the cash reserve requirement. 

[4] Bank A buys shares issued by Anglo American on the JSE. 

 

(d) Which of the following does not form part of the money market? 

 

[1] The market for short-term financial instruments issued by ultimate borrowers. 

[2] The market for long-term financial instruments issued by ultimate borrowers. 

[3] The market for short-term financial instruments issued by financial intermediaries. 

[4] Bank A experiences a deficit at the end of a financial day and is financed by the 

SARB at the repo rate. 

 

(e) Refer to figures 1.16 and 1.17 in the textbook. Which of the following statements are 

correct? 

 

[1] On any day the banks’ prime overdraft rate will be lower than the central bank repo 

rate. 

[2] The curve showing the risk free interest rates in figure 1.16 shows these rates on 

different dates. 

[3] The curve showing the 10-year bond rate in figure 1.17 shows this rate on different 

dates. 

[4] The 10-year bond rate is always higher than the 3-year bond rate. 

[5] If we should draw a curve showing the interest rate on financial instruments issued 

by the private sector, this curve will lie below the curve showing the risk-free rate on 

instruments issued by the government.  

 

(f) Discuss the following statement critically: 

South Africa has a well-developed financial system that serves the needs of all participants 

in the economy. 

 

Note: Advice on answering activities 1.2 (a) to (e) will be provided by your e- tutor on the e-

tutor website and also in TL102 which will be mailed to you.  
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1.2 Functions of the financial system 
 

STUDY 

 

 Section 1.4 

 

Study section 1.4 so that you are able to list the functions of the financial system and describe 

each briefly. 

✍ 

Activity 1.3 
 

(a) Explain why the financial sector of an economy is important for the proper functioning of 

the real sector by referring to the functions of the financial sector. (20) 

  

(b) A financial sector that functions effectively is essential to the economic well-being of a 

country. Discuss this statement by referring to the different functions of the financial 

markets. (20) 

 

 

1.3 Stability of the financial system 
 

STUDY 

 

 Section 1.5 

 Section 1.6 

 

 

Study section 1.5 so that you can distinguish between price stability and stability of the financial 

sector, and describe each of these terms briefly. 

 

Study section 1.6 so that you will be able to explain which factors led to the international 

financial crisis in 2007/2008 and why this crisis was so severe. Also make sure that you are 

able to discuss four changes in the global financial landscape that were due to this crisis 
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Use the following framework to prepare an essay on the factors which led to the international 

financial crisis and explain why this crisis was so severe: 

 Level of interest rates in US in 2003/2004 

 Role of sub-prime borrowers 

 Role of banks and SPV 

 Role of rating agencies 

 Role of regulators 

 

Use the following framework to prepare a short paragraph on the changes in the global financial 

landscape that were due to this crisis: 

 Quantitative easing 

 Monetary policy 

 Bank regulation and supervision 

 Regulation of credit rating agencies 

✍ 

Activity 1.4 
 

(a) Explain what price stability entails, why it is important and how it is achieved. (6) 

 

(b) Explain what stability of the financial sector entails, why it is important and how it is 

achieved. (6) 

 

(c) Comment on the following quote: (5) 
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Innovation has brought about a multitude of new 

products, such as subprime loans and niche credit 

programs for immigrants. . . . With these advances in 

technology, lenders have taken advantage of credit-

scoring models and other techniques for efficiently 

extending credit to a broader spectrum of consumers. . . .  

 

Where once more-marginal applicants would simply have 

been denied credit, lenders are now able to quite 

efficiently judge the risk posed by individual applicants 

and to price that risk appropriately. These improvements 

have led to rapid growth in subprime mortgage lending . . 

. fostering constructive innovation that is both responsive 

to market demand and beneficial to consumers."  

 

-Remarks by Chairman Alan Greenspan on Consumer Finance 

At the Federal Reserve System’s Fourth Annual Community Affairs 

Research Conference, Washington, D.C. April 8, 2005 

 

 

NOTE: These are the types of essay questions that you can expect to be asked on this 

learning unit in the exam. If you are uncertain where to find the correct answer, 

please discuss this with fellow students on the Discussion Forum on your E-tutor 

website. Your E-tutor will provide guidance. 

 

 

1.4 Financial regulation 
 

STUDY 

 

 Section 5.1 

 Section 5.2 

 Section 5.3.1 

 

 

Section 5.1 explains the rationale of regulation. Make sure you understand why regulation is 

necessary and how the extent of regulation is determined. Note how the viewpoint regarding the 

extent of regulation has changed due to the financial crisis that started in 2007. 
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In section 5.2.1 the elements of regulation are discussed. Make sure you are able to list these 

and that you are able to apply them to the South African situation. In section 5.2.2 the objectives 

of regulation are discussed. You have to be able to list and briefly discuss the four objectives. 

You do not have to study the last section on the regulatory developments following the world 

economic and financial crisis, but it does make for interesting reading, so do glance through it. 

Study section 5.2.3 so that you are able to discuss ethics in the financial markets and how this 

is established in the South African financial system.  

 

Section 5.3.1 provides a broad overview of the regulatory framework in South Africa. Make sure 

you understand this. It may be useful to draw an organigram of the regulatory framework in 

South Africa. This will ensure that you know where every institution fits in as far as regulation is 

concerned. As you will realise from reading section 5.3.1 the regulatory framework of South 

Africa will be changing, probably during 2015. We shall keep you informed of such changes by 

means of information on myUnisa and in tutorial letters. 

✍ 

Activity 1.5 
 

(a) Discuss the following statement critically: 

 Regulation of all financial activity is vital for economic development. (4) 

 

(b) All financial activity should be regulated. Discuss. (4) 

 

(c) Name the three elements that regulation consists of.  (3) 

 

(d) Briefly discuss the objectives of regulation. (8) 

 

(e) Discuss critically: 

A coherent ethical framework for the South African financial services industry exists 

that ensures enforceability. (8) 

 

Note: Discuss these questions with fellow students on the e-tutor website for ECS2605 on 

myUnisa. Your e-tutor will also participate and help you to find the correct study material 

and to understand it correctly so that you will be able to answer such questions in the 

exam. 
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ECONOMICS IN 

ACTION [LOOKING 

BACK) 
 

 

 

Let's return to activities 1.1(a) and (b). You should now have a much better understanding of 

how their problems can be solved through the financial system. In the rest of this course you are 

first going to study the financial institutions that play a role in assisting deficit units to finance 

their deficits, surplus units to invest their surplus, and also facilitate the transfer or risk. Deficit 

and surplus units may include individuals such as Ellie and Sam, small and medium 

businesses, large corporations and even local and central governments. You are also going to 

study the different instruments that can be used in these transactions, and all the calculations 

involved with these instruments. Lastly we will consider some economic variables that may be 

considered when taking an investment or financing decision. 

✍ 

Activity 1.6 
 

(a) “The South African financial markets are relatively sophisticated and encompass a wide 

range of institutions and instruments.” Do you agree with this statement? Motivate your 

answer. (5) 

 

(b) The real sector of the economy and the financial sector are interdependent. Explain this 

statement. (5) 

 

Note: Discuss these questions with fellow students on the e-tutor website for ECS2605 on 

myUnisa. Your e-tutor will also participate and help you to find the correct study material 

and to understand it correctly so that you will be able to answer such questions in the 

exam. 
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The role of banks in the 

South African financial 

system 
 

Prescribed book: Chapters 2 and 3 

2
 

Study Outcomes 
 

In this learning unit we will look at the following important questions: 

 

 How can banks create money and influence the economy? 

 How are banks regulated? 

 What is the role of banks in the economy? 

 What is the role of the South African Reserve Bank in the economy? 

 

 

 

✍
Activity 2.1 

 

 

Complete the following questionnaire by indicating which of the listed services are provided by a 

bank: 
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 Yes, this service 

is provided by a 

bank 

No, this service 

is not provided 

by a bank 

1 Providing a savings account facility    

2 Providing a cheque/current account facility    

3 Providing an overdraft facility    

4 Providing a mortgage bond    

5 Receiving cheques made out to you, clearing the 

amount and transferring the amount written on the 

cheque to your bank account  

  

6 Providing a payment order service, that is trans-

ferring a predetermined amount of money from your 

account in order to make regular payments (rent, 

municipal accounts, etc)  

  

7 Providing foreign exchange in exchange for local 

currency  

  

 

Did you tick "yes" for all the services? This shows that you already have a good idea of the role 

of banks in the economy. Some of these services can also be provided by other financial 

institutions. However, banks have one unique characteristic that sets them apart from other 

financial institutions. In the 2006 edition of Understanding South African Financial markets 

Faure says that banks: 

have the unique ability to acquire financial claims first and thereby increase the 

financial liabilities in the system (i.e. to create money out of thin air). 

 

In other words, what sets banks apart from other financial institutions is that banks can create 

money. And, because banks can create money, they have to be regulated very closely. In this 

learning unit we will look at all the functions of banks, you will learn how banks operate, why 

they are important in the economy, how and why they are regulated and what the role of the 

South African Reserve Bank, South African’s central bank, is in the economy. 
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✍ 

Activity 2.2 
 

The following extract is from an article that appeared on Finance24 on 17 July 2014. Read 

through it carefully and try to answer the questions in activity 2.2: 
Banks hike lending rates 
2014/07/17 07:32:25 PM 

Johannesburg - Banks hiked their prime lending rates to 9.25% on Thursday after the repo rate was 
increased by 25 basis points to 5,75% (effective from 18 July 2014). 

Standard Bank announced its lending rates would increase by 0.25%. 
"The change in the interest rate cycle should indicate to consumers that lending in general will be costing 

more," Standard Bank personal banking head Sugendhree Reddy said in a statement. 
"Consumers are urged to continue reviewing their income and debt portfolios and adjusting their 

consumption patterns." 
First National Bank CEO Jacques Celliers said consumers were already heeding calls to reduce borrowing 

and the bank had seen a decline in consumer credit demand. 
"The SA Reserve Bank has 'feathered' rates higher this year to reduce the impact on consumers. However, 

we believe this current rising cycle has yet to run its full course and we still see further hikes in coming months," he 
said. 

"Certain retail loans can be consolidated at lower rates. At the same time, this is good news for investors 
seeking interest income." 

FNB's chief economist Sizwe Nxedlana said the bank expected SARB to raise interest rates further. 
He said the country had a large current account deficit and there is insufficient saving to meet investment 

demand. 
Absa hiked its prime lending rate and variable mortgage interest rates. 
Nedbank said its prime overdraft rate, the vehicle and asset finance rate, and the mortgage rate applicable 

to home loans, would increase to 9.25%. 
The interest rate hike posed a threat to consumers already struggling with debt, DebtBusters CEO Ian 

Watson said. 
He said the current financial environment continued to be difficult. 
"Consumers already struggling with debt need to prepare themselves for greater challenges as the interest 

rate hike will have a severe impact on their financial situation," said Watson. 
SA Reserve Bank governor Gill Marcus said the bank's monetary policy committee (MPC) had decided to 

continue its "gradual normalisation path" and raise the rates, effective from Friday. 
"The monetary policy stance remains supportive of the domestic economy, and, as before, any future 

moves will be gradual and highly data dependent." 
She said 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 2014 respectively. 
The economic growth outlook has deteriorated since the last monetary policy committee meeting against 

the backdrop of the protracted strike action in the mining and manufacturing sectors, Marcus said. 
 

(a) What is the repo rate? (1) 

 

(b) Who is responsible for setting the repo rate? (1) 

 

(c) How did the banks react to the increase in the repo rate? (1) 

  

(d) What reasons are provided in the newspaper article for the rise in the repo rate? (3) 
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(e) The article discusses several ways in which the higher repo rate may affect consumers 

and the economy. Make a list of these  (8) 

 

(f) On 18 July 2014 the repo rate was at 5,75%. What is the level of the repo rate today?  (1) 

 

NOTE:  Discuss these questions with your fellow students on the E- tutor website for ECS2605. 

Your E-tutor will provide guidance. But don’t worry if you can’t answer all the questions 

yet – you will be able to do so by the end of this learning unit! 

 

 

Most of you have probably heard of the repo rate, but do you really know how it affects the 

banks and the rest of the economy and how it affects you? If you do not know how to answer 

these questions now, don’t worry - after you have worked through this learning units you will be 

able to answer it. We shall return to this newspaper clipping at the end of this learning unit. 

 

 

CONTENTS 
 

 

 

2.1 How do banks create money? 
 

We have said that the unique characteristic that sets banks apart from other financial institutions 

is their ability to create money. In section 1.3.5 Faure explains how money is created by banks 

and in section 3.2.1 Hawkins and Torr explain it in more detail. 

 

STUDY 

 

 Section 1.3.5 

 Section 3.2.1 

 

 

Please note that in Chapter 1 Faure uses symbols or abbreviations that differ from the 

conventional. We shall stick to the conventional symbols that are also used in Chapter 3, i.e. 

 Money (M) 

 Cash (C) – consists of notes and coins 

 Deposits (D) which refers to deposits of the non-bank private sector 

 Real gross domestic product (Y) 
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Replace the symbols used in section 1.3.5 as follows: 

 

N&C = C 

BD = D 

AMIC = M 

RGDP = real GDP = Y 

NGDP = nominal GDP = PY 

P refers to the price level (as always) 

X refers to exports (as always) 

M refers to imports (as always) 

 

From section 1.3.5, make sure you are able to do the following: 

 Define money and the components (C and D) that it consists of 

 Explain the quantity theory of money briefly 

 Explain how money is created when banks provide credit by referring to the balance sheet 

of the bank 

 Briefly define monetary policy (this will be dealt with in much more detail in the rest of this 

learning unit) 

 

 

VC2.1 explains how banks create money and 

which factors may affect the amount of money 

created by banks 

 

In very simple terms we can explain how banks create money as follows: 

 

 Suppose a bank’s client requires financing and applies for a loan from a bank, e.g. a loan 

for R10 000 to buy a car 

 The bank approves the loan and creates a loan account for the client for R10 000. This 

loan account is an asset to the bank as it represents money owed to the bank – the client 

will be expected to pay back the amount of the loan in the future 

 At the same time the bank also creates a deposit account for R10 000 for the client equal 

to the amount of the loan. This deposit account is a liability to the bank as it represents 

money that belongs to the client and that can be withdrawn. 

 Deposits form part of the money supply, therefore when the deposit is created, the money 

supply increases by R10 000. Money has been created 

 The client that required the loan can use the amount in the deposit to pay someone else. 

In this case the amount in the deposit will be transferred to someone else’s deposit. But it 

remains part of the money supply. 

 

From section 3.2.1, make sure you are able to do the following: 
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 Define money and the components (C and D) that it consists of 

 Explain what determines the amount of currency in the economy 

 Explain who supplies D and what determines the amount supplied 

 Define a cheque and explain why it is not money 

 Explain what the reserve ratio is 

 Explain how banks create money by extending loans and creating deposits for the amount 

of the loans 

 Name the factors that will play a role in determining the size of demand deposits, and 

explain how each will affect the total amount of demand deposits (note that open-market 

transactions will be explained further down when we discuss the activities of the South 

African Reserve Bank) 

 

Note that the following sentence (in the 11th paragraph under the heading Who supplies 

deposits (D) and what determines the amount supplied?) is very important if you want to 

understand how banks create money: 

“At New Bank, the demand deposits of those receiving (new) loans go up by R80 000 and 

such borrowers write out cheques (or make internet transfers) for goods and services 

bought….” 

 

As explained in the video clips and in the bullets above, when a bank provides a loan to a 

customer, it creates a deposit for the amount of that loan in the name of the customer and 

payments can then be made from this deposit. Therefore banks do not only transfer deposits 

that they have received from surplus units to deficit units; they create a new deposit equal to the 

amount of the loan account that they have created, and this deposit forms part of the money 

supply, therefore banks create money. 

✍ 

Activity 2.3 
 

(a) Provide definitions for the following concepts that illustrate that you understand the 

concepts: 

 Money 

 Currency 

 Current account deposit 

 Cheque 

 Reserve ratio (5) 
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(b) Explain the following quote from Sayers:  

 Banks are institutions whose debts - usually referred to as “bank deposits” - are commonly 

accepted in final settlement of other people’s debt. (3) 

 

(c) Explain how banks can create money and what will determine the amount of money 

created by banks. (6) 

 

(d) List and explain the factors that play a role in determining the size of demand deposits. (12) 

 

NOTE: These are the types of essay questions that you can expect to be asked on this 

learning unit in the exam. If you are uncertain where to find the correct answer, please 

discuss this with fellow students on the Discussion Forum on your E-tutor website. 

Your E-tutor will provide guidance. 

 

 

2.2 The role of banks and their income  

 

STUDY 

 

 Section 3.2.2 

 Section 3.3 

 

 

Besides creating money, banks also 

 raise funds for investment projects 

 act as intermediaries, i.e. channel funds from surplus to deficit units 

 provide payment services. 

 

Study section 3.2.2 and make sure you can do the following: 

 

 Explain how banks raise funds for investment projects of third parties 

 Explain the role of banks as underwriters and agents for investing firms 

 Explain the role of banks as consultants to the parties that buy securities  

 

Study the first few paragraphs of section 3.3 (up to section 3.3.1) and make sure that you can 

do the following: 

 

 Explain the role of banks as intermediaries 

 Explain the role of banks as payment service providers 

 Distinguish between intra-bank transfers and inter-bank transfers 



 

34 

 Explain the term “clearing bank” 

 Distinguish between the net settlement method and the gross settlement method and 

know which method is employed in South Africa 

 

Study section 3.3.1 and make sure that you can: 

 

 Distinguish between non-interest income and net interest income and explain each term 

clearly 

✍ 

Activity 2.4 
 

(a) Explain and discuss the following three functions of banks: 

 Raising funds for investment projects and acting as consultants to parties that buy 

securities  (8) 

 Intermediaries (2) 

 Payment service providers (5) 

 

(b) Clearly distinguish between the following: 

 Intra-bank payments and inter-bank payments 

 Net settlement method and gross settlement method (4) 

 

(c) Define and explain the net interest income of banks and the non-interest income of banks. 

(9) 

 

NOTE: These are typically the types of essay questions that you can expect to be asked on 

this learning unit in the exam. Use your study material and prepare answers that 

correspond to the number of marks indicated. If you are uncertain where to find the 

correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 

  

 

2.3 The mismatch between the assets and liabilities of banks 

 

In economics you will often hear of the “mismatch between the assets and liabilities of banks”. 

This is one of the characteristics that distinguish banks from other financial institutions, and it is 

also the reason why supervision of banks is so important in an economy.  
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STUDY 

 

Section 3.4 

 

 

You must understand what is meant when we say there is mismatch between the assets and 

liabilities of banks. Also make sure you are able to do the following: 

 

 Understand that deposits are liabilities to banks and that they are usually short term in 

nature, and what this means 

 Understand that loans are assets to banks and that they are usually longer term, and what 

this means 

 Define and discuss the three most important types of risk that bank are exposed to, 

namely risk of default, funding liquidity and market liquidity risk. 

 Explain what the concept “a run on a bank” means and the implications of such a run 

 Explain how the whole banking system can collapse due to liquidity risk that becomes 

systemic 

✍ 

Activity 2.5 
 

(a) Explain what is meant when we say there is a mismatch between the assets and liabilities 

of banks. (6) 

 

(b) Define and discuss the three most important types of risk that banks are exposed to. (6) 

 

NOTE: These are typically the types of essay questions that you can expect to be asked on 

this learning unit in the exam. Use your study material and prepare answers that 

correspond to the number of marks indicated. If you are uncertain where to find the 

correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 
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2.4 Regulation of banks 

 

STUDY 

 

Section 3.5 

 

Read through the first four paragraphs so that you will understand the terminology used in the 

rest of the section. 

 

Then study the rest of the section so that you are able to do the following: 

 

 Explain what we mean when we say that it is necessary to have confidence in the 

integrity of the financial system 

 Name the party responsible for the regulation and supervision of banks 

 Discuss the minimum capital requirements, capital adequacy ratio and statutory liquid 

assets requirements prescribed by the Banks’ Act.See the below updates to the 

capital adequacy framework under Basel ƖƖƖ. 

 Distinguish between credit risk, market risk and operational risk. Credit risk is the risk 

that a bank’s borrowers will not repay their loans. 

 Discuss the cash reserve requirement prescribed by the South African Reserve Bank 

Act 

 Understand the implications of  each of the other Acts that govern the banking 

system (you do not have to be able to list these Acts but should know how they 

govern the banks)  

 Briefly discuss the Treating Customers Fairly (TCF) regulatory initiative (you only 

need to study the first paragraph of this section) 

 

 

In response to the great financial crisis of 2007/08, the Basel Committee on Banking 

Supervision (BCBS) updated Basel ƖƖ to include measures to strengthen the stability and the 

resilience of the banking sector, these measures are known as Basel ƖƖƖ. The Basel ƖƖƖ reforms 

revise capital adequacy, risk management, market discipline and the influence of external credit 

ratings agencies as well as introducing liquidity requirements, a leverage ratio and a credit 

valuation adjustment. Only the updates to the capital adequacy requirements form part of the 

study material for 2018 (unless instructed otherwise in a tutorial letter), however if you are 

interested in these other developments, visit the Bank for International Settlements’ website for 

more information: http://www.bis.org/bcbs/basel3.htm  

 

Banks have to hold a certain minimum capital ratio, which is calculated by dividing the bank’s 

capital by its risk-weighted assets (RWA) (see equation 1). Capital requirements under Basel ƖƖƖ 
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are more restrictive than under Basel ƖƖ because the quality of capital required is higher, some 

assets have received a higher risk weighting and new capital buffers have been introduced.  

 

Stricter definition of capital under Basel III 

Tier 3 capital, which was the riskiest capital a bank could hold, has been eliminated and there 

are more restrictive qualifications for tier 2 capital. The largest proportion of tier 1 capital must 

be common equity tier 1 capital (CET1), which is defined as common shares and retained 

earnings.  

 

Risk weightings for banks’ assets 

Certain assets, like securitised assets, have received higher risk weights. This means that 

capital which qualifies for the numerator of equation 1 has been reduced and the size of the 

denominator (RWA) has increased, making it more difficult to maintain the same capital ratio 

under Basel ƖƖƖ than under Basel ƖƖ. Thirdly, in addition to the minimum capital requirement 

(which remained unchanged at 8%), the capital conservation buffer (CB), countercyclical buffer 

(CCB) and domestically systemically important bank (D-SIB) buffers are being phased in from 1 

January 2016 to 1 January 2019.  

 

 

Capital	adequacy	ratio
	 	 	1	 	2

	 	 	 	 	 	 	
 

Equation 1 

 

Capital buffers 

The financial crisis highlighted the risk of pro-cyclicality in the banking sector and its impact on 

the real economy. It was noted that during times of economic contraction the availability of 

capital decreases (the numerator in equation 1) and RWA increase (the denominator in 

equation 1). In order to maintain minimum regulatory capital ratios, banks are forced to reduce 

lending which leads to further economic contraction as consumers and firms struggle to access 

credit. The reverse is true in times of economic expansion, thus the banking sector amplifies 

economic fluctuations. The BCBS introduced the countercyclical capital buffer in order to 

encourage banks to build up capital in times of economic expansion or when credit extension is 

increasing rapidly and to release it during economic contractions or when credit extension 

rapidly decreases, thus attempting to counter this pro-cyclicality. The SARB is responsible for 

monitoring market data and for signalling South African banks to start building or releasing the 

CCB. The BCBS recommends that local authorities use the credit-to-GDP gap as the main 

indicator for determining the CCB rate; it is calculated as calculated as the difference between 

the credit-to-GDP ratio and its long-term trend. The SARB uses this indicator as well as other 

market indicators, such as growth in private sector credit, when determining the CCB rate. The 

CCB can be set at any rate between 0% and 2,5% of CET1 capital held against RWA. As of 
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February 2017, the credit-to-GDP gap remained well below its long term trend therefore the 

SARB had not activated the CCB, which remained at 0%.  

 

Banks must also keep a capital conservation buffer (CB) of 2,5% CET1 capital. This will be 

phased in between 1 January 2016, starting at 0,625% of RWA and increasing by 0,625% each 

year until reaching the full 2,5% in 1 January 2019. Like the CCB, the CB can also be drawn 

down against in times of contraction (as specified by the SARB) as a countercyclical measure. 

 

Global systemically important financial institutions (G-SIFIs), or institutions whose failure might 

lead to another financial crisis, are required to hold an additional buffer of between 1% and 

2,5% CET1 capital depending on the banks systemic importance as calculated using the Basel 

Committee’s methodology. The SARB introduced an additional capital charge for domestic 

systemically important banks (D-SIB) because of the small number of large banks that are 

highly connected, even though none of them qualify as G-SIFIs. 

 

The CCB and CB are only allowed to be drawn down against in times of stress as specified by 

the SARB. If a bank’s capital adequacy ratio falls below the minimum required ratio as specified 

by authorities, the bank will be restricted from issuing dividends to its shareholders until the 

required minimum capital adequacy ratio is restored 

 

South African banks are also subject to a bank-specific individual capital requirement (ICR) 

determined by the SARB. As a result South African banks are subject to higher capital 

requirements than those specified by Basel ƖƖƖ. South African banks capital adequacy 

requirements (capital required as a percentage of RWA) is currently 14%. According to the 

SARB South African banks are well capitalised (as of June 2016). 

 

 

 

Capital  
Adequacy 
Ratio

8% 
Minimum

0% ‐ 2,5% 
CCB

0% ‐ 2.5% 
CB

0% ‐ 2.5% 
D‐SIB

Bank 
specific 
ICR

Min 14%
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✍ 

Activity 2.6 
 

(a) Explain how the Banks Act 94 of 1990 regulates banks as far as the following are 

concerned: 

 Minimum capital requirements 

 Minimum capital adequacy ratio 

 Liquid asset requirements (9) 

(b) Which of the following statements regarding cash reserve requirements is/are true:

 (4) 

 

(i) Banks have to hold 2,5% of all their assets in the form of cash with the SARB. 

(ii) Banks earn interest on the 2,5% statutory cash reserves held with the SARB. 

(iii) The cash reserve requirement is a monetary policy instrument. 

(iv) Cash held in bank vaults form part of the 2,5% statutory cash reserves that banks 

have to hold. 

 

NOTE: Use your study material and prepare answers that correspond to the number of marks 

indicated. If you are uncertain where to find the correct answer, please discuss this 

with fellow students on the Discussion Forum on your E-tutor website. Your E-tutor 

will provide guidance. 

 

 

 

2.5 The significance of the banking industry in South Africa 

 

Have you ever heard people saying that South African banks are exploiting their customers? 

Let’s look at a few facts that will inform you if you become involved in discussion about this.  

 

STUDY 

 

Section 3.6 (first three paragraphs) 

Section 3.7.1 
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You do not have to know the statistics provided in this section off by heart but you do need to 

understand their significance, e.g. you do not need to know that bank loans and advances 

represented exactly 85,8% of GDP in 2012, but you do need to understand that bank loans and 

advances form a significant part of GDP and why this is important, i.e. you should be able to 

explain that provision of credit by banks can play an important role to finance economic growth 

in a developing economy.  

 

You also need to be able to explain how South African banks have been working to increase 

access to banking services to more persons in the country. 

✍ 

Activity 2.7 
 

The following is an extract from a website that describes one of the projects of the World Bank. 

Please read the extract and answer the questions that follow: 

 

 

The Consultative Group to Assist the Poor (CGAP) of the World Bank projects cover a wide range of topics on 

financial inclusion and microfinance. Focus areas include developing new business models for mobile 

banking and promoting effective policy frameworks for branchless banking. CGAP also leads an innovative 

global program to understand how safety nets, livelihoods, and microfinance can be sequenced to create 

pathways for the poorest out of extreme poverty. 

 

 

(i) Explain the term “unbanked” and explain how this may be related to the above quote. (2) 

(ii) Discuss the role of microfinance in a developing economy. (3) 

 

NOTE: These are typically the types of essay questions that you can expect to be asked on 

this learning unit in the exam. Use your study material and prepare answers that 

correspond to the number of marks indicated. If you are uncertain where to find the 

correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 
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2.6 The role of the South African Reserve Bank 

 

I am sure you have all heard of the South African Reserve Bank. You should remember learning 

about it in first year Economics. You should also have seen it mentioned in the newspapers. 

The Treasury Department of Government is responsible for fiscal policy, i.e. managing the 

expenditure and income of government. The South African Reserve Bank (SARB) is the central 

bank in South Africa and as such it is responsible for protecting the value of the Rand, our 

domestic currency. This is also called monetary policy. In section 2.4 above you learned that the 

Bank Supervision Department of the SARB is responsible for ensuring that banks act within the 

regulatory framework set out for them. The SARB therefore has not only one function but quite 

a few. 

 

In this section of the study material we look at the role of the South African Reserve Bank 

(SARB) in the economy. You will learn about the mission and objectives of the SARB and its 

place in the economic and political structure of the country in section 2.6.2. In section 2.6.3 you 

will learn about the functions of the SARB. However, in order to understand monetary policy, 

one of the most important functions of the SARB, you first need to understand why banks may 

experience financial deficits and how the financial deficit of the banking system as a whole 

(called the money market deficit) is calculated. This is therefore first discussed in section 2.6.1. 

 

2.6.1 The liquidity deficit of an individual bank and the money market deficit 

 

(a) The liquidity deficit of an individual bank 

Let’s look at the balance sheet of Bank A. Suppose Bank A holds deposits equal to R101, 

000m. It has to hold 2,5% cash reserves with the SARB, thus R2,525m. It also has to hold liquid 

asset equal to 5% of total liabilities (i.e. deposits), thus R5,050m. Suppose that this bank has 

lent out R91,000m and holds other financial assets equal to R2,425m. Each bank will also hold 

a clearing account with the SARB. A bank will usually keep the balance on the clearing account 

as close to nil as possible, because no interest is earned on such balances. Let us now assume 

that the balance on Bank A's account with the SARB is nil. Bank A's balance sheet, showing the 

clearing account, will look like this:  

 

BANK A (T1) 

Liabilities Assets 

Deposits  R101,000 m SARB cash reserves R2,525 m 

SARB clearing account R0,000 m 

Liquid asset requirement R5,050 m 

Loans  R91,000 m 

Financial investment R2,425 m 

Total R101,000 m Total R101,000 m 
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Let us suppose that, at the end of a business day, an amount of R1 million needs to be 

transferred from Bank A to Bank B. Bank A's balance sheet will now look like this:  

BANK A (T2) 

Liabilities Assets 

Deposits R100,000 m SARB cash reserves R2,525 m 

SARB clearing account (R1,000 m) 

Liquid asset requirement R5,050 m 

Loans  R91,000 m 

Financial investment R2,425 m 

Total R100,000 m Total R100,000 m 

 

As you can see, deposits with Bank A have decreased by R1 million. Since Bank A does not 

have any free or extra cash reserves, it will now experience a deficit on its SARB clearing 

account equal to the amount that has to be transferred to Bank B,  that is R1 million. 

 

However, because deposits are lower, Bank A now has to keep lower cash reserves: 

 2,5% of R100 million in deposits equates to R2,5 million in required cash reserves; in 

other words, R0,025 million  less in cash reserves than before the withdrawal of R1 

million. 

 

This R0,025 million in cash can therefore be transferred from the SARB cash reserve account to 

the SARB clearing account. The deficit will therefore no longer be R1,000 million but will be  

R1,000 m – R0,025 m = R0,975 m 

 

The amount of liquid reserves that need to be kept is also lower:  

 

 5% of R100m is R5m, which is R0,05m less than before the withdrawal. 

 

These extra liquid reserves can be channelled into financial investment, which now increases by 

R0,05 million to R2,475 million. Bank A’s balance sheet will now look like this: 

 

BANK A (T3) 

Liabilities Assets 

Deposits R100,000 m SARB cash reserves  

SARB clearing account (R0,975 m) 

Liquid asset requirement 

Loans 

Financial investment 

R2,500 m

(R0,975m)

R5,000 m

R91,000 m

R2,475 m

Total R100,000 m Total R100,000 m
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Bank A now has a deficit on its SARB clearing account which has to be financed in some way. 

Bank A can finance this deficit by 

 

 borrowing the money from another bank (which we call interbank lending)  

 or borrowing from the SARB (which we call refinancing or accommodation). 

 

Refinancing will be discussed in more detail later in this section when monetary policy is 

discussed. 

 

 

Figure 2.1 illustrates how the liquidity deficit of an individual bank may be financed. 

 

Figure 2.1: Liquidity deficit of an individual bank 

 

 
(b) The liquidity deficit of the banking system (money market deficit) 

 

The net deficit of all the banks in the economy added together forms the liquidity deficit of the 

banking system or the money market deficit. Suppose that there are four banks in the economy 

and that their financial positions at the end of the financial day are as follows:  

 

 Deficit Surplus 

Bank A R0,975 m  

Bank B  R1,255 m 

Bank C R2,500 m  

Bank D R1,500 m  

Total R4,975 m R1,255 m 
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Suppose that Bank B lends R0,975 million to Bank A to finance its deficit fully, and that it lends 

R0,280 million to Bank C. After these interbank lending transactions have taken place, the 

financial positions of the banks will be as follows: 

 

 Deficit Surplus 

Bank A -  

Bank B  - 

Bank C R2,220 m  

Bank D R1,500 m  

Total – net deficit R3,720 m - 

 

This net deficit is the liquidity deficit of the banking sector. It is also called the money market 

deficit. 

 

As figure 2.1 shows, an individual bank can finance its deficit by borrowing from another bank or 

by borrowing from the SARB. If this deficit can be financed fully by another bank, this means 

that the other bank was experiencing a surplus. This cancels out the borrowing bank's deficit, so 

that the individual deficit does not form part of the money market deficit. The net deficits of the 

banks added together form the liquidity deficit of the banking sector. This deficit will be financed 

by the SARB. The financing of this deficit forms part of monetary policy and will be discussed in 

the next section.  

 

For now you need to know the following 

 monetary policy involves decisions concerning the interest rate at which the SARB 

finances the money market deficit 

 the repo rate is the main interest rate at which the SARB provided finance to the banking 

sector 

 when the SARB provides financing to a bank to finance its liquidity deficit this is called 

accommodation 

 the level of the repo rate determines the level of all interest rates in the economy 

 the Monetary Policy Committee takes decision on the level of the repo rate 

 

 

VC2.2 provides an introductory overview of 

monetary policy 

✍ 
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Activity 2.8 
 

(a) Geraldine du Toit buys a house from Smart Developers and writes out a cheque for an 

amount of R5 million. Smart Developers deposit the cheque into their bank account with 

XY Bank. Ms du Toit's bank account is with LM Bank.  

 

Suppose that, before the transaction took place, XY Bank's balance sheet looked like 

this: 

 

XY BANK 

Liabilities  Assets 

Deposits R550,00 m SARB cash reserves  R13,75 m 

SARB clearing account  R0,00 m 

Liquid asset requirement  R27,50 m 

Loans  R450,00 m 

Financial investment         R58,75 m 

Total R550,00 m Total R550,00 m 

 

 Show how the transaction will affect the balance sheet of XY Bank. (4) 

 

NOTE: This type of questions will not be asked in the exam. The purpose is to help you 

understand the liquidity deficit of the banking system and how it comes about. If you 

have problems finding the correct answer, please discuss this with fellow students on 

the Discussion Forum on your E-tutor website. Your E-tutor will provide guidance. 

 

 

 

 

2.6.2 The mission and objectives of the SARB 

 

STUDY 

 

 Section 2.1 

 Section 2.2 

 

 

Study the introduction to section 2.1 so that you know what the current mission of the SARB is, 

how it has changed in the recent past and how it is expected to change in the future. 
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Study section 2.1.1, making sure you know which matters the SARB is empowered to take 

decisions on independently and what its relationship with the government entails. 

 

Study section 2.1.2 so that you understand the role that the SARB plays concerning financial 

stability. 

 

Study section 2.2 so that you will be able to answer short questions on the structure of the 

SARB, and so that you are able to describe the roles played by the Monetary Policy Committee 

and the Financial Stability Committees. 

 

 

2.6.3 Functions of the SARB 

 

STUDY 

 

 Section 2.3 

 Section 2.4 

 

 

The introduction to section 2.3 provides an overview of the function of the SARB. Make sure 

you are able to list these four basic functions. These functions will be explored in more detail in 

the rest of this section. 

 

The separate functions of the SARB that you need to be able to discuss are 

(a) monetary policy in an inflation targeting framework 

(b) prudential supervision of banks and the financial system 

(c) the role of the SARB in the payment system 

(d) services to the government 

(e) custodianship of foreign reserves 

(f) issuing of banknotes and coin 

(g) collection and interpretation of economic data and research 

(h) functions of the subsidiaries of the SARB 

 

 

(a) Monetary policy in an inflation targeting framework 

 

Firstly it is necessary to consider the objective of monetary policy. Ask yourself, what is the 

purpose of monetary policy? The answer to this question can be found in the section under the 

heading The theoretical monetary policy framework – inflation targeting. Make sure you can do 

the following: 
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 List and explain the five elements of monetary policy that is pursued within an inflation 

targeting framework. 

 Know what the current inflation target is (visit the SARBs website 

http://www.resbank.co.za). If you can’t access the internet at all, visit a library and find out 

whether they hold the SARB Quarterly Bulletin or the SARB Monetary Policy Reviews and 

have a look at the latest one. If you read the financial pages of the daily newspapers you 

will often see this mentioned as well. 

 Explain how and when the monetary policy committee will react to a change in the inflation 

rate and when not. 

 Explain the concept the transmission mechanism of monetary policy within the inflation 

targeting framework. 

 

Monetary policy can be quite complicated to understand in its entirety – let us therefore try to 

break it up into smaller parts first. Let’s first look at the operational framework within which 

monetary policy is applied. Have a look at figure 2.1 in the textbook. Here you can see that 

there are two mechanisms that the SARB has available to influence of affect the size of the 

money market deficit, namely the statutory cash reserve requirement and open-market 

operations. These have to do with the creation of the money market deficit. You have to 

understand how both these mechanism can be used to affect the size of the money market 

deficit. 

 

The SARB provides financing to the banks to finance the money market deficit. This is called 

accommodation. You have to understand and be able to describe how the SARB 

accommodates the liquidity deficits of the banks. The interest rate at which this accommodation 

takes place is important as it affects the level of all interest rates in the economy. The repo rate 

is the main rate at which accommodation is provided. You have to understand how decisions 

concerning the level of the repo rate are taken. 

 

From figure 2.1 you can see that the repo rate directly affects the lending and deposit rates of 

banks. You have to understand why this happens. 

 

Lastly you need to understand how all other interest rates in the economy will be affected by the 

change in the repo rate and the subsequent change in the banks’ lending and deposit rates, and 

how this will influence the rest of the economy. 

 

We shall now help you to understand this process through explaining some concepts and 

directing you to the sections in the textbook that you need to study. 
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The framework of monetary policy 

 

You have to study the section under the heading “The operational framework of monetary 

policy” under section 2.3.1 so that you will be able to do the following: 

 know what the operational variable of monetary policy in South Africa is 

 describe the framework within which monetary policy is applied in South Africa (you have 

to be able to draw the diagram in figure 2.1 in the textbook and explain each block) 

 

As you can deduce from section 2.3.1, there are two important parts to monetary policy: 

 creating a money market deficit 

 financing the money market deficit 

 

Finally the monetary policy transmission mechanism, i.e. the way in which monetary policy 

actions affect other interest rates, the rest of the economy and especially the inflation rate, is 

also very important. 

 

Creating a money market deficit 

 

Because the interest rate at which the money market deficit is financed is really the only tool the 

SARB has with which to influence the inflation rate, the size of the money market deficit is a 

matter of considerable importance to the SARB. The SARB can influence the size of the money 

market deficit by using 

 cash reserve requirements 

 open-market operations 

 

As explained above where the liquidity deficit of an individual bank was discussed, all banks in 

South Africa have to hold 2,5% cash reserves against all deposits of the private non-banking 

sector. This percentage does not change regularly. 

 

NOTE: You may remember that you were taught that the percentage of cash reserves that 

banks have to hold may be used as a tool of monetary policy, and that it will affect 

the size of the money multiplier and therefore the size of the money supply. In reality, 

however, central banks do not use a change in the cash reserve requirements that 

banks have to hold as a tool of monetary policy because it is not an effective 

instrument. We will not consider the reason why it is not effective in this course. You 

only need to understand that a change in reserve requirements is not used by central 

banks as a monetary policy tool. 

 

Although a change in the cash reserve requirement is not used as a tool to influence the size of 

the money market deficit, it does comprise the largest part of the money market deficit. When 

the amount of deposits that a bank holds increases, the amount of cash reserves also need to 
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increase and the bank may need to borrow this from the SARB. 

 

Because the SARB can really only influence the economy through the effect that  the repo rate 

has on interest rate levels, the SARB wants the banks to remain indebted to it at all times, i.e. to 

have a liquidity deficit all of the time. Sometimes the SARB may feel that the size of the liquidity 

deficit is not large enough to maintain its “control” of the interest rate level or sometimes it may 

feel that the banks are borrowing too much from it. This is when open-market operations will be 

used by the SARB to manipulate the size of the money market deficit. 

 

To understand open-market operations it is important to remember that South African currency 

(rand) that is in the hands of the SARB does not form part of the money supply. So when South 

African currency (rand) is drained from the banking system (i.e. flows to the SARB), the money 

market deficit increases, and when rand are pumped back into the banking system (i.e. flows 

from the SARB to the banks), the money market deficit decreases (i.e. becomes smaller). 

 

Open-market operations are discussed under the heading “Open-market operations” in section 

2.3.1. You have to be able to describe open-market operations and you have to understand how 

it will affect the money market deficit. To help you we provide a quick overview of open-market 

operations: 

 

 

VC2.3 explains open-market operations 

 

Open-market operations refer to the buying or selling of financial instruments by the central 

bank in order to influence the money market deficit. Theoretically, the SARB can buy or sell any 

financial instrument. However, in South Africa, the SARB mostly buys and sells securities 

issued by itself, called SARB debentures, as part of open-market operations. Make sure you 

understand how the SARB’s selling of financial instruments influences the money market deficit 

and how the SARB’s buying of financial instruments influences the money market deficit. Figure 

2.2 shows how the SARB’s selling of financial instruments influences the banking system. 

Because money flows out of the banking system to the SARB, the money market deficit will 

increase. 
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Figure 2.2: Open-market operations 

 

 

 

 

 

 

 

 

 

 

 

Make sure that you understand all the different types of open-market operations and can 

discuss them. One type of open-market operation involves foreign exchange swaps. Make sure 

you understand how such swaps can be used to influence the money market deficit. Figure 

2.3(a) shows the first leg of a foreign exchange swap conducted by the SARB in order to drain 

rand from the market. The SARB sells foreign exchange to the market, and it is paid for this in 

rand. In other words, rand flow out of the banking system to the SARB, which results in an 

increase in the money market deficit. As shown in figure 2.3(b), when the swap matures the 

transaction is reversed. In the second leg of the transaction, the foreign exchange flows back to 

the SARB and the rands go back into the banking system. The drain of liquidity from the money 

market is thus only temporary. 

 

Figure 2.3(a): First leg of a foreign exchange swap 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Banks SARB

money

foreign exchange

The money market deficit increases

Foreign exchange may be 
invested in foreign markets 

where it earns interest

The SARB sells securities in the open market to banks

Banks SARB

money

securities

The money market deficit increases
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Figure 2.3(b): Second leg of a foreign exchange swap 

 

 

 

 

 

 

 

 

 

In this section of the textbook under the heading “Open-market operations” longer-term reverse 

repos are also discussed, as well as transfer of deposits from the CPD and outright sales of 

bonds. The principle stays the same (when money is transferred to the SARB, the money 

market deficit increases) and therefore you should not find it difficult to understand. 

 

Financing the money market deficit 

 

The SARB’s function of financing the money market deficit is called accommodation policy or 

refinancing policy. The bottom block in figure 2.1 of this study guide shows the three different 

ways in which banks can borrow from the SARB to finance the money market deficit: 

 

(i) the averaging facility on SARB reserves 

(ii) repo transactions with the SARB 

(iii) standing facility with SARB 

 

 

VC2.4 explains how the averaging facility on SARB 

reserves may be used by banks to finance their 

liquidity deficit 

 

The averaging facility on SARB reserves has to do with the fact that banks have to borrow 

against their cash reserves with the SARB. When you studied the regulation of banks (sec 2.3 

of the study guide), you learned about the cash and liquid reserve requirements that banks have 

to adhere to and we mentioned it again when we discussed the creation of the money market 

deficit above.  Banks, however, do not have to hold 2,5% cash reserves with the SARB on a 

daily basis but over a period of a month they have to hold in total an average of 2,5% of 

deposits as cash reserves. On any given day a bank may not hold less than 75% of the 

minimum balance of liquid assets that they are obliged to hold (i.e. they have to hold at least 

75% of the 2,5% that they should hold).  

 

Banks SARB

money

foreign exchange

The money market deficit decreases
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Should a bank experience a deficit on a certain financial day, it may make use of its cash 

reserves with the SARB to finance the deficit. This will mean that it will hold less than the 

required 2,5% of deposits as cash reserves on that specific day, and that it will have to hold 

more than 2,5% of deposits in cash reserves on another day, to comply with the average of 

2,5%. The bank may, however, only use 25% of its cash reserves on a specific day to finance a 

deficit, as it has to hold at least 75% of the required 2,5% on any particular day. 

 

Repurchase (repo) transactions are the most important of all monetary policy instruments. The 

term “repo rate” refers to the interest rate at which the SARB is willing to provide the banks with 

loans to finance the money market deficit. Repurchase transactions are described in detail in 

section 10.6.5 of the prescribed book, and you will study this type of transaction in detail in 

learning units 4 and 5 - for now we just provide a brief overview. Please refer to figure 2.4 

below.  

 

 

VC2.5 provides an overview of how the SARB 

uses repurchase transactions to provide 

accommodation to banks. 

 

Figure 2.4: Repurchase transactions 
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Repurchase transactions consist of two legs. In leg one a bank experiencing a liquidity deficit 

sells certain financial assets to the SARB at their current market price with an agreement that 

the bank will buy the assets back, usually after 7 days. The buy-back transactions form the 

second leg of the transaction. In this leg the bank pays the original market price exchanged in 

leg one plus interest calculated at the repo rate, to the SARB. The instruments that may be sold 

to the SARB under repurchase transactions are 

 government bonds,  

 treasury bills,  

 Reserve Bank debentures and  

 Land Bank bills. 

 

Repurchase transactions take place on a weekly basis, and there are seven days (i.e. a week) 

between the first leg of the repurchase transaction and the second leg. Therefore, when banks 

have to pay back the amounts borrowed in leg one to the SARB, this may result in the money 

market deficit increasing again. But this can then be financed by a new repurchase transaction. 

 

You may now ask: Will the SARB always provide all the financing that a bank needs? The 

answer to this is “no”. The amount of financing that the SARB will provide to the banking system 

as a whole will be determined by the viewpoint of the SARB on what the money market deficit 

should be. Because the SARB also operates the payment system (which will be discussed in a 

while) it is aware of the amount of money that flows between banks and flows out of the country 

(e.g. to pay for imports). The SARB therefore decides on the amount of financing it will provide 

to the banking system on a particular day. 

 

Each bank has to tender for the amount of refinancing they require on a particular day. The 

amount that is provided to each individual bank is then allocated to the banks pro rata based on 

the amounts they indicated in their tenders. Let’s explain this by means of an example. Suppose 

that there are four banks in the economy and they tender for the following amounts of 

refinancing at the repurchase rate: 

 

 Amount tendered 

Bank A R 3 550m 

Bank B R 4 500m 

Bank C R 2 220 m 

Bank D R 1 500 m 

Total  R11 770m 

 

Let’s say that the SARB decided to allocate R9 500 million to the banks on this particular day. 

R9 500m as a percentage of R11 770m is 80,7% (R9 500m/R11 770m x 100). Each bank will 
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therefore now receive 80,7% of the amount they tendered for, e.g. Bank A will receive 80,7/100 

x R 3 550m = R 2 685m. The amounts that will be allocated to the different banks on this 

particular day through repurchase transactions at the repo rate are therefore: 

 

 Amount tendered 
Amount allocated 

(0,807 x Amount tendered) 

Bank A R 3 550m R 2 865m 

Bank B R 4 500m R 3 632m 

Bank C R2 220 m R 1 792m 

Bank D R1 500 m R 1 211m 

Total R11 770m R9 500m 

 

The standing facilities available to banks to finance their deficit are available to banks at their 

discretion at a penalty margin above or below the repo rate. The penalty margin is determined 

by the SARB and will be adjusted if it becomes clear that the penalty is inadequate and that 

banks are making too frequent use of this facility, instead of using interbank loans. 

 

The monetary policy transmission mechanism 

 

When the inflation rate is too high and the SARB decides to push up the repo rate, the banks 

will react by putting up the interest rate on their loans. Higher interest rates make bank credit 

more expensive and may thus decrease investment. Consumption usually decreases when this 

happens, owing to the increase in interest rates. Such decreases in consumption and 

investment will lower effective demand and should, therefore, suppress price increases and 

thus lower the inflation rate. This reaction of the rest of the economy to changes in the repo rate 

is called the transmission mechanism of monetary policy. 

 

The one and only operational tool that the SARB has at its disposal to try to influence the 

inflation rate is the repo rate.  The repo rate is the main rate at which the SARB provides 

accommodation to the banks and also determines the other interest rates at which 

accommodation will be provided. The Monetary Policy Committee (MPC) is responsible for 

decisions concerning changes in the repo rate. In section 2.2.1 the factors that the MPC will 

take into account when deciding on changes in the repo rate are discussed. You should be able 

to write a paragraph on this. 

 

 

VC2.6 explains how a change in the repo rate may 

affect the economy 
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(b) Prudential supervision of banks and the financial system 

 

Study section 2.3.2 so that you will be able to 

 distinguish between macroprudential supervision and microprudential supervision 

 explain who is responsible for this in South Africa 

 describe the role of the Basel Committee on Banking Supervision  

 

(c) The role of the SARB in the payment system 

 

Study section 2.3.3 so that you are able to 

 define a payment system 

 describe the role of the central bank in the payment system 

 explain why an effective payment system is important in the economy 

 describe the National Payment System (NPS) of South Africa 

 describe the SAMOS system and explain its role 

 describe the Continues Linked Settlement (CLS) network and explain its role 

 describe the SADC Integrated Regional Electronic Settlement System (SIRESS) and 

explain its role 

 

(d) Services provided to government 

 

Study section 2.3.4 so that you  

 can explain which government accounts are held with the SARB 

 can explain the role of the CPD 

 can explain how the SARB may act as advisor, agent and representative to the 

government 

 describe what tax and loan accounts and Exchequer and Paymaster General Accounts are 

 can briefly describe the role of the SARB as advisor to the government regarding foreign 

exchange services, public debt management policies and administration of exchange 

control 

 

(e) Custodian of official foreign exchange reserves 

 

You should also be able to describe the role of the SARB as custodian of foreign reserves (sec 

2.3.5). You should be able to do the following: 

 define foreign reserves (2nd,  3rd and 4th par of sec 2.3.5) 

 list and briefly describe the reasons why central banks hold foreign reserves (5th par of sec 

2.3.5) 

 discuss the SARB’s approach to managing foreign reserves (2nd last par of sec 2.3.5) 
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(f) Issuing of banknotes and coin 

 

Study section 2.3.6 so that you are able to motivate why central banks issue cash. 

 

(g) Collection and interpretation of economic data and research 

 

Study section 2.3.7 so that you know which publications the SARB makes available. Also visit 

the SARB’s website (www.reservebank.co.za) and have a look at the information available 

there. As economist or participant in the financial markets you will be able to find lots of 

interesting information there. 

 

(h) Functions of the subsidiaries of the SARB 

 

The subsidiaries of the SARB are discussed in section 2.4. You only have to be able to do the 

following:  

 Define the CPD and briefly discuss its role in the South African economy  

 Define the South African Mint and briefly describe its function 

 Know that the SARB has the sole right to issue banknotes into the South African economy 

and that these are issued by the South African Bank Note Company (Pty) Ltd.  

✍ 

Activity 2.9 
 

(a) Explain the different ways in which the liquidity deficit of an individual bank may be 

financed. Indicate which of these will form part of the banking sector’s liquidity shortage. 

(5) 

 

(b) Describe how the SARB uses repurchase agreements to provide accommodation to the 

banks. (8) 

 

(c) Explain how the SARB can influence the size of the money market deficit.(10) 

 

(d) Indicate whether each of the following will increase or decrease the money market deficit: 

(7) 

Transaction Increase Decrease 

a. The cash reserve requirement that banks have to 

adhere to is increased.  
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Transaction Increase Decrease 

b. The SARB sells Reserve Bank debentures in the 

open-market.  

  

c. The SARB buys government bonds in the open-

market.  

  

d. Funds are transferred from Bank A’s tax and loan 

account to the government's account with the SARB.

  

e. In the first leg of a foreign exchange swap, the 

SARB sells foreign exchange to the banks in 

exchange for rand.  

  

f. The SARB provides accommodation to the banking 

system by entering into repurchase transactions 

against the collateral of government bonds (first leg 

of transaction only).  

  

g. In the second leg of the repurchase transaction, the 

banks buy back the government bonds at the bonds’ 

market price plus interest calculated at the repo rate.

  

h. Funds are transferred from Mrs van Zyl’s personal 

account with Standard Bank to the government’s tax 

and loan account with Standard Bank to pay taxes 

due. 

  

 

(e) Explain the differences between the lender-in-last-resort function of the SARB and its 

accommodation policy. Refer specifically to the objective of each function. 

 

(f) (i) Define official foreign exchange reserves. (4) 

 (ii) List and briefly discuss the most important reasons why central banks hold foreign 

exchange reserves. (4) 

 (iii) Briefly describe the SARB approach to foreign reserves management. (6) 

 

(g) Indicate which of the subsidiaries of the SARB will complete the following sentences 

correctly: 

 

 (i) The ………….hold the short-term surplus funds of the public sector. 

 (ii) The …………….produces South African coins. 

 (iii) The …………….prints South African bank notes. (3) 
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(h) Visit the SARB’s website (www.reservebank.co.za) and find the following information. You 

may be tested on this in the exam. 

 

(i) What is the target range for the CPI currently? (1) 

(ii) What is the CPI currently? (1) 

(iii) What is the repo rate and the prime rate currently? (2) 

(iv) What is the R/$ and the R/£ exchange rates currently? (2) 

(v) Define the “financial stability” function of the SARB and the “monetary policy function” 

of the SARB and distinguish between the two. (8) 

 

(i) Please read the following quote from an article that appeared on the Fin24 website on 

23 July 2014 and answer the questions that follow: 

 

SA’s June headline CPI steady 
Jul 23 2014 10:36 Sapa with Reuters 

 

Johannesburg - South Africa's headline consumer inflation was steady at 6.6% year-on-year in June 

compared with May, Statistics SA said on Wednesday, against market expectations it would quicken to 

6.7%. 

 

On a month-on-month basis, CPI came in slightly higher at 0.3% in June from 0.2% previously. 

 

On average, prices increased by 0.3% between May and June this year, StatsSA said. 

 

(i) What is the target band for the inflation rate currently in South Africa? (1) 

(ii) Given the information in the quote, how would the decision of the Monetary Policy 

Committee be affected by the CPI rate? Explain why they would react in this way. 

(4) 

(j) Please read the following statement and answer the questions that follow: 

 

A national payment system is one of the principal components of a 
country’s monetary and financial system and is, therefore, crucial 
to a country’s economic development. 

 

(i) Explain what a payment system is. 

(ii) Explain why an effective payment system is crucial to a country’s economic 

development. 

(iii) Banks provide payment services. Does the income derived from this form part of 

interest income or of non-interest income? (5) 

 

NOTE: These are typically the types of essay questions that you can expect to be asked on 
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this learning unit in the exam. Use your study material and prepare answers that 

correspond to the number of marks indicated. If you are uncertain where to find the 

correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 

 

 

 

 

 

Let’s consider the quote from Faure in Activity 2.1 at the beginning of this learning unit again 

Faure says that banks 

have the unique ability to acquire financial claims first and thereby increase the 

financial liabilities in the system (i.e. to create money out of thin air). 

 

You should now be able to explain how banks can create money (which is what makes banks 

different from other financial institutions). In learning unit 3 we will discuss the other financial 

institutions. You will see that they can mediate between surplus and deficit units, but that they 

cannot create money by creating claims against themselves. 

 

Now quickly go back to activity 2.2 of this learning unit. You now know what the role of banks is 

in the economy and the roles played by the SARB. You know that the SARB operates within an 

inflation-targeting framework, and that decisions concerning the repo rate are always taken with 

the expected inflation rate in mind. You know now that an increase in the repo rate would lead 

to an increase in banks’ lending rates. Because credit is more expensive, investment and 

consumption should decrease, and therefore the real income level in the economy should also 

decrease due to the increase in the repo rate (and vice versa).  

 

✍ 

Activity 2.10 
 

(a) The unique characteristic that distinguishes banks from other financial institutions is their 

ability to create money. Explain how banks can do this and how the SARB tries to 

ECONOMICS IN 

ACTION 

(LOOKING BACK) 
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influence the growth in the amount of money created by the banks. (6) 

 

(b) In managing their assets and liabilities, banks should take three main factors into account: 

profitability, liquidity and security. Briefly define each of these concepts and describe 

how each may affect decisions concerning assets and liabilities. (6) 

  

(c) Suppose the SARB wishes to decrease the amount of new loans extended by the banking 

sector. Explain how the SARB can achieve this.  (3) 

 

(d) Please read the following quote from an article that appeared on Finance24 and answer 

the questions that follow: 

 

Unbanked in Africa See Inclusion Through Mobile Financial Services 
By Aaron Oliver, Head of Emerging Payments for Middle East and Africa, MasterCard 

 

Extending the benefits of electronic payments to people who have been financially 

excluded is especially important in Africa, where less than a quarter of adults have a financial 

product or bank account with a formal financial institution, and about 90% of all consumer 

payments are conducted in cash. Traditional bricks and mortar banking infrastructure needed to 

provide financial services to underserved Africans is expensive, and branchless models have 

not yet been fully developed. 

The good news is that about 80% of Africans have a mobile phone, increasing at about 4% 

a year, making Africa the world’s fastest growing mobile phone market. These mobile devices 

provide the platforms necessary for consumers to conduct safe and convenient electronic 

payments without having to travel to a branch or ATM. 

The mobile revolution has become synonymous with emerging markets, and is facilitating 

the reduction of cash and bridging the divide between the banked and under-banked. A good 

example is Kenya’s M-Pesa, which saw the total number of person-to-person electronic 

transactions grow by a substantial 215% between 2006 and 2009 during its expansion phase. 

M-Pesa now reaches more than 70% of the adult population. In Egypt, mobile payment wallets 

such as Flous and Phone Cash have provided the largely unbanked population with a product 

that meets the needs and expectations of all consumer segments, resulting in a more financially 

inclusive society. 

Not all African countries have yet to enjoy such success. Some long-standing barriers 

continue to pose challenges: Established payment ecosystems, providing both interoperability 

and access to a wider range of financial services, are not widespread. 

The need to iterate and evolve the business model for financial inclusion – reaching the 

unbanked is expensive and significant investment is required. 

Positive identification of people: Know-Your-Customer regulations are in place for the right 

reasons – but there are many people who have no formal identification documentation. 

Financial education needs to move beyond the benefits of budgeting and saving towards 
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an understanding of the benefits of financial services, building trust in the system and products. 

Regulatory environments are frequently challenging, with price caps and restrictions on the 

participation of non-banking institutions making it difficult to address financial inclusion. 

For mobile financial services to play a role in achieving financial inclusion there needs to 

be a concerted effort from business and policy-makers to establish mobile payment eco-

systems that provide access to a wider range of financial services. Then we can ask, not how to 

make mobile financial services available, but rather how to ensure that the industry works 

together to remain sustainable. 

 

(i) What does the term “unbanked” refer to? (2) 

(ii) Discuss the challenges of providing financial services to the “unbanked”. (5) 

 

NOTE: These are typically the types of essay questions that you can expect to be asked on this 

learning unit in the exam. Use your study material and prepare answers that correspond 

to the number of marks indicated. If you are uncertain where to find the correct answer, 

please discuss this with fellow students on the Discussion Forum on your E-tutor 

website. Your E-tutor will provide guidance. 

  

 

 

FURTHER READING 
 

 

As mentioned previously you can visit the home page of the SARB. Here you can (among other 

things) find out what the current repo rate is, read the latest and previous reports of the 

Monetary Policy Committee (MPC) and see when future meetings of this committee will take 

place. Their website address is: 

http://www.reservebank.co.za 

 

 

You can also go the website addresses of any of the large South African banks. These websites 

should give you an overview of the types of activities that the banks are involved with. Just do 

an Internet search by typing in the name of one of the banks. 
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The role of other 

 financial institutions in the 

South African financial system 
Prescribed book: Chapters 4 to 8 

 

3
 

✍ 

Activity 3.1 

 

Read the following clips from reports found on Finance24  

(Internet:http://www.fin24.com) and then try to do the questions in activity 3.1.  

 

FSB to probe Times Media 
March 21 2014 

Johannesburg - The Times Media Group (TMG) is under investigation for allegedly trading during a 

closed period, when directors are not allowed to trade in shares, Business Report reported on Monday. 

"We are aware of this matter and are investigating accordingly," Johannesburg Stock Exchange (JSE) 

head of investigations Eure Saaiman was quoted as saying. 

The JSE and the Financial Services Board (FSB) were probing how Caxton liquidated its stake in TMG 

by selling its remaining shares to private equity firm Blackstar during a closed period. 

A closed period is the time before a financial report is released to the public. The closed period is one 

month before the release of the report and during that time insiders, including all directors of the 

company, directors of subsidiaries and secretaries, are not allowed to trade in shares. 
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FSB probes funeral schemes 
Jan 9 2014 

Pretoria - The Financial Services Board says 10 funeral policy schemes countrywide are under 

investigation. 

It has again warned the public to be cautious when purchasing such policies. 

An FSB spokesperson said it has requested the above-mentioned businesses to provide proof that they 

have been underwritten by a registered long-term insurance company, as required by law. They have been 

given 10 days to respond.  

The businesses either failed to respond, or failed to confirm that they had been underwritten by a 

registered long-term insurance company. 

The purpose of funeral insurance is to provide cover to help pay for the costs of a funeral, the FSB said. 

 

Underwriting policy 

The law requires all funeral policies to be underwritten by a registered long-term insurance company, to 

ensure that policyholders and their beneficiaries are paid out benefits when they claim.  

Policyholders must receive a copy of their policy document, which should bear the name of the long-term 

insurance company which is underwriting the funeral policy. 

The FSB again reminded consumers who wish to conduct financial services transactions with any 

institution or person, to check beforehand if such an institution or person is authorised to render financial 

services. This can be done by calling the FSB’s toll free number (0800 110 443) or on the website 

www.fsb.co.za. 
 

Hedge Fund regulations published 
April 16 2014 

 

Johannesburg - Draft regulations and a related explanatory memorandum for hedge funds were published 

for public comment on Thursday, the Financial Services Board (FSB) and Treasury said.  

"The intention is to still finalise the regulations by the second quarter of this year. However, this will be 

dependent on the nature and extent of the comments received, which could necessitate the finalisation in 

the third quarter of 2014." 

Hedge funds are pooled investment schemes supervised by a professional management firm, investing in 

a wide range of markets and using a variety of investment styles and financial instruments. 

In 2012, South Africa began enhancing and expanding the scope of regulation of hedge funds in the wake 

of the global financial crisis. On September 13 of that year the proposed framework for hedge fund 

regulations was initially released for public comment. 

"The extensive comments received from industry participants, industry bodies, regulatory bodies and 

other interested parties were carefully considered by the Treasury and FSB, and laid a good foundation 

for these draft regulations." 

During the drafting process, the industry was also invited to make inputs. The final regulations would be 

realised in terms of the Collective Investment Schemes Control Act (Cisca). 



 

64 

 

(a) What is the Financial Services Board (FSB)? 

 

(b) What types of institutions are regulated by the FSB? 

 

(c) Does a regulator have an important role to play in an economy? Think back to what you 

learned about regulation in Learning Unit 1 and motivate your answer by referring to the 

report. 

 

NOTE: It is possible that you will not be able to answer the questions for this activity now, 

but please return to it after you have completed this learning unit and see if you are 

better equipped to answer it then. 

 

 

Apart from the SARB, the Financial Services Board (FSB) is responsible for regulating the 

largest part of the formal financial sector. In this learning unit we will consider the most 

important non-bank financial institutions in the South African economy. You will learn what the 

role of the FSB is in the economy, and we will look at the most important industries that are 

regulated by the FSB. These include: 

 short-term and long-term insurers 

 pension and provident funds 

 investment institutions 

 

Microfinance institutions are very important in South Africa as they provide financial services to 

customers who fall outside the net of the usual financial services, usually because they are 

poor. We will also look at the activities of this industry.  

 

3.1 The Financial Services Board (FSB) 

 

STUDY 

 

Section 5.4 

 

 

IMPORTANT: Note that the new Financial Sector Regulation Bill is currently 

being implemented which means that the name and functions of the FSB are 

changing. We are in the process of updating the study material, however for 

this year you will only be tested on the functions as described in the 

textbook and this study guide.  
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Study section 5.4 and make sure that you can discuss the role of the FSB in the South African 

economy. You also need to know what the duties of each of the different divisions of the FSB 

are (you should be able to write a short paragraph on each division’s activities – 3 to 5 lines). 

Now return to Activity 3.1 and see if you can improve on your initial answers. 

✍ 
Activity 3.2 

 

(a) Which of the following is not regulated by the FSB? (2) 

 

[1] The SARB 

[2] Retirement funds  

[3] The JSE Securities Exchange South Africa 

[4] Short-term insurers 

[5] Hedge funds 

 

(b) Describe the task of each of the following units of the FSB briefly: (32) 
 
(i) Financial advisory and intermediary division 
(ii) Capital market department 
(iii) Directorate of market abuse 
(iv) Collective investment schemes department 
(v) Credit rating services department 
(vi) Insurance division 
(vii) Retirement funds and friendly societies department 
(viii) Inspectorate department 

 

NOTE: These are examples of the types of multiple choice and essay questions that you can 

expect to be asked on this learning unit in the exam. If you are uncertain where to find 

the correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 
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3.2 Insurers 

 

STUDY 

 

Section 6.1 

Section 6.2 (but not sections 6.2.3 to 

6.2.11) 

Section 6.3 

Section 6.4 

 

 

3.2.1 Definitions and concepts relating to short-term and long-term insurers 

 

Study section 6.1.1 so that you will be able to describe the three aspects covered by the Long-

term Insurance Act and the Short-term Insurance Act. 

 

Study section 6.1.2 so that you will be able to define both short-term and long-term insurance 

and distinguish between them. 

 

Study section 6.1.3 so that you understand what the term “policy” refers to. 

 

Study section 6.1.4 so that you can define the following terms 

 policyholder 

 life insured 

 cession 

 

Study section 6.1.5 so that you will be able to define reinsurance and explain why it used. 

 

3.2.2 Short-term insurance 

 

Make sure you can do the following: 

 explain why short-term insurance is important (2nd par of sec 6.2.1) 

 define insurable interest (1st par of sec 6.2.2) 

 distinguish between the different short-term insurance policy categories so that you will be 

able to answer short questions on it – you do not have to be able to list all the different 

policies (sec 6.2.12) 

 explain riot and public disorder insurance (sec 6.2.13) 

 explain the role of the Ombudsman for Short-term Insurance (sec 6.2.14) 
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3.2.3 Long-term insurance 

 

Make sure you can do the following: 

 Explain why regulation of long-term insurance is necessary (sec 6.3.3 under the heading 

Why is it necessary) 

 Explain the role played by self-regulation in the long-term insurance industry (sec 6.3.3 

under the heading Self-regulation) 

 Explain the role of actuarial supervision in the long-term insurance industry (sec 6.3.3 

under the heading Actuarial supervision) 

 Explain the term insurable interest in terms of long-term insurance (sec 6.3.3 under the 

heading Insurable interest) 

 Explain the different kinds of long-term insurance policies so that you will be able to 

answer short questions on it – you do not have to be able to list all the different policies 

(sec 6.3.3 under the heading Kinds of policy) 

 

3.2.4 Investment by insurers 

 

Make sure you can do the following: 

 Explain prudential regulation related to investment by insurers (sec 6.4.1) 

 Explain the difference in the investment profiles of short-term and long-term insurers (sec 

6.4.2, 6.4.3 and 6.4.4) - you do not have to  memorise the figures in the tables that show 

the spreads of assets that short-term and long-term insurance companies invest in, but 

you need to be able to interpret such figures 

 

✍ 
Activity 3.3 

 

(a) Indicate whether the following statements are true or false: (5) 

 
Statement True False 

(i) Short-term insurers are regulated by the Ombudsman.   

(ii) The amount that a short-term policy will pay out can be 

determined when it is taken out. 
  

(iii) Short-term insurers invest mainly in fixed assets, such as land 

and buildings. 
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Statement True False 

(iv) The primary purpose of the Long-term Insurance Act is to 

protect the insurer. 
  

(v) Long-term insurers may invest all their funds in the equity 

market.   
  

 

(b) Mr Bengwa had a car accident and feels that his short-term insurer did not handle his 

insurance claim properly. Which one of the following institutions should he approach to 

deal with his problem? (2) 

 

[1] SARB 

[2] Micro Finance Regulatory Council 

[3] Financial Services Board 

[4] Short-term insurance Ombudsman 

[5] Registrar of short-term insurance 

 

(c) Which of the following statements regarding prudential regulation of insurers is not 

correct? (2) 

 

[1] Short-term insurers are limited in terms of the types of assets that they can invest in. 

[2] The assets of long-term insurers must be equal to their liabilities. 

[3] Long-term insurers may not invest more than 75 per cent of their total assets in 

equities. 

[4] The value of a linked policy is determined by the value of the assets held by the 

insurer specifically for the policy. 

 

(d) Distinguish clearly between long-term insurance and short-term insurance in terms of their 

roles in the economy, the types of policies they provide and their investment profiles. 

(6) 

 

NOTE: These are examples of the types of multiple choice and essay questions that you can 

expect to be asked on this learning unit in the exam. If you are uncertain where to find 

the correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 
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3.3 Retirement funds 

 

STUDY 

 

Sections 7.1 and 7.2 

 Section 7.3 

 Section 7.5 

 Section 7.6 

 

 

3.3.1 The role of retirement funds in the economy 

 

Study sections 7.1 and 7.2 and make sure that you can define what is meant by retirement 

funds, and that you can define and distinguish between the following retirement fund terms:  

 

 pension funds and provident funds 

 members and participating employers (PEs) 

 umbrella funds 

 contributory and non-contributory funds 

 defined benefit funds and defined contribution funds 

 

3.3.2 The activities of retirement funds 

 

Study the first paragraph of section 7.3 and make sure that you can explain why many 

retirement funds have switched from being defined benefit funds to being defined contribution 

funds. 

 

Study table 7.2 and make sure that you can distinguish between defined benefits and defined 

contribution funds as far as the following are concerned:  

 

 member's contribution 

 company's contribution 

 description of retirement benefits and how these are calculated  

 other benefits 

 administration requirements 

 who carries the investment risk 

 

You will notice that the sections under the headings "Benefits" and "Contributions" in both 

sections 7.3.1 and 7.3.2 explain the differences summarised in table 7.2 in more detail. Refer to 

these explanations only if you don't understand the descriptions given in table 7.2. 
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However, also make sure you understand the difference between a "pay as you go" regime and 

a "funded" scheme. And make sure you know that employer-sponsored retirement funds in 

South Africa operate on a "funded" basis, as explained under the heading "Contributions" in 

section 7.3.1. Also, make sure you know what the term hybrid scheme refers to, as explained 

under the heading "Benefits" in section 7.3.2.  

 

Make sure you understand the advantages and disadvantages, to members and participating 

employers (listed in secs 7.3.1 and 7.3.2), of defined benefit and defined contribution funds. You 

have to be able to list these and discuss them briefly. 

 

3.3.3 Regulation of retirement funds  

 

You should study parts of section 7.5. As far as the legislation is concerned you should know: 

 that funds formulate their own rules and what is covered by these rules. You will not be 

asked to list all the items that the rules can cover, but may be asked to indicate whether an 

aspect will be defined by the rules or not. We may, for example, ask you to indicate 

whether the requirements for membership are defined in the rules. 

 that regulation 28 stipulates the maximum exposure that a fund can have to each type of 

investment asset class. You do not need to know exactly what the current regulations are, 

but you do need to have a good idea of what they contain. For example, you may be 

asked to indicate whether or not retirement funds are allowed to invest in foreign assets. 

 

Concerning the tax treatment you need to know: 

 that members' contributions to retirement funds are not treated as taxable income but 

there is a limit on the amount that can be contributed to a retirement fund 

 how the investment income of retirement funds is taxed 

 how a lump sum is treated as far as taxes are concerned 

 how a monthly pension is taxed 

 

3.3.4 Investment strategy of retirement funds  

 

Study section 7.6 and make sure that you understand and can answer interpretive questions on 

the following:  

 that the nature and term of the liabilities and assets of retirement funds need to be 

matched, and how they can be matched (sec 7.6.1) 

 how the investment strategy of a growing fund will differ from the investment strategy of a 

contracting fund (sec 7.6.2) 

 how the solvency position of a retirement fund will influence its investment strategy (sec 

7.6.3)  

You do not have to study sections 7.6.4, 7.6.5 and 7.6.6. 
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✍ 

Activity 3.4 

 

(a) Distinguish between defined benefit and defined contribution retirement funds by referring 

to the following: 

 

(i) how the amounts contributed by members and employers are calculated  

(ii) how the retirement benefit is determined 

(iii) who carries the risk of the investment performance  (8) 

 

(b) Explain why participating employers may prefer defined contribution retirement funds by 

referring to:  

 

(i) the advantages of such funds for employers 

(ii) the disadvantages of defined benefit funds for employers  (6) 

 

(c) In the case of a defined contribution retirement fund .... (2) 

 

[1] contributions by younger members can be used to subsidise payments to older 

members of the scheme. 

[2] the benefits that the members will receive are guaranteed. 

[3] the employer is able to structure benefits to encourage or discourage retirement. 

[4] employers carry the investment risk. 

[5] members share directly in good investment returns (when these occur).  

 

(d) The following is a list of the advantages of belonging to a pure defined contribution 

pension fund. Which one statement does not describe an advantage of a defined 

contribution fund (i.e. for a member of such a fund)? (2) 

 

[1] Members share in good investment returns (when these occur).  

[2] The benefits are guaranteed. 

[3] The contributions are fixed. 

[4] There is no cross-subsidy between different members.  

[5] There is flexibility when it comes to choosing the benefits structure and amount of 

each benefit.  

NOTE: These are examples of the types of multiple choice and essay questions that you can 
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expect to be asked on this learning unit in the exam. If you are uncertain where to find 

the correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 

 

 

3.4 Investment institutions  

 

STUDY 

 

Sections 8.1 and 8.2 

 Sections 8.3 and 8.4 

 

 

3.4.1 The role of investment institutions in the economy  

 

Study section 8.1, making sure you can describe how investment companies receive cash 

inflows. Also make sure that you can explain how they have to manage these funds so that they 

achieve the required rate of return expected by their investors.  

 

Study section 8.2 and make sure that you can describe the four roles of investment institutions 

in the economy. You do not have to be able to distinguish between technical and fundamental 

analysis but you have to be able to mention the characteristics of effective markets (sec 8.2.3).  

 

3.4.2 Activities of investment institutions 

 

First make sure that you can distinguish between management and advisory firms and fund 

companies (explained in sec 8.3 and fig 8.1). Table 3.1 lists the different kinds of management 

and advisory firms and fund companies that you must study in this module. You have to know 

how each of the investment institutions covered in section 8.4 is organised. 

 

Table 3.1: Classification of investment firms 

 

Fund companies Management and advisory firms 
Collective Investment Schemes 
Investment holding company 
Hedge funds 
Property Loan Stock Company 
Real Property Investment Trust 
Property unit trusts 
Participation mortgage bond managers 
Public Investment Commissioners 

Approved investment managers 
Investment bankers 
Private bankers 

 

Study section 8.4.1 and make sure that you can do the following: 
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 define collective investment schemes (CISs) 

 describe the two main services provided by a CIS (i.e. diversification and professional 

management)  

 describe the usual structure of a unit trust and describe each component that it consists of, 

i.e. the CIS manager, the CIS portfolio, the trust deed and the trustee 

 differentiate between the different types of collective investment schemes (Study only the 

following: the first two paragraphs under the heading “Local CIS (unit trusts)”, the first two 

paragraphs under the heading “PUTs or CIS in property (CISP)”, first paragraph under the 

heading “Participation bonds”, first four paragraphs under the heading “Foreign CIS”.)  

 briefly describe the measures introduced under the CIS Act to ensure investor protection 

(under the heading Investor protection) 

 

Study section 8.4.2 and make sure that you can:  

 define an investment holding company and explain how the value of the shares in an 

investment holding company is determined and how the net asset value per share is 

determined  

 distinguish clearly between a collective investment scheme in securities and an investment 

holding company (table 8.3) 

 

Study section 8.4.3 and make sure that you can:  

 define a hedge fund 

 explain the entities that the hedge fund consists of 

 

Study section 8.4.4 and make sure that you can:  

 define a property loan stock (PLS) company 

 explain that PLS companies issue linked units and what this means 

 

A Real Estate Investment Trust (REIT) is a company that sells shares that can be listed on the 

stock exchange or privately held, and use these funds to invest mainly in real estate, either 

through purchasing properties or through providing mortgages for investing in property. Income 

is generated through rent or through interest that is received. It provides investors with the 

opportunity to invest in a professionally managed real estate portfolio without sacrificing 

liquidity. Investors can benefit from dividends that may be distributed from profits, as well as 

capital appreciation of the shares. 

 

 REITS are discussed in section 8.4.5 but all that you have to be able to do is to define a REIT. 

We provide this definition in the previous paragraph as the textbook does not really provide a 

clear definition of a REIT. Have a look at this section, especially the tax dispensation related to 

REITs. You do not have to know it for the exam but it is worthwhile taking note of it. 
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Study section 8.4.6 and make sure that you can:  

 explain the function of the PIC (you need only study the first three paragraphs of sec 8.4.6)  

 

Study section 8.4.7 and make sure that you:  

 understand what approved investment managers do (3rd paragraph under section 8.4.7) 

 know what an investment policy statement is and which factors investment managers must 

take into account when formulating such a statement  (last paragraph of section 8.4.7) 

 

 

Study section 8.4.8 and make sure that you can define 

 an investment banker 

 a private banker 

 an exchange traded fund 

 

3.4.3 Regulation of investment institutions 

 

All you need to know here is that investment institutions are regulated by the FSB. You do not 

have to know the various Acts that regulate investment institutions. 

✍ 

Activity 3.5 

 

(a) Indicate whether the following statements are true or false: (8) 

 Statement True False 

(i) CIS companies are management and advisory firms that keep 

and manage separate portfolios for each of their different 

clients.   

  

(ii) CIS may invest in shares listed on an exchange.    

(iii) CIS in securities are more liquid than hedge funds.   

(iv) A CIS in securities and a hedge fund are both free to invest as 

much as they want in any particular security, and are only 

limited by their predetermined investment strategies. 

  

(v) Both a CIS in securities and a hedge fund are fund companies 

that invest a pool of funds belonging to many individuals in a 

single portfolio of securities.   

  

(vi) The number of investors who can invest in both a CIS in 

securities and a hedge fund is not subject to any limit.   
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 Statement True False 

(vii) Both a CIS in securities and a hedge fund are made available 

to the general public by prospectus.   
  

 

(b) Sandra Steenkamp manages a portfolio for an investment institution. Her objective is to 

earn returns that exceed the market returns under all conditions and she is allowed to use 

any investment strategy, including leverage, derivatives and arbitrage. She is a general 

partner and is remunerated on the basis of the profits that the portfolio makes. The other 

partners are all high net worth individuals and institutions which were approached via a 

confidential offering memorandum. The funds are illiquid and there is a lock-in period 

during which funds cannot be withdrawn. What type of investment institution does she 

manage? (2) 

 

[1] Collective investment scheme 

[2] Hedge fund 

[3] Property loan stock company 

[4] Tradable indice 

[5] Public Investment Commissioners 

 

(c) Investment institutions may be organised as management and advisory firms or as fund 

companies. Distinguish between the two types of investment institutions, and provide an 

example of each. (4) 

 

(d) Distinguish between the following investment institutions by briefly describing how they are 

organised and what their functions are: 

 

(i) collective investment scheme 

(ii) hedge funds 

(iii) Public Investment Commissioners (6) 

 

(e) Please read the following quotes from articles that appeared on moneyweb.com  and in 

the Citizen, and answer the questions that follow: 

 

The best unit trusts of 2013 
Patrick Cairns 05 January 2014 23:26  
KLERKSDORP – 2013 proved to be a pretty good year for equity investors as markets around the world roared back to life. On the 

whole, South Africans who had money in equity unit trusts should have seen pretty decent returns. 

In fact, those who were fortunate enough to choose any of the best-performing funds over the last year would have enjoyed gains well 

above those of the top funds of 2012. 

In 2012 the best return came from the Investec Emerging Companies Fund, which gave investors a gain of 40.7%. It was one of two 

small cap funds that topped that list. 

Overall, the top ten for that year included five property funds, the two small cap funds, two financial funds and one industrial fund. All of 
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them were focussed on assets listed in South Africa. 

For 2013, however, the breakdown is entirely different. 

It will not be surprising to those that have kept an eye on the markets that all ten of the top funds in the last year were geared towards 

international equities. The returns gained from overseas markets was, after all, the investment story of the past 12 months. 

The below table lists the five leading funds of 2013: 

South Africa’s top performing funds to 31 December 2013 

Fund 1 year performance TER 

Allan Gray Orbis Global Equity Feeder Fund 78.17% 1.88% 

Old Mutual Global Equity Fund 74.01% 2.06% 

Sanlam Global Equity Fund 67.84% 2.04% 

Element Global Equity Fund 61.31% 2.23% 

Discovery Global Equity Feeder Fund 59.08% 1.97% 

 Source: Morningstar 

The performance of these funds was driven by two key factors: overall good returns from developed markets, and the weakening of the 

local currency. 

The MSCI World Index, which tracks the performance of large and mid cap shares in 23 developed markets around the world was up 

24.1% last year in US dollar terms. This compares with annualised growth over the last ten years of just 4.83%. 

Around the middle of the year the index surpassed the levels it reached before the market crash of 2008 and is now at record highs. 

At the same time, the rand fell from R8.46 to the dollar at January 1 2013 to its December 31 price of R10.47. That is a drop of 23.8%. 

Taken together, these two factors have meant that South Africans who invested in funds with international exposure enjoyed a very 

good ride over the last 12 months. In rand terms, the MSCI World Index gained in the region of 50.0%. 

However, the funds at the top of the performance table have managed to do considerably better than that, with the Allan Gray Orbis 

Global Equity Feeder Fund and the Old Mutual Global Equity Fund being the obvious stand outs. 

The Allan Gray Orbis Global Equity Fund has certainly rewarded investors who have shown patience with its management, as its return 

was more or less flat between 2008 and 2012. Even taking that pedestrian performance into account, however, its annualised return 

over the last five years now stands at 20.3%. 

*************************** 

The best-performing fund in any of the domestic multi-asset categories was the Imalivest MET Flexible Fund, which gained 34.5%. 

Although it sits in the multi-asset flexible category, it is primarily an equity fund with significant international exposure through having 

20% of its portfolio invested in the Imalivest MET Worldwide Flexible Fund. 

While the performance of these funds is below those with a global focus, this is not to say that international funds are inherently better 

than local ones. A wise investor knows that past performance is no guarantee of future returns and that diversifying across geographies 

is important to reduce the overall risk in one’s portfolio. 
Source: moneyweb.co.za 
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Should you still invest in listed property unit trusts?  
Patrick Cairns 
Until mid-2013, listed property was the JSE’s darling. The sector delivered returns of over 20% per annum for over a decade. But over 

the last year, the FTSE/JSE SA Listed Property Index (SAPY) is basically flat and the majority of SA real estate unit trusts have 

delivered negative returns. 

In the year to January 31 2014, SA listed property was down 0.32%, compared with equities (All 

share index) up 14.86%, cash (Short term fixed interest index) up 5.19%, and bonds (All bond 

index) down 2.69%, according to Catalyst Fund Managers, RMB Credit Research. 

So is there still a strong case for investing in listed property unit trusts? 

“We’ve actually continued to see pretty good earnings growth out of the sector,” says Investec 

Property Equity Fund manager, Neil Stuart-Findlay. “That’s even led us to upgrade our growth 

forecast for this year and 2015 to in excess of 8%. 

Anton de Goede, the manager of the Coronation Property Equity Fund, concurs. 

“… the underlying performance of the counters remains solid, and some are still delivering 

double digit growth.” 

******************** 

The fundamentals – and listed property’s ability to deliver sustainable income – are still there, 

but investors will probably have to adjust to a different kind of reality regarding the performance 

of real estate funds. 

“Going forward we are likely to continue to see volatility given the uncertainty around global 

monetary policy,” Investec’s Stuart-Findlay says. “But relative to other fixed income asset 

classes, listed property has the advantage of providing income growth, which will aid investors 

over time.” 

********************* 

“The focus of investors should be on the income component of property rather than capital 

return,” De Goede says. “Capital return is just a bonus. 
Source: The Citizen 

 

(i) Define a local CIS in securities (unit trust), a property unit trust (PUT) and a foreign 

CIS and distinguish between the three investment vehicles. (6) 

(ii) Using the information in the two newspaper article from moneyweb.com and the 

Citizen, write a motivation for investing in one of the three investment vehicles 

mentioned in (i) above. Use sound economic arguments to motivate your viewpoint.  

(4) 

 

NOTE: These are examples of the types of multiple choice and essay questions that you can 

expect to be asked on this learning unit in the exam. If you are uncertain where to find 

the correct answer, please discuss this with fellow students on the Discussion Forum on 

your E-tutor website. Your E-tutor will provide guidance. 
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3.5 Microfinance institutions (MFIs)  

 

As indicated in section 4.1 of the prescribed book, microfinance institutions are organisations 

that provide savings, loans, money transfer services, insurance and other financial services to 

poor and low-income clients. There are many different MFIs operating in South Africa. In this 

section you will learn what types there are and how each is regulated or supervised. 

 

STUDY 

 

Section 4.1 and 4.2 

Sections 4.4, 4.5 and 4.6 (only certain parts of 

these sections) 

 

 

3.5.1 The role of micro finance institutions in the economy. 

 

 Study section 4.1 so that you are able to explain the term financial inclusion and also why 

it is important in a developing economy 

 Study section 4.2 so that you are able to define MFIs. 

 You do not have to study the terms in section 4.2.1 but read through these so that you 

know what they mean. Some of them are used when the activities of the different types of 

MFIs are discussed and you will need to understand them when you study these activities. 

 

You also do not have to study section 4.3 but it is interesting to glance at it so that you have an 

idea of the sizes of the different MFIs. 

 

3.5.2 Different types of MFIs 

 

You have to be able to define the different MFIs and know how they are regulated. 

 

Study section 4.4 and make sure that you: 

 can describe a Stokvel in about 60 words and know that it is self-regulating and should be 

a member of the National Stokvels Association of South Africa (NASASA) 

 can describe cooperative financial institutions  in about 60 words (refer to the 5th par of the 

section under the heading “Cooperative financial institutions”)  and know that they are 

exempt from the Banks Act, unless their total credit/funds exceed a certain minimum, in 

which case it has to register as a bank. 
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 can describe (cooperative banks) in about 60 words, can describe their 4 characteristics, 

know that they are regulated in terms of the Cooperative Banks Act and what this entails 

(first two par under the heading Cooperative Banks Act) and know that they are supervised 

by the Supervisor of Cooperative Banks in the SARB. 

 can describe friendly societies in about 60 words and know that they are regulated in 

terms of the Friendly Societies Act and supervised by the Registrar of Friendly Societies 

 can describe mutual banks in about 60 words, know how they differ from banks and know 

the statutory requirements that they have to comply with 

 

Study section 4.5 and make sure you know there are some banks that act as microfinance 

institutions (you do not have to know the names of these banks). Note that when this study 

guide was being written (August 2014) African Bank was placed under curatorship and its future 

was uncertain – refer to the articles in Activity 2.7(d). 

 

Study section 4.6 and make sure that you: 

 can describe non-bank credit providers and microlenders and know that they are regulated 

in terms of the National Credit Act 

 can describe micro-enterprise lenders in about 15 words 

 can describe Ithala in about 50 words 

 can describe the Postbank in about 50 words 

✍ 

Activity 3.6 

 

(a) Complete the following table: (12) 

 

Institution Definition Regulation 

Stokvels   

Cooperative financial 

institutions 

  

Cooperative banks   

Friendly Societies   

Mutual Banks   

Microlenders   
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(b) Briefly define the following institutions: (6) 

 

(i) Non-bank credit providers 

(ii) Ithala 

(iii) Postbank 

 

(c) Please read the following quote from an article that appeared on the Moneyweb website 

and answer the questions that follow: 

 

Why micro-finance is no longer the darling of  developmental investors 
 Author: Andrew Canter 14 October 2013  

The unintended consequences of the NCA's intervention in the micro-lending industry. 

During the late 1990s developmental investors considered micro lending as a necessary leg of the journey toward 

the democratisation of credit and believed it afforded a net social good. In more recent years that balance has 

shifted. 

Ever since Grameen Bank's Muhammad Yunus won the Nobel Peace Prize in 2006 micro-finance has been the 

darling of developmental investors who saw in it, a way to assist low-income consumers achieve life's goals. Others 

contended that the lending practices, with their high rates and fees as well as their collection methods were actually 

prejudicial to consumers.  

Those asset managers in favour of micro-lenders or what is referred to as personal unsecured lenders or — in a 

more derisory manner — as pay-day lenders, while acknowledging those issues, considered access to finance as a 

vital necessity for all members of society in order to fulfil a range of needs, such as housing, education and access 

to capital goods. Without access to legitimate micro-lenders, these consumers would be left at the mercy of loan 

sharks. 

The asset managers also believed that competition would emerge in the industry that would, over time, drive down 

lending rates and the costs to borrowers and that they had sufficiently sophisticated analytical processes that would 

weed out the lenders who acted inappropriately. And besides, the mainstream banking industry had failed to 

support the wider populace of consumers. 

This vision, to a large extent, has played out: there is strong competition between legitimate lenders, while 

illegitimate lenders have been driven out or underground, and consumer access to credit has improved markedly. 

This, plus the patina of positive developmental impact, has caused capital to flow into the industry from investors 

and development finance institutions — and that lower cost capital has fuelled the micro-lender industry's growth. 

A significant step in this 'democratisation' of credit process was the introduction of the timely, necessary and very 

suitable National Credit Act (NCA) in 2007. The NCA is a hallmark of foresight and good governance and appears 

to have levelled the industry playing field so that fees and rates have been standardised. In addition, consumer 

credit data is now freely accessible through the National Credit Register (NCR). 

But, as with most interventions, there is always the matter of unintended consequences. What emerged in the 

wake of the NCA appears to be the unhealthy quest for customers by the micro-lending industry. The lenders are 

able to trawl the NCR to see the size and profile of consumers' debts and thus target their marketing efforts toward 

'filling' any unused debt capacity of each consumer.  

Mainstream banks have also moved into the micro-lending market, sometimes in preference to making asset-based 

loans like home loans. Surprisingly, the increased competition appears not to have lead to price competition but 

rather has lead to 'size-and-term' competition. In other words, 'I will loan you more money and for longer than the 

other guy. 'Worse, in the quest for market share new aggressive players have been willing to make loans, which 

stretch consumers further. Thus, in order to defend their existing customer bases from new entrants even the 

lenders with more sound practices have taken to extending more credit and for much longer terms and in larger 

sizes. Overall, the industry's standards are being lowered by this and by the more aggressive lenders who are less 
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stringent in vetting the customers' ability to service the debt. 

While access to credit is a vital lifeline, what we are seeing is that there seems to be far more concern to advance 

the volumes of debt rather than in the actual use of that debt by the borrower, or the impact of that debt on the 

borrowers' circumstances. As a rule, the appropriate use of debt is to fund capital assets (which retain or grow in 

value) or to provide working capital for small businesses, homes or education. A secondary use of debt may be to 

fund long-lived (but depreciating) assets such as cars, furniture and appliances. In its most egregious use – and 

most unsustainable – short-term debt (or 'pay day' loans) may be used to balance cash flows to buy consumer 

goods such as clothes or (e.g. clothes and even food). 

In all cases, provided there is the prospect of the consumer extinguishing the debt out of prospective income and 

keep out of debt, the loan serves a useful role and has a net social value. Failing such a repayment plan, however, 

personal unsecured lending becomes merely a regulated form of loan-sharking that drains the financial lifeblood 

from consumers and creates a cycle of impoverishment. 

Each person has a limited capacity to take on debt in the context of his or her income. It is useful to contrast two 

uses of debt capacity. The first is a 20-year home-loan at a rate of Prime+4% (+/- 12.5% today) that funds an asset 

that will retain (or possibly grow) its value. The second is a five-year personal unsecured loan at a NCA maximum 

rate of +31% (i.e. Repo Rate x 2.2 + 20%, plus fees) that is used for consumption of goods the consumer could not 

otherwise have afforded. The former represents an investment in an asset, while the latter represents financial 

enslavement. 

There is a growing fear among developmental investors that the practices of the micro-lending industry are stuffing 

inappropriate, high-cost debt onto consumers' balance sheets and that such debt is a permanent burden on 

families. What is more concerning, however, is that the debt capacity that might otherwise have been used as 

working-capital for start-up businesses, or to buy a house, or to fund a child's education is used up prematurely. 

None of this, of course, ameliorates the core issue that people must learn to be responsible with their finances and 

to deal with the consequences of their debt choices. It seems true, however, that globally, permanently and nearly 

universally, consumers are not equipped to make informed decisions about the uses, misuses and costs of debt 

that is offered. 

There are de-facto developmental areas such as water, power and health care that are legitimately included in 

developmental funds, and there are some areas that are clearly not developmental, such as gambling and alcohol. 

And then there are the grey areas such as micro lending where asset managers need to exercise judgment based 

on a balance of factors.  

The evolution of the micro-finance industry and its practices and regulations have led some to believe that the 

industry is no longer de-facto developmental, even while some of the players are responsible and relatively fair. 

The practices of the industry in general are unsustainable and in many cases inappropriate, and the more 

aggressive lenders are militating against the more restrained operators. The industry structure has provoked 

behaviours that are not good for consumers or for the nation. 

In recent years Mohammed Yunus himself, reflecting on the global development of micro-finance has pointed out 

that Grameen Bank's mission was to provide working capital for small, micro and medium-sized enterprises 

(SMMEs), not to provide personal unsecured loans at high rates. Perhaps we should get back to those basics. 

 

(i) Define a micro-lender. (3) 

(ii) Write a paragraph about the positive role that micro-lenders can play in a developing 

economy. You are allowed to use information from the article to substantiate your 

arguments. (5) 

(iii) Write a paragraph about the dangers of micro-lenders. You are allowed to use information 

to substantiate your arguments. (5) 
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NOTE: These are examples of the types essay questions that you can expect to be asked on 

this learning unit in the exam. If you are uncertain where to find the correct answer, 

please discuss this with fellow students on the Discussion Forum on your E-tutor 

website. Your E-tutor will provide guidance. 

 

 

 

ECONOMICS IN ACTION 

(LOOKING BACK) 

 

Now you know the role of the major financial institutions in the economy. You know how banks 

operate and how they are regulated (this was covered in learning unit 2). You also know how 

the other major financial institutions found in the economy operate and how these are regulated. 

Microfinance institutions are relatively important in the South African economy since a large part 

of the population does not have access to banking services and bank credit. Activity 3.7 

includes questions that cover all the financial institutions.  

✍ 

ACTIVITY 3.7 

 

(a) Dr Oliviera wants to spread his risk by investing in a wide range of securities, but does not 

have the time or expertise to administer a varied portfolio of securities. He would also like 

to be able to liquidate his investment quickly, should the need arise. Which type of 

institution provides this service?  (2) 

 

[1] Short-term insurer 

[2] Microlender 

[3] Unit trust 

[4] Hedge fund 

[5] Retirement fund 
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(b) Define each of the following types of institutions by referring to their role in the economy: 

 

(i) SARB 

(ii) Financial Services Board 

(iii) commercial banks 

(iv) short-term insurers 

(v) long-term insurers 

(vi) microlenders 

(vii) investment institutions 

(viii) retirement funds (18) 

 

(c) Indicate which institution regulates each of the following: (5) 

 

Institution Regulator 

 SARB FSB 

National 

Credit 

Regulator 

Commercial banks X   

Short-term insurers    

Long-term insurers    

Microlenders    

Investment institutions    

Retirement funds    

 

(d) Please read the following article that appeared on the Moneyweb website and answer 

the questions that follow: 

 

 2014's Twin peaks 
Author: Judy Gilmour| 02 December 2013  

 

A new regime of financial regulation in South Africa will be introduced next year - 

moving from the current practice of ‘silo’ regulation and supervision according to 

industries such as banking or insurance, to one which regulates according to 

function such as consumer treatment or systemic risk management.  

 

The ‘twin peaks’ referencing comes from the two key objectives of this model – to 

strengthen the approach to market conduct regulation, and to create a more resilient 

and stable financial system. 

 

Of course this means two separate authorities. One regulator, being the Financial 
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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.   

 

****************** 

 

Dixon acknowledges that it is exceptionally challenging to achieve an optimal 

structure for financial regulation and that no single model is best. South Africa has 

gone for the Twin Peaks approach as adopted by the Netherlands and Australia, 

and more recently the UK. 

 

In a simple overview of the new regime, FSB Market Conduct oversight will be 

aimed at protecting the consumers of financial services, with a key sense of ‘treat 

the customer fairly’. It will also ensure a strong financial infrastructure through 

overseeing the integrity and efficiency of financial market infrastructure, such as the 

JSE and Strate (South Africa's Central Securities Depository). Additionally it will 

have strong focus on consumer education, providing it, rather than simply promoting 

it. 

 

The Reserve Bank will now bring together the roles of micro and macro prudential 

supervision of both banks and insurers, with a sharp eye on the safety and 

soundness of financial conglomerates and the too-big-to-fail giants. Its financial 

stability role will limit systemic risks in the financial system, and as a crisis manager 

it will aim to resolve issues without burdening taxpayers.  

 

Dixon explains that Twin Peaks is well suited to South Africa because of the 

prominence of large financial conglomerates, with some groups housing both 

banking and insurance operations.  Also, by giving the mandate of financial stability 

to the SARB regulators can look holistically across the entire financial system, rather 

than at institutions in isolation.  

 

He sings the praises of a Twin Peaks model, particularly in the event of a possible 

crisis, conceding that traditional regulatory and oversight structures have been too 

reactive, responding only when problems were brought to their attention.  

 

 

“Twin Peaks has a more pre-emptive anticipatory approach, with greater foresight. It 
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would detect a build-up of risks in a group, and not just in certain of its divisions. 

Additionally, a Twin Peaks model will look all the way down the value chain to the 

wholesale market, which includes product developers. And the financial stability 

mandate would ensure that regulators were looking across the entire economy. 

There are no guarantees, but with Twin Peaks structures, hopefully we will not see 

the likes of the financial crisis again.”  

  

Dixon is optimistic that a Draft Bill for public comment can be issued this year and 

the timeline is for a 2014 phased implementation. He notes there has been no 

resistance to the introduction of Twin Peaks. “But much stakeholder communication 

was involved.” 

 

He explains that some financial services organisations will be ‘mono’ regulated. This 

means falling under the jurisdiction of the market conduct regulator only. These are 

businesses which pose no prudential or systemic risk, such as financial advisors, 

asset managers, collective investment schemes and pension funds, although this is 

still being finalised. 

 

Other financial services companies which make promises to customers or pose 

systemic risk will be ‘dual’ regulated. These include the insurers and banks and their 

prudential regulation will now be under a single authority.  

 

There are still many items on the ‘to do’ list, for example, the housing of the National 

Credit Regulator. Essentially a market conduct regulator, the NCR could move into 

the FSB – however there are complex political issues involved. Similarly, private 

equity and venture capital regulation will probably fall under the FSB (with minimal 

SARB interference) as the main regulatory concerns in this space relate to conduct. 

The Financial Services Centre will continue as a separate regulator and will not fall 

under the Twin Peaks regime.   

 

For financial intermediaries who write FSB regulatory exams, Dixon says that 

financial regulatory bodies should ideally not be the gate keepers of product 

knowledge. So we could see a shift to the product providers themselves taking on 

this testing function. 

 

With the implementation of Twin Peaks there will be structural rearrangements in the 

FSB and SARB, and certainly some new staff hires. So will financial services 

companies have to cough up more levies to fund the new regime? Dixon says this is 

not expected, however he did hint at the longer-term possibility of the dual-regulated 

banks making a contribution toward the funding of the market conduct body. 
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(i) Do some research and determine whether the Twin Peaks Regulation model has 

been implemented and when it was implemented. 

(2) 

(ii) Who is currently responsible for regulating market conduct in the financial markets? 

(1) 

(iii) Who is/are currently responsible for supervising banks and other financial institutions 

in South Africa?  

(1)

(iv) Use the information in the article to write a paragraph that explains the structure of 

the Twin Peaks Regulation Model. 

(8)

 

NOTE: These are examples of the types of questions that you can expect to be asked on this 

learning unit in the exam. Please discuss this with fellow students on the Discussion 

Forum on your E-tutor website. Your E-tutor will provide guidance. 

 

 

FURTHER READING 
 

 

 

You can visit the websites of the FSB and National Credit Regulator to find out more about their 

activities: 

http://www.fsb.co.za 

http://www.ncr.org.za/ 
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The decision-making process 

in the financial markets: some 

basic 

tools and calculations 
Prescribed book: Chapters 9,10 and 11 

  selected sections 

 

4
 

 

 

ECONOMICS IN 

ACTION 
 

 

Financial investment involves the buying of certain financial instruments. Today, there is a wide 

range of instruments available. How would you decide which instrument is the right one to buy? 

Activity 4.1 deals with this problem.  

✍ 

ACTIVITY 4.1 
 
(a) Mr Singo, one of the portfolio managers at Investment Bank Ltd (a South African bank), 

has to decide between the following two instruments: 
 
 Treasury bills (which are issued by the National Treasury), with a nominal value of R20m 

and a maturity of 92 days, at a discount rate of 12,5% 
 
 Reserve Bank debentures, with a nominal value of R20m and a maturity of 90 days, at an 

interest rate of 13% 
 
 How should Mr Singo decide which of these two instruments to buy? 
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Discussion of Activity 4.1 
 

The factors that have to be taken into account when taking investment decisions are the 

following: 

 

 Return on the instrument, which includes income return and capital profit 

 Risk 

 

The income yield represents the income component of the return on a security, which usually 

takes the form of a series of periodic cash flows. These cash flows comprise either interest or 

dividend payments. When you calculate the simple yield on a financial instrument you will relate 

these periodic cash flows to the amount of the investment, which is the amount that you paid for 

the instrument. 

 

The other component of return is the capital gain or capital loss on the asset. This element 

arises from changes in the value of the investment for the owner of the asset, and thus the 

capital gain is defined as the difference between the purchase price and the price at which the 

asset is or can be sold. 

 

A proper measure of return on an investment should include both the simple yield and the 

capital gain or loss. 

 

However, there is also risk attached to financial investment. Financial investment risk refers to 

the possibility that your profit will be less than expected or that you may suffer a financial loss 

owing to a decline in the value of your investment. This risk may be caused by many factors. 

 

There is higher risk associated with instruments that are issued in emerging economies than 

those issued in developed economies. Each country has a specific risk associated with that 

economy. Country risk cannot influence the decision between the two instruments mentioned in 

the activity since both are South African instruments.  

 

There will also be different risk levels associated with different industries. Because these 

instruments are issued by the government and the central bank, industry risk does not play a 

role either. Interest rate risk (ie the chance that interest rates will change before the instruments 

expire) does not apply to money market instruments as much as it applies to capital market 

instruments. Also, because the maturities of these two instruments are more or less similar, 

interest rate risk will affect both in the same way. Inflation and the economic cycle should also 

have more or less the same effect on both instruments. 

 

Another issue which is quite important for banks is whether an instrument qualifies to be kept as 

part of the liquid reserve requirements that banks have to adhere to (refer to sec 3.5 of the 
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prescribed book) and whether they can be used as underlying instruments when applying for 

accommodation from the Reserve Bank (refer to Figure 2.4 of this study guide). Both the 

instruments in activity 4.1 above qualify to be kept as part of the liquid reserve requirement and 

the SARB provides accommodation against both these instruments. As far as risk is concerned, 

there is little difference between the profiles of these instruments. 

 

The other factor that needs to be considered is the return on the two instruments. In this 

learning unit we will see how this return can be calculated, given the information provided. We 

will look at the calculations involving different types of financial instruments namely 

 discount instruments 

 interest add-on instruments 

 repurchase agreements 

 bond instruments 

 

You will learn how to calculate the buying price and the yield on such instruments. If you can 

compare the yields on different instruments, it makes the decision-making process easier. We 

will also consider some of the factors that may cause the interest rates on financial instruments 

to differ.  

 

At the end of the learning unit we provide a summary of the formulas that will also be provided 

to you in the exam.  

 

 

 

It is a good idea to make a copy of the formula page and keep it next 

to you as you work through this chapter. In this way you get familiar 

with where the formulas are on the formula page. 

 

 

 

CONTENTS 
 

 

  



 

90 

4.1 Basic terminology and calculations 

 

4.1.1 Annual yield 

 

STUDY 

 

The terms nominal annual return and yield in 

the glossary at the end of the prescribed book 

 

 

Make sure that you can define the term yield. The nominal annual return is a synonym for yield. 

 

Suppose you buy a house on 1 January 2009 for R200 000 and sell it exactly a year later for 

R220 000. The profit on this house is R20 000. You paid R200 000 for it. Now you can calculate 

the yield on this transaction as follows: 

 

 Profit/ Total price 

 = R20 000 / R200 000 

 = 0,1 

 

To change the yield to a percentage, it must be multiplied by 100: 

 Yield percentage = 0,1 x 100 

    = 10% 

 

The yield you realised on the investment that you kept for a year (i.e. the house) was 10%. 

 

However, suppose that you did not keep the house for a full year, but only for 6 months or 182 

days, and that you sold it for R215 000. To calculate your yearly or annual yield, you have to 

take the number of days that the investment lasted into account. We can do this as follows: 

 

Profit / total price x 365 / number of days 

= R15 000 / R200 000 x 365 / 182 

= 0,1504 or 15,04% 

The return for 182 days is R15 000. To 

determine the yield for a full year, you 

divide by 182 days (to calculate the yield 

per day) and multiply by 365 (to calculate 

the annual yield): 365/182. 

To change the annual yield into a 

percentage ─ multiply by 100. 
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Thus the following general rules apply when you calculate the annual yield on an investment: 

 

 Divide profit for the period by the price that was paid for it, that is, profit/ total price. 

 Divide by the number of days for which the asset was held, and multiply by 365. 

 

4.1.2 Nominal value or principal 

 

STUDY 

 

The terms nominal value and principal in 

the glossary at the end of the prescribed 

book 

 

 

 

The nominal value or principal of a financial instrument refers to the face value of an instrument. 

All financial instruments used to be printed on paper, and the possession of such paper 

represented ownership of the financial instrument. The actual value of the instrument printed on 

the face of the paper, that is the face value, is the nominal value of the paper. However, many 

instruments have now been dematerialised. This means that they do not exist in paper or 

physical form any longer, but only electronically. However, the terms nominal value or face 

value or principal still refer to the main amount or value of the security. 

 

4.1.3 Maturity, maturity date and maturity value 

 

The maturity date of an instrument is the date at which the instrument will expire. The maturity 

of an instrument refers to the length of the period before expiry (eg an instrument that is issued 

on 1 January 2015 and that will expire on 31 March 2015 has a maturity of 3 months). The 

maturity value refers to the amount that will be paid to the holder of the instrument on the day 

that it matures. Please note that we will never expect you to calculate the number of days from 

one date to another, but will always provide it; for example, you will not be expected to calculate 

the number of days from 1 January 2015 to 31 March 2015. We will tell you that the period is 90 

days. 

 

The maturity of a money market instrument is always indicated as a fraction of a year, for 

example if it is indicated that there are 91 days to maturity, the maturity is 91/365 (because 

there are 365 days in a year) and if it is indicated that there are 3 months to maturity, maturity is 

indicated as 3/12 (because there are 12 months in a year). To make things simpler, we will 

always work with the number of days. 
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4.1.4 A few terms related to the financial markets 

 

STUDY 

 

 Section 9.2 

 Section 9.3 

 Section 9.4 

 Section 9.5 

 Section 9.6 

 

 

Figure 9 .1 shows all the different financial markets on one diagram. Have a look at this. It 

should help you to understand the structure of the financial markets a bit better. In this section 

you will learn a few concepts that are important to understand before you can study the financial 

markets. Quite a few of these you have come across in the first learning unit already. 

 

Study section 9.2 so that you can define the following concepts: 

 Money market 

 Bond market 

 Equity market 

 Capital market 

 Derivatives market 

 Hybrid financial instruments 

 Spot market 

 Forward market 

 Primary market 

 Secondary market 

 Exchange 

 Over the counter – OTC 

 Liquidity 

 Dark liquidity 

 Interbank market 

 

You also have to be able to discuss the differences between an over-the-counter market and an 

exchange traded market, as indicated in table 9.1. 
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Study section 9.3 so that you will be able to define the following concepts: 

 Risk and return 

 Par value 

 Book value 

 Fair (or economic or intrinsic) value 

 Yield 

 Required rate of return 

 Holding period return (only the first two sentences – you do not have to study the 

calculations) 

 Risk 

 

Have a look at figure 9.2 and make sure you understand it. 

 

Study section 9.4 and make sure you are able to define each of the participants in the financial 

markets briefly. 

 

Study section 9.5.1 so that you will be able to describe the trading process in the financial 

markets briefly. 

 

Study section 9.5.3 so that you will be able to define the following concepts  and apply them: 

 Day count 

 Annual basis 

 Actual/365 basis (and you should know that all transactions that takes place using South 

African rand are calculated on this basis) 

 

You also have to know how market makers quote prices, and you should be able to interpret 

such a quote and understand what the spread is. Then you should also understand what a short 

position is and what a long position is, and what the implications of each are. 

 

Study section 9.6.1 so that you will be able to do the following: 

 Explain what immobilisation of financial securities means 

 Explain what dematerialisation of financial securities means 

 Explain what settlement means 

 Explain what a central securities depository (CSD) is and what its functions are in terms of 

the SSA 

 Explain what STRATE is and what it facilitates 

 Explain what a central securities depository participant (CSDP) is 

 Define the NPS and name the institutions that form part of it and who oversees it 
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Study section 9.6.2 so that you will be able to explain the clearing and settlement process as set 

out in figure 9.4.  

 

Study section 9.6.3 so that you understand what the term settlement date means. You don’t 

have to memorise the information in the table but you have to be able to interpret such a table. 

✍ 

ACTIVITY 4.2 

 

(a) Ms Du Preez bought a financial instrument for R150 000 on 1 January 2015. 73 days later, 

on 14 March 2015, she sold it for R160 000. Calculate the annual yield that she realised 

on this investment. 

 

(b) Mr Khumalo buys an instrument with a nominal value of R2 million that will expire in 30 

days from Bank XYZ, the issuer. The transaction is settled on the following day. This 

transaction takes place in the ………. 

 

(a) money market 

(b) capital market 

(c) derivatives market 

(d) spot market 

(e) forward market 

(f) primary market 

(g) secondary market 

 

(c) Bank ABC buys an instrument that was issued by the government from Bank KLM. The 

instrument will expire in five years’ time. The transaction is settled within 3 days. This 

transaction takes place in the …………… 

 

(a) money market 

(b) capital market 

(c) derivatives market 

(d) spot market 

(e) forward market 

(f) primary market 

(g) secondary market 
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NOTE: Question (a) tests your understanding of the concept annual yield. You will apply this 

concept to financial instruments later in this learning unit and in learning unit 5. 

Questions (b) and (c) are examples of the types of multiple choice questions that you 

can expect to be asked on this learning unit in the exam. If you are uncertain where to 

find the correct answer, please discuss this with fellow students on the Discussion 

Forum on your E-tutor website. Your E-tutor will provide guidance. 

 

 

4.2 Meaning of symbols in formulas 

 

STUDY 

 

 Section 9.7.1 

 

 

Study section 9.7.1 so that you can do the following: 

 

 Know how interest rates are expressed in the textbook (6th paragraph of this section 

starting with the words: “In all the formulas throughout this book…”) 

 Know what the symbol n in the formulas refers to 

 Know what the symbol 1/n refers to 

 Know what the symbols i, id and iy refer to (only study this section up to where the 

discussion of Compound interest starts, i.e. you don’t have to study the section on 

Compound interest.)  

 

Before you start with the next two sections, please note the following basic difference between a 

discount instrument and an interest add-on instrument: 

 

 For a discount instrument the nominal value is the value that will be received on the 

expiry date, therefore the future value. 

 For an interest add-on instrument the nominal value is the value the will be paid when it 

is issued, therefore the present value. 

 

 

VC4.1 explains the difference between a discount 

instrument and an interest add-on instrument. 
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4.3 Discount instruments 

 

STUDY 

 

 Section 10.5.1 

 

 

A discount instrument is, as its name indicates, an instrument that is sold for a discount. The 

discount is subtracted from the nominal value to calculate the buying price or consideration. The 

maturity value is equal to the nominal value (NV). Let's look at an example of such an 

instrument: 

 

 

DISCOUNT INSTRUMENT 

 

Nominal value: R2 000 000 

Issue date:  1 March 2014 

Expiry date:  1 June 2014 

 

 

Suppose this instrument is issued at a discount rate of 12%. This discount rate is an annual 

rate. To calculate what the discount will be for the three-month period (92 days) that this 

instrument will run for, the discount rate should be divided by 365 and multiplied by 92 days, as 

follows: 

 

Discount rate for 92 days = 0,12 x 92/365 (Step 1) 

  = 0,030246575 or 3,0246575% 

  

To calculate the discount amount the discount rate for 92 days should be multiplied by the 

nominal value, as follows: 

 

Discount amount for 92 days = 0,030246575 x R2 000 000 (Step 2) 

  = R60 493,15 

 

To calculate the buying price or consideration the discount should be subtracted from the 

nominal value, as follows: 

 

Consideration = nominal value - discount (Step 3) 

  = R2 000 000 - R60 493,15 

  = R1 939 506,85 
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If you look at equation F.10.2 in the prescribed book, you will see that it contains all three steps 

that we used to calculate the consideration: 

 

Consideration = NV (1 – id x n) 

 

NV x id x n is to calculate the discount amount. The discount rate (id) is multiplied by n (the 

fraction of the year left to maturity, i.e. 92/365). This is step 1 above. Then the discount rate for 

this fraction of the year is multiplied by the nominal value (NV) to calculate the discount amount 

(step 2 above). The discount amount is then subtracted from the nominal value (step 3 above). 

 

Let's use equation F.10.2 to calculate the consideration: 

 

Consideration = NV (1 – id x n) 

  = R2 000 000 (1 - 0,12 x 92/365) 

  = R2 000 000 (1 – 0,302466) 

  = R2 000 000 x 0,969754 

  = R1 939 506,85 

 

Make sure you understand that steps 1 to 3 are all contained in equation F. F.10.2 

 

The consideration is the amount paid for the instrument on 1 March 2014. If this buyer kept this 

instrument until 1 June 2014, the buyer would have received the nominal value or future value 

of R2 000 000. The discount is the difference between what the investor paid for it (the 

consideration) and what will be received on the maturity day. The discount therefore represents 

the income of the investor. Now we want to calculate the annual yield on this instrument. If you 

remember (sec 4.1.1 above), the way in which we calculate the annual yield is as follows:  

 

Annual yield = profit / consideration x 365 / number of days 

 

In the case of a discount instrument, the profit is equal to the discount, therefore 

 

Annual yield = discount / consideration x 365 / number of days 

Annual yield  = R60 493,15/R1 939 506,85 x 365/92 

  = 0,1237 or 12,37% (rounded to two digits after the comma) 

 

Note that the annual yield is slightly higher than the discount rate. This is because the discount 

is expressed as a percentage of the total price to calculate the annual yield, while the discount 

rate is a percentage of the nominal value. The consideration is lower than the nominal value 

and therefore the annual yield will be higher than the discount rate. 
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Use the symbol that represents the number of days, n, and you get formula F.10.4 in the 

textbook: 

 

  iy = (discount amount / consideration) x (1/n) 

 

Remember that n = number of days to maturity/365, in this case it will be 92/365. 

Thus 1/n = 
365/92

1
= 

92

365
 

 

Do you see it is exactly the same formula that we used above to calculate the annual yield on 

the discount instrument? 

 

It is convention in the financial markets to quote the price of an instrument in R% (say rand 

percent). This refers to the price that is paid for every R100 of the nominal value of the 

instrument. 

 

To calculate the price of the instrument: 

 

Price  = 1 - (id x n) 

 

If we apply this formula to our example:  

 

Price  = 1 - (0,12 x 92/365) 

  = 1 - 0,0302466 

  = 0,969753424 

 

This means that, for every R100 of the nominal value of R2 000 000, the investor pays 

R96,9753424. The price is R96,9753424%. 

 

How can we now calculate the consideration paid by the buyer?  

 

Consideration = nominal value x price 

   = R2 000 000 x 0,969753424 

   = R1 939 506,85 

 

The answer is, of course, exactly the same as the consideration that we calculated above. 

 

Study section 10.5.1 up to the paragraph before formula F.10.5. 
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You should now be able to do the following: 

 

 identify the nominal value of a discount instrument 

 calculate the consideration and the discount if the discount rate, the nominal value and the 

number of days left to maturity, are known 

 explain what the term price of a discount security refers to, and calculate the price if the 

discount rate and the number of days left to maturity are known 

 calculate the yield rate or nominal annual return on a discount security if the discount rate 

and the number of days left to maturity are known 

 

Note that, in the example above, we considered a newly issued discount instrument. The way in 

which the consideration is calculated in the secondary market stays exactly the same; all that 

will change is the number of days to maturity and, probably, the discount rate at which it will 

trade.  

 

 

VC4.2 explains a discount instrument and the 

calculations associated with it. 

 

✍ 

ACTIVITY 4.3 

 

(a) Distinguish between: 

 

(i) the nominal value and consideration of a discount instrument (2) 

(ii) nominal annual return and effective annual return (2) 

 

(b) A discount instrument with a nominal value of R1m is bought at a discount of 5% per year. 

The remaining tenure of this discount instrument is 146 days. Calculate the following: 

 

(i) the amount received by the seller (3) 

(ii) the actual return or yield rate on this discount instrument (3) 

 

(c) (i) The nominal value on a discount instrument is R15m and the remaining maturity is 73 



 

100 

days. Calculate the consideration if the yield rate is 0,125. 

(Hint: first calculate the discount rate and round to three digits after the comma.) 

(3) 

(ii) The nominal value on a discount instrument is R15m and the remaining maturity is 

73 days. Calculate the consideration if the yield rate is 0,10. 

(Hint: first calculate the discount rate and round to three digits after the comma.) 

(3) 

(iii) Compare the prices or consideration of the instrument when the yields are 12,5% 

and 10%. What conclusion can you derive from this?  (2) 

(Note that this conclusion is important and something you will come across often in 

this module and in general in the financial markets. Make sure you understand the 

relationship between the yield on an instrument and its price.) 

 

(d) As far as discount instruments are concerned, which one of the following statements is 

correct? (2) 

 

[1] The discount rate is the discount amount expressed as a percentage of the buying 

price. 

[2] The yield rate is the discount amount expressed as a percentage of the nominal 

value. 

[3] The nominal value is higher than the consideration. 

[4] The consideration is equal to the discount amount plus the nominal value. 

[5] The yield rate is not determined by market forces. 

 

NOTE: Questions (a) and (d) are examples of the types of multiple choice and essay questions 

that you can expect to be asked on this learning unit in the exam. Questions involving 

calculations such as (b) and (c) will always be asked as part of the multiple choice 

questions and you will not have to show your calculations. You will find examples of 

such multiple choice questions in assignments 2, 3 and 4. If you are uncertain where or 

how to find the correct answers to the questions in this activity, please discuss this with 

fellow students on the Discussion Forum on your E-tutor website. Your E-tutor will 

provide guidance. 
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4.4 Interest add-on instruments 

 

STUDY 

 

  Section 10.5.2  

 

 

An interest add-on instrument is an instrument on which interest is added to the nominal value 

in order to calculate the maturity value. The instrument is issued at the nominal value, and the 

maturity value is calculated by adding the interest to the nominal value. The interest is 

expressed as an annual percentage of the nominal value. Let's look at an example: 

 

 

INTEREST ADD-ON INSTRUMENT 

 

Nominal value: R3 000 000 

Interest rate:  11% p.a. 

Issue date:  31 December 2013 

Expiry date:   30 June 2014 

 

The number of days to maturity was 181 days (from 31 December 2013 to 30 June 2014). To 

calculate the interest on this instrument, we have to take into account the fact that the interest 

rate is for a full year. To calculate the interest rate for 181 days, we have to divide the interest 

rate by 365 and multiply it by 181 days: 

 

Interest rate for 181 days = 0,11 x 181/365 (Step 1) 

  = 0,054547945 

 

To calculate the interest amount the nominal value of the instrument has to be multiplied by the 

interest rate: 

 

Interest amount for 181 days = R3 000 000 x 0,054547945 (Step 2) 

 = R163 643,84 

 

The maturity value (MV) of the interest add-on instrument can be calculated as follows: 

 

Maturity value  = nominal value + interest amount for 181 days (Step 3) 

 = R3 000 000 + R163 643,84 

 = R3 163 643,84 
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The formula for calculating the maturity value provided in the prescribed book (equation 

F.10.10) is as follows: 

 

MV = NV x (1 + i x n)  

 

This formula contains all the steps mentioned above. The annual interest rate (i) is multiplied by 

n (the fraction of the year left until maturity). This is the same as step 1 above. This is then 

multiplied by the nominal value (NV) to calculate the interest on the instrument (step 2 above). 

This interest is then added to the nominal value (NV) to calculate the maturity value (MV), which 

is the same as step 3 above.  

 

Let's calculate the maturity value of the instrument, using equation F.10.10: 

MV = NV x (1 + i x n)  

 = R3 000 000 x [1 + (0,11 x 81/365)] 

 = R3 000 000 x [1 + 0,0545479] 

 = R3 000 000 x 1,054547945 

 = R3 163 643,84 

 

The answer is exactly the same as for steps 1 to 3 above. Make sure you understand that 

equation F.10.10 contains all three steps described above. 

 

 

VC4.3 explains how the maturity value of an 

interest add-on instrument is calculated. 

✍ 

ACTIVITY 4.4 

 
(a) On 1 January 2014, Bank A bought an interest add-on instrument that was issued in the 

primary market. The following information is provided: 
 
 Maturity value:  R1 248 000 
 Maturity date:  27 May 2014 
 Days to maturity: 146 
 Interest rate:  10% p.a. 
 
 Calculate the consideration. (4) 
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Note: See if you can calculate the consideration or proceeds to the seller by yourself. An 

explanation follows directly hereafter. 

 

 

The formula to calculate the consideration of an interest add-on instrument 

 

What are the proceeds (P) to the seller? It is the amount that the buyer has to pay for the 

instrument, i.e. the consideration. According to the information, Bank A bought the instrument in 

the primary market directly from the issuer. When an interest add-on instrument is sold in the 

primary market, the proceeds to the seller/issuer are the equivalent to the nominal value of the 

instrument, therefore P = consideration = NV) How would you calculate the consideration? We 

have to use equation F.10.10: 

 

MV = NV x (1 + i x n) 

 

We know what the maturity value (MV) is, we know what the number of days to maturity is 

(therefore we can calculate n), and we know what the interest rate (i) is. The only unknown in 

equation F.10.10 is therefore the nominal value NV. We can now rearrange equation F.10.10 

and calculate the NV as follows: 

 

NV = MV / (1 + i x n)   (Equation 10.10 rearranged) 

 = R1 248 000 / [1 + 0,10 x 146/365] 

 = R1 248 000 / [1 + 0,04] 

 = R1 248 000 / 1,04 

 = R1 200 000 

 

Usually when an interest add-on instrument trades in the primary market, we know that the 

consideration, that is, the price paid by the buyer, is equal to the nominal value of the 

instrument. However, we have now seen that we can also use equation 10.10 to calculate the 

nominal value or consideration in the primary market if the maturity value, the interest rate and 

the number of days to maturity are known. 

 

When an interest add-on instrument trades in the secondary market, it does not, however, 

trade at the nominal value. But we can calculate the proceeds exactly as we have done above.  

 

Suppose the interest add-on instrument described in activity 4.4 traded again in the secondary 

market on 1 April 2014. Bank A sold it to Bank B. There were now 55 days left to maturity. The 

instrument traded in the secondary market at an interest rate of 11%. We can calculate the 

proceeds using equation F.10.11 (which, as you can see is exactly the same as the rearranged 
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formula 10.10 above, except that we have replace the nominal value (NV) with the price (P): 

 

P = MV / (1 + i x n)  

 = R1 248 000 / [1 + 0,11 x 55/365] 

 = R1 248 000 / [1 + 0,016575] 

 = R1 248 000 / 1,0165753 

 = R1 227 651,26 

 

Bank B payed R1 227 651,26 for the interest add-on instrument when it was bought in the 

secondary market. Let us now consider Bank A's situation. 

 

Bank A bought the instrument for R1 200 000 at an interest rate of 10%. It sold the instrument 

for R1 227 651,26. Bank A's income from the interest add-on instrument can thus be calculated 

as follows: 

 

Total income from interest add-on instrument = R1 227 651,26 - R1 200 000 

  = R27 651,26 

 

However, this total income has to be broken down into accrued interest and capital profit or 

loss. Bank A bought the instrument in the primary market at an interest rate of 10%. Bank A 

held the instrument for 91 days (that is the holding period – the subscript “h” in the following 

formula refers to holding period). Let's now calculate the interest on the buying price of R1 200 

000 for 91 days at an annual interest rate of 10%:  

 

We use equation F.10.12 to calculate the accrued interest: 

Accrued interest = Amount paid x i x nh  

 

 = _________________ 

 

 = _________________   

 

Is your answer R29 917,81? It is correct! 

 

For the 91 days that Bank A held the instrument, the accrued interest at an interest rate of 10% 

amounts to R29 917,81. However, the total income from the instrument was only R27 651,26. 

This implies a capital loss. We calculate the capital profit or loss by subtracting the accrued 

interest from the total income from the instrument: 

 

Capital profit or loss = total income - accrued interest 

  = R27 651,26 - R29 917,81 

  = -R2 266,55 
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If the accrued interest is less than total income it implies a capital profit. If the accrued interest is 

more than the total income it implies a capital loss, as in this case. 

 

In activity 4.3(c) you showed that there is an inverse relationship between the interest rate on a 

financial instrument and its price: that is, when the interest rate on a financial instrument rises, 

its price declines, implying a capital loss, and vice versa. In our example, Bank A bought the 

interest add-on instrument at an interest rate of 10% and sold the instrument for 11% in the 

secondary market. In other words, Bank A sold the instrument when the interest rate was higher 

than the rate at which it bought it, and this implies a capital loss, as our calculations in fact 

show.  

 

The last calculation concerning this transaction between Bank A and Bank B that needs to be 

explained is how to calculate Bank A's annual yield. Once again we use the same calculation 

from section 4.1.1 to calculate the annual yield: 

 

Annual yield =  profit / consideration x 365 / number of days 

 

Bank A's total income from selling the instrument is the profit it realised on this instrument. Bank 

A paid R1 200 000 for the instrument, and kept it for 91 days: 

 

Annual yield =  R27 651,26 / R1 200 000 x 365 / 91 

  =  0,0924 or 9,24% 

 

This is lower than the interest rate at which Bank A bought the interest add-on instrument 

(which was 10%), which can be expected, given that it was sold at a capital loss. 

 

The different interest rates that we are concerned with here, and the different time periods, may 

be confusing. So we have summarised these transactions in table 4.1.  
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Table 4.1: Summary of interest add-on security 

 Bank A buys security in 

primary market  

Bank A sells security to 

Bank B in secondary market

Date of transaction  1 January 2014 1 April 2014 

Market interest rate 10% 11% 

Maturity value on  

27 May 2012 

 

R1 248 000 

Number of days to maturity  146 55 

Consideration (price paid by 

buyer 

R1 200 000 R1 227 652,26 

Return of Bank A on 1 April 2014 

Total profit (R1 227 652,26 - R1 200 000) R27 651,26 

Amount interest at 10% per year: R29 917,81 

Capital profit(+)/loss(-): 

R27 651,26 - R29 917,81 

R-2 266,55 

Realised interest: 

(R27 651,26/R1 200 000 x 365/91 x 100) 

 

9,24% 

 

Work through section 10.5.2 of the textbook, up to the paragraph that end as follows: “On the 

other hand, if market interest rates were higher instead of lower that day, the speculator would 

have earned much less.” Make sure that you can do the following concerning interest add-on 

instruments: 

 

 calculate the maturity value of an interest add-on security if you know the nominal value of 

the security, the number of days to maturity and the interest that the issuer will pay on the 

security. 

 calculate the proceeds to the seller, the accrued interest and the capital profit (or loss) to 

the seller if an interest add-on security is traded in the secondary market and you know the 

maturity value, the number of days left to maturity and the market interest rate at which it 

trades. 

 calculate the yield rate to an investor if an interest add-on security trades in the secondary 

market, and you have available the amounts received and amounts paid and the number 

of days for which the instrument was held. 

 

 

VC4.4 shows how the price of an interest add-on 

instrument and the accrued interest, capital profit 

or loss and yield rate on an interest add-on 

instrument are calculated when it trades in the 

secondary market. 
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✍ 

ACTIVITY 4.5 

 

(a) Bank A issues an interest add-on security which will expire in 73 days' time at an interest 

rate of 10%. The proceeds for the seller are R98 000 000. Calculate the maturity value. 

(3) 

 

(b) Suppose an interest add-on security with a maturity value of R15,508m is sold 73 days 

before the expiry date at an interest rate of 13,5%. The seller bought it at an interest rate 

of 12%, held the interest add-on security for a period of 30 days before selling it and paid 

R15m for it. Calculate the following: 

 

(i) the consideration (3) 

(ii) the accrued interest (3) 

(iii) the capital profit or loss (3) 

 

(c) To ensure that you don't get mixed up between discount instruments and interest add-on 

instruments, you should compare the two types of instruments and the calculations 

involved. Use the following table to do this. When completed, this table should provide a 

good summary of the calculations for the two types of instruments.  

 

 Discount 

instrument 

Interest add-on 

instrument 

Consideration when issued   

Consideration in secondary market   

Return (y)   

Maturity value   

 

Note: Questions involving calculations such as these in Activity 4.5 will always be asked as part 

of the multiple choice questions and you will not have to show your calculations. You will 

find examples of such multiple choice questions in assignments 2, 3 and 4. If you are 

uncertain where or how to find the correct answers to the questions in this activity, please 

discuss this with fellow students on the Discussion Forum on your E-tutor website. Your 

E-tutor will provide guidance. 
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4.5 Repurchase agreements 

 

STUDY 

 

 Section10.6.5: only the section under the 

header Calculations up to where the market 

value of the bonds are calculated 

 

 

In this course we do only the very basic calculations related to repurchase agreements. You are 

welcome to use the above mentioned section of the textbook but the information that we provide 

here in section 4.5 of this learning unit is adequate for purposes of this course. 

 

A repurchase agreement has two legs. Let's consider an example. Bank A is experiencing a 

liquidity deficit. It has government bonds with a nominal value of R20 million in its possession. 

The current market price of these bonds is R95,500%. Bank B is willing to enter into a 

repurchase agreement for 7 days with Bank A, using these bonds as underlying instrument at 

an interest rate of 11%. 

 

Leg one: 

Bank A sells the government bonds to Bank B at the current market price of R95,5%. Formula 

F.10.16 in the book is the formula that we should use: 

 

Market value of bonds = nominal value of bonds x AIP of bond 

 

AIP stands for all-in price. You will learn more about the all-in price of bonds below in section 

4.6. For now you can assume that it means the same as market price. The AIP is given in R%. 

Let’s apply the formula F.10.16 to our example: 

 

Market value of bonds = nominal value of bonds x AIP of bond 

  = R20 000 000 x 95,500/100 

  = R19 100 000 
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Leg two: 

After seven days Bank A buys back the bonds from Bank B. Bank A has to pay back an amount 

equal to the consideration in leg one plus interest at 11% for 7 days: 

 Interest rate for 7 days = 0,11 x 7/365 

 = 0,0021096 

 Interest amount for 7 days = R19 100 000 x 0,0021096 

  = R40 293,36 

Amount paid back by Bank A = consideration in leg one + interest  

  = R19 100 000 + R40 293,36 

  = R19 140 293,36 

 

Formula F.10.15 is the formula used to do all the above mentioned calculations in one step. 

Please note that N is the amount that was paid in the first leg of the transaction: 

 

Repurchase amount = N x (1 + i x n) 

    = R19 100 000 x (1 + 0,11 x 7/365) 

   = R19 100 000 x (1 + 0,0021096) 

   = R19 100 000 x 1,0021096 

   = R19 140 293 

 

You can see that this formula entails all the steps that we used above to calculate the amount 

that changes hands in the second leg of the repurchase transaction, and that the answer is the 

same. 

 

 

VC4.5 explains how the amounts paid in the first 

and second legs of a repurchase transaction are 

calculated. 

✍ 

ACTIVITY 4.6 

 

(a) Bank A enters into a repurchase agreement with the SARB. The SARB buys government 

bonds with a nominal value of R5m at a price of R102,500%. The maturity of the 

repurchase transaction is 7 days and the repurchase rate is 10%. Which one of the 

following statements is correct? (2) 
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[1] In leg one Bank A receives R5m cash from the SARB. 

[2] In leg one the SARB receives R5,125m cash from Bank A. 

[3] In leg one Bank A receives R5,5m in cash from the SARB. 

[4] In leg two the SARB receives R5,5m in cash from Bank A. 

[5] In leg two the SARB receives R5 134 828,77 in cash from Bank A. 

 

Note: You can expect questions similar to this one in activity 4.6 to be asked as part of the 

multiple choice questions in the exam. You will find more examples of such multiple 

choice questions in assignments 2, 3 and 4. If you are uncertain where or how to find 

the correct answers to the questions in this activity, please discuss this with fellow 

students on the Discussion Forum on your E-tutor website. Your E-tutor will provide 

guidance. 

 

 

4.6 Bond instruments 

 

STUDY 

 

Section 11.1 

 Sections 11.2.1 and 11.2.2 

 

 

A bond instrument is similar to a loan. The issuer of the instrument pays interest on the nominal 

amount on a regular basis and usually repays the nominal amount when the instrument 

matures. 

 

 

VC4.6 explains what a bond is 

 

Let’s consider an example of a bond: T&C Manufacturers have a factory where they produce 

steel products. They have now realised that there is a market for locally manufactured steel bed 

frames and they want to expand their production capacity by building more manufacturing 

space and installing the necessary equipment. They estimate that they will need R200 million to 

do this. They calculate that they will be able to use this new addition for the next 10 years, when 

the production plant will have to be reinstalled. They decide to issue bonds to raise the capital 

needed for this project. The life span of the equipment that they wish to finance is about 10 

years. Therefore, this equipment will be used in production to generate income for the next 10 

years. They want to match the life span of the equipment to the life span of the finance method 

that they use. This will enable the income generated by the use of the equipment to pay back its 
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financing. T&C Manufacturers therefore decide that the life span of the bonds they plan to issue 

will also be 10 years. Suppose that the bonds were issued on 1 June 2009 and they are due to 

expire in 10 years’ time, which is on 31 May 2019. A hundred bonds with a nominal value of 

R2,1 million each are issued and the information regarding each is as follows: 

 

 

BOND 

 

Principal or nominal value:  R2 100 000 

Coupon rate:    12% p.a. 

Issue date:    1 June 2009 

Maturity date:   31 May 2019 

Coupon payment dates:  30 November and 31 May 

 

 

The price at which a bond will be issued is determined by current market interest rates. The 

interest that will be paid on this bond annually can be calculated as follows: 

 

Annual interest amount  = nominal value x coupon rate 

     = R2 100 000 x 0,12 

     = R2 100 000 x 0,12 

     = R252 000 

 

This means that every year the holder of such a bond will receive R252 000 interest on the 

investment.  

 

If the current market interest rate is 12%, these bonds will be sold for the nominal value of R2 

100 000, because this will give an annual return on such an investment equal to 12%. We then 

say that the instrument is sold at par value. 

 

However, suppose that the current market interest rate is higher than 12%. Investors will not be 

interested in buying bonds if the return on bonds is lower than the interest rate on other financial 

instruments. The interest payment on this bond is fixed at R252 000, but if the price at which 

you buy it is lower than the nominal value of R2,1 million, the annual yield from this bond will 

also be higher than 12%. Suppose that the bond is bought at a price of R95% (R5 discount for 

every R100 of the nominal value of the bond). The consideration of this bond can now be 

calculated as follows: 

Consideration = R95% x R2 100 000 

    = 95/100 x R2 100 000 

    = R1 995 000 
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The annual income from this bond is R252 000. To calculate the annual yield from holding this 

bond, the annual income should be expressed as a percentage of the consideration, as follows: 

 

Annual yield = R252 000/R1 995 000 

  = 0,126 316 or 12,6316% 

 

Because the bond was bought at a discount (i.e. at a price lower than the nominal value) the 

annual yield is higher than 12%. The lower the price at which the bond is bought, the higher 

the annual yield on it. 

 

Suppose that current market interest rate is lower than 12%. A price higher than the nominal 

value will ensure a yield below the coupon rate. If the price of a bond is higher than the nominal 

value we say that it trades at a premium. Suppose that the price of the bond is R105%. Quickly 

calculate the consideration of the bond. Remember that the nominal value is equal to R2 100 

000. 

 

Consideration = price x nominal value 

 

  = ____________________ 

 

  =  ____________________ 

 

    

Do you find the consideration to be equal to R2 205 000? Now calculate the annual yield if the 

consideration is R2 205 000. 

 

Annual yield  = annual interest amount/consideration 

 

  =  ____________________ 

 

  =  ____________________   

 

Did you calculate the annual yield to be equal to 11,43%? (Round the answer to two spaces 

after the decimal comma.) 

 

Now use all the information about the different prices, considerations and accompanying annual 

yields to complete the following table:  
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Price Consideration Annual yield 

R95%   

R100%   

R105%   

 

Do you see that, when the price of a bond increases, the annual yield on it decreases? We call 

this the inverse relationship between the price of a bond and the interest rate. When interest 

rates increase the prices of bonds decrease, and when interest rates decrease, the prices of 

bonds increase. 

 

Note that there are two coupon payment dates on the bond that we are discussing here, namely 

30 November and 31 May. The annual interest amount will thus be divided by two to calculate 

the amount of each coupon payment: 

 

Coupon payment = total annual interest/number of coupon payments per year 

 = R252 000/2 

 = R126 000 

 

Every year on 30 November and 31 May until the bond expires, R126 000 will be paid to the 

holder of the bond.  

 

Because bonds are often traded in the secondary market, the issuer has to keep track of the 

holders of their bonds so that the issuer knows to whom coupon payments should be made. For 

this purpose a bond register is kept. To make administration of such bond payments easier, 

the bond register closes a specified number of days before the coupon payment date (eg the 

bond register may close one month before the coupon payment date). In our example this will 

mean the bond register for the coupon payment on 30 November will close on 31 October, and 

the bond register for the coupon payment on 31 May will close on 30 April. Whoever the bonds 

belonged to on 31 October will receive the coupon payment on 30 November, and whoever 

owned it on 30 April will receive the coupon payment on 31 May. 

 

Because bonds not only trade on coupon payment dates, part of the coupon payment will be 

accruing to the buyer and part to the seller of the bond. Let’s consider the example where the 

above bond trades on 28 February 2015. Suppose that the bond belonged to Alpha Bank and 

is sold to Bee Holdings. We can show this graphically in figure 4.2.  
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Who will receive the coupon payment? The buyer, Bee Holdings, will own it on the date that the 

register closes (30 April); therefore Bee Holdings will receive the coupon payment on 31 May. 

However, the bond belonged to Alpha Bank for 90 days of the coupon period, so interest for 90 

days is owed to Alpha Bank. We can calculate this as follows: 

 

Accrued interest for 90 days = total annual interest amount x 90/365 

  = R252 000 x 90/365 

  = R62 136,99 

 

Bee Holdings will have to pay R62 136,99 more to Alpha Bank to compensate for the 90 days’ 

interest that accrues to Alpha. Suppose that the bond trades at a price of R95%. Above we 

calculated that the consideration will then be R1 995 000. This is called the clean price amount. 

To compensate Alpha Bank for the interest that accrues to it, the interest for 90 days has to be 

added to the clean price. The price which takes the accrued interest into account is called the 

dirty or all-in price. This price can be calculated as follows: 

 

All-in price amount = clean price + accrued interest 

  = R1 995 000 + R62 136,99 

  = R2 057 136,99 

 

 

VC4.7 explains how the all-in price of a bonds is 

calculated when the bond trades cum interest 
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However, when the bond trades in the month period after the register closed but before the 

coupon payment date, interest accruing to the buyer has to be subtracted from the clean price 

amount to calculate the all-in price amount. Let’s explain this again, with an example. 

 

Suppose that Bee Holdings sells the bond again to Cee Investors on 15 November 2015. The 

time scheme for this transaction is shown in figure 4.3. 

 

15 

November is after the bond register closing date. On 31 October, when the bond register 

closed, the bond belonged to the seller, Bee Holdings. Bee Holdings will therefore receive the 

whole coupon payment on 30 November. However, interest for the 15-day period from 15 

November to 30 November accrues to Cee Investors. The accrued interest can be calculated as 

follows: 

 

Accrued interest for 15 days = total annual interest amount x 15/365 

  = R252 000 x 15/365 

  = R10 356,16 

 

Suppose the bond trades at a clean price of R98%. The clean price amount can be calculated 

as follows: 

 

Clean price amount = R98% x nominal value 

  = 98/100 x R2 100 000 

  = R2 058 000  

 

To compensate Cee Investments for the interest accruing to them for the 15 days that will be 

received by Bee Holdings on the coupon payment date, the price that Cee Investments pay 

should be decreased by the accrued interest; thus to calculate the all-in price amount, accrued 

interest should be subtracted from the clean price amount, as follows: 
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All-in price amount = clean price amount - accrued interest 

  = R2 058 000 - R10 356,16 

  = R2 047 643,84 

 

 

 

VC4.8 explains how the all-in price of a bonds is 

calculated when the bond trades ex interest 

 

 

Generally, we can say that, during the period from the previous coupon payment date and the 

date at which the bond register closes, the all-in price will be higher than the clean price 

(accrued interest should be added to the clean price). We say that the bond trades cum 

interest. In the period between the date on which the bond register closes and the coupon 

payment date, the all-in price will be lower than the clean price (accrued interest should be 

subtracted from the clean price) and we say that the bond trades ex interest. This is 

summarised in figure 11.2 in the prescribed book.  

 

 

VC4.9 explains when a bond will trade ex interest 

and when it will trade cum interest 

 

Study sections 11.1, 11.2.1 and 11.2.2 in the prescribed book and make sure that you can do 

the following:  

 define a bond 

 name and briefly explain the different components that a bond contract consists of  

 briefly discuss the flow of funds relating to a bond over its life span 

 calculate the coupon on a bond if the coupon rate and principal amount are provided 

 calculate the running yield on a bond if the annual income and buying price are provided 

 explain the inverse relationship between the price of a bond and the running yield on the 

bond 

 define the yield to maturity (you do not have to be able to calculate it) 

 explain how the price of a bond is expressed and what it means (eg what R98% means 

and how we read it) 

 calculate accrued interest if the coupon rate and the relevant dates (i.e. coupon payment 

date and settlement date) are provided 

 explain when a bond will trade cum interest and when it will trade ex interest 

 calculate the all-in price of a bond if the clean price, the coupon rate per annum and the 

relevant dates (i.e. coupon payment date and settlement date) are provided  
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✍ 

ACTIVITY 4.7 

 

(a) Briefly discuss the factors that a bond contract will include. (6) 

 

(b) On 1 June 2000, REO Bank bought government bonds with a nominal value of R10m. The 

expiry date of the bonds is 31 May 2025. The price at which REO Bank bought was 

R95,00%. The coupon rate on it is 15%, payable on 31 May and 30 November each year. 

Calculate the following: 

 

(i) the amount of interest that REO Bank receives on 30 November 2014 (3) 

(ii) the running yield earned by REO Bank on these bonds (3) 

 

(c) BA Holdings holds bonds with a nominal value of R35m that are going to expire in 2020. 

The coupon on these bonds is 12% and the coupon payment dates are 30 June and 31 

December. The bond register closes a month before the coupon payment dates. They sell 

these bonds to INC Investments. The clean price is R32,75m. Calculate the all-in price if 

this transaction takes place on: 

 

(i) 15 June 2014 (15 days before the coupon payment date) (3) 

(ii) 15 July 2014 (15 days after the coupon payment date) (3) 

 

(d) Suppose a bond pays coupons on 30 June and 31 December. The bond register closes a 

month before the coupon payment dates. 

 

Which one of the following statements is correct? (2) 

 

[1] If the bond is traded on 7 February, the all-in price will be lower than the clean price. 

[2] If the bond is traded on 10 May, the all-in price will be higher than the clean price. 

[3] If the bond is traded on 15 June, the all-in price will be higher than the clean price.  

[4] If the bond is traded on 24 July the all-in price will be lower than the clean price. 

[5] If the bond is traded on 3 December the all-in price will be higher than the clean 

price. 
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Note: Question (a) provides an example of a discussion type question that can be asked in the 

exam and question (d) provides an example of a multiple choice question that can be 

asked. Questions involving calculations such as these in question (b) and (c) will always 

be asked as part of the multiple choice questions and you will not have to show your 

calculations. You will find examples of such multiple choice questions in assignments 2, 3 

and 4. If you are uncertain where or how to find the correct answers to the questions in 

this activity, please discuss this with fellow students on the Discussion Forum on your E-

tutor website. Your E-tutor will provide guidance. 

 

 

4.7 Factors that affect the prices of financial instruments 

✍ 

ACTIVITY 4.8 

 

(a) Read the following two newspaper reports that discuss factors that affect the prices and 
yields of bonds. Try to identify as many factors as possible that affect the prices of, and 
yields on bonds. (6) 

 

This report appeared in Fin24 website on 3 February 2014: 

 

Marcus: Steep rate hikes exaggerated 
Feb 03 2014 18:55  
 
Johannesburg - Yields on short-dated South African bonds fell to session lows on Monday after South African 
Reserve Bank governor Gill Marcus dampened hopes of steep rate hikes. 
 
In an interview with Reuters, Marcus said money market expectations of a 200 basis point rate increase this year 
were exaggerated. 
 
Forward Rate Agreements (FRAs), which give an indication of rate move expectations by the market, were pricing 
in a chance the Reserve Bank would raise the repo rate further this year, after a 50 basis point hike to 5.5% last 
week. 
 
The yield on the 2015, a benchmark for the front end of the government yield curve, dropped 15 basis points to a 
session low of 7.255% after the comments, while the rand weakened. 
 
"There's demand for the very short-dated R157's because they've been a tad bit oversold. The market has been 
pricing in chances of about 200 basis point hikes this year, which she says have been exaggerated," said Steve 
Arnold, a bond trader at Investec. 
 
The rand fell over 1% to R11.2545/$. 
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"The  rand comes under pressure because it was pricing in further hikes down the road; some of our peers are 
going to be hiking rates further than we will be," Investec's Arnold added. 
 
South Africa joined its emerging market peers when it hiked the repo rate last week, however the market viewed 
the move as too little, punishing the rand by selling it to its weakest in over five years. 
 

This report appeared on the BDLive website on 28 August 2014: 

 

SA firms face high debt costs after Abil failure 

by Robert Brand, August 28 2014, 07:25 
SOUTH African firms’ borrowing costs risk increasing after African Bank Investments Limited’s failure 
exposed flaws in the continent’s biggest corporate bond market that prevented investors from selling 
the lender’s debt. 
 
Buyers of company notes will demand higher premiums to compensate for a lack of liquidity and 
pricing transparency, according to Andrew Canter, chief investment officer at Futuregrowth Asset 
Management, the nation’s biggest bond investor. South African businesses sold $6.5bn worth of 
bonds this year, compared with $14.9bn in similarly rated Malaysia, data compiled by Bloomberg 
shows. 
 
SA does not have central electronic trading for corporate bonds, which are bought and sold over-the-
counter, with prices compiled by the JSE. 
 
"The corporate bond market is an orphan," Mr Canter, who oversees the equivalent of $13.1bn, said 
by phone from Johannesburg this week. "It’s just outrageous that in 2014 we don’t have a place 
where people can set prices." 
 
While corporates have listed 1,386 fixed-income securities on the Johannesburg exchange, only R8m 
worth of bonds trade on average a day, according to data on the JSE’s website. Thirty -eight 
corporate bonds trade more than 25 times a month and 56 trade more than 10 times monthly. 
 
The JSE had been working for two years to improve the mark-to-market process, a measure of the 
fair value which relies on pricing information supplied by bond market participants, Bernard  
Claassens, manager of fixed income at the JSE, said by phone from Johannesburg on Wednesday. A 
new system would begin operating within the next month to improve transparency. 
 
"We could investigate market-making so that we get more bid and offer prices, but there are always 
pros and cons," Mr Claassens said. "It’s not so much that people can’t get out, … they can’t get out at 
the price they want ." 

 

 

 

It is clear from these articles that the prices of bonds are affected by various factors. Decision of 

the SARB concerning the repo rate, expectations concerning future changes in the repo rate, 

events in markets in other developing economies, failure of a specific company in the domestic 

economy and factors related to the trading platform that affects liquidity and availability of 

information on bonds, are some of the factors mentioned in these two newspaper articles. There 

are many more factors that can also play a role, for example the release of certain economic 

indicator figures, such as the production price index, the growth rate in the money supply, credit 

extension, fiscal balance and trade data. Conditions in all the international markets can affect 
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local bond rates. Like in all markets, bond prices are determined by demand and supply. It is 

mainly the general level of bond prices that is discussed in this article. However, there are also 

several factors unique to individual bonds that will affect the prices of those bonds. All the 

factors that affect bond prices (and the yields, which are inversely related to the prices of bonds) 

are discussed in section 11.3 of the prescribed book. All these factors should be taken into 

account when investment decisions are made. 

 

STUDY 

 

Section 11.3 

 

 

You have to be able to discuss the factors that affect the prices of bonds, and be able to apply 

them. For example, you should understand that when the demand for short-term bonds 

increases, the price of such bonds will increase and therefore the yield on them will decrease.  

✍ 

ACTIVITY 4.9 

 

(a) Briefly discuss the factors that affect the interest rate on bonds. (8) 

 

Note: Question (a) provides an example of a discussion type question that can be asked in the 

exam. If you are uncertain where or how to find the correct answer to the question in this 

activity, please discuss this with fellow students on the Discussion Forum on your E-tutor 

website. Your E-tutor will provide guidance. 
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ECONOMICS IN ACTION 

(LOOKING BACK) 

 

You should now be able to calculate the annual yield on any financial instrument, as long as you 

know what type of instrument it is; that is, whether it is a discount instrument, an interest add-on 

instrument, a repurchase agreement or a bond. A treasury bill is a discount instrument and a 

Reserve Bank debenture is an interest add-on instrument. Try activity 1 again and see if you 

can help Mr Singo decide between the two instruments. In the next learning unit we will look at 

several types of financial instruments, discuss their particular characteristics and explain how 

they are traded and issued. However, if you can complete all the tasks in the activities in this 

learning unit (learning unit 4) successfully, you have mastered all the calculations that are 

covered in this module. Included in learning unit 5 are activities that will require you to apply, to 

specific instruments, the skills you acquired in this learning unit.  

✍ 

ACTIVITY 4.10 

 

(a) Suppose you are the financial manager at a medium-sized company that is experiencing a 

financial surplus. The company is doing well and has decided that they would like to 

expand production soon. There are a few administrative matters that need to be sorted 

out, such as getting the final plans for the production facility drawn up and approved. As 

the financial manager you have to decide how to invest the current financial surplus. What 

factors should you take into account when making your investment decision? 

(6) 

 

Note: Question (a) provides an example of a discussion type question that can be asked in 

the exam. If you are uncertain where or how to find the correct answers to the questions 

in this activity, please discuss this with fellow students on the Discussion Forum on your 

E-tutor website. Your E-tutor will provide guidance. 

 

 

NOTE: The formula page that will also be supplied to you in the examination is shown on the 

following page. 
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FORMULAS FOR ECS2605 

 

NOTE:  This formula page will also be supplied to you in the examination. 

 
Discount instruments 

Consideration = NV (1- id x n) 

Price = = 1 - (id x n) 

iy = (discount amount/consideration) x (1/n) 

id = iy /(1+ iy x n) 

id = (1 - p) x 1/n 

 

Interest add-on securities 

MV = NV x (1 + i x n) 

P =  MV / (1 + i x n) 

Accrued interest = (amount paid x i x nh) 

Yield = [(amount received - amount paid)/amount paid] x 1/nh 

    or 

Yield = [total income/amount paid] x 1/nh 

 

Repurchase agreements 

Market value of instruments = nominal value of underlying instruments x AIP 

   of the instruments) 

Interest payable = N x i x n (where N refers to amount paid in leg one) 

Repurchase amount = N x (1 + i x n) (where N refers to amount paid in leg 

   one) 

 

The bond market  

Coupon = coupon rate x principal 

Annual yield = annual income/buying price 

Accrued interest = coupon rate per annum x d/365 

Accrued interest amount = principal x coupon rate per annum x d/365 

All-in price (if bond trades cum interest) = clean price + accrued interest 

All-in price (if bond trades ex interest) = clean price - accrued interest 
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Overview of financial 

markets and 

Instruments 
 

Prescribed book: Chapters 10  to 16 (selected sections) 

 

5
 

✍ 

ACTIVITY 5.1 
 

 

Read the following extracts from the Quarterly Economic Review that appeared in the 

September 2013 edition of the South African Reserve Bank’s Quarterly Bulletin. Try to answer 

the questions that follow: 

 

The Monetary Policy Committee (MPC) decided to raise the repurchase rate by 25 
basis points to 5,75 per cent at its meeting in July 2014.  

**************************** 
 
After rising sharply during the first quarter of 2014 alongside the January increase 
in the repurchase rate and a weakening in the exchange value of the rand, money-
market rates displayed relatively limited volatility during the second quarter. 
Market rates stabilised when the exchange value of the rand improved and the 
Bank decided to keep the repurchase rate unchanged at the MPC meeting in May 
2014. The benchmark three-month Johannesburg Interbank Average Rate (Jibar) 
recorded a modest increase of 10 basis points from 5,73 per cent on 1 April 2014 to 
5,83 per cent on 30 June 2014. The rate then rose by a further 13 basis points 
immediately after the MPC had decided to raise the repurchase rate by 25 basis 
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points in July and thereafter increased moderately to 6,11 per cent on 29 August 
2014.  

**************************** 
 
The prime lending rate and predominant rate on mortgage loans increased to 
9,25 per cent following the decision of the MPC to raise the repurchase rate by 25 
basis points at its meeting in July 2014. Other deposit and lending rates generally 
followed the changes in the policy rate during the first seven months of 2014.  

**************************** 
 
Sentiment in the bond market subsequently improved, mainly supported by a 
partial recovery in the exchange value of the rand and a rise in demand for 
domestic bonds by non-residents as volatility in emerging-market securities 
seemed more contained. However, in June 2014 bond yields once more rose in 
response to the depreciation in the exchange value of the rand and intensifying 
concerns regarding possible interest rate increases against the backdrop of 
continuously higher levels of inflation.  
 
Alongside the developments that affected the bond market, the yield curve moved 
generally lower across most maturities from the beginning of February 2014 to 
August. Rates at the extreme short end of the yield curve moved higher following 
the increase in the repurchase rate in July 2014. Therefore the yield gap, measured 
as the difference between yields at the extreme long and short ends of the curve, 
narrowed from 406 basis points on 3 February 2014 to 302 basis points on 29 
August. 
 

(a) Is the repurchase rate a money market rate or a bond market rate? 

 

(b) What is the difference between the money market and the bond market? 

 

(c) Are there any other financial markets in the economy? 

 

(d) Is a mortgage bond a short-term loan or a long-term loan? Is it a money market instrument 

or a capital market instrument? How was it affected by the increase in the repo rate? 

 

 

 

You will remember that repo transactions between the Reserve Bank and the banks conducted 

as part of the main repo actions mature in seven days (see sec 2.5.2(a) of this guide). In 

learning unit 1 you learnt that the money market is the market for short-term securities, which 
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refers to securities with a maturity of one year or less. We can therefore deduce that repurchase 

transactions with a maturity of seven days will be classified as money market transactions. 

 

In this learning unit we shall provide an overview of the different financial markets to enable you 

to distinguish between them. Do these markets operate individually? By just reading the short 

quotes above you can see that they don't. All the markets influence and are influenced by each 

other. A mortgage bond on a home is usually a long-term instrument with a maturity of 20 years 

or more. Therefore it can be classified as a capital market instrument. However, an increase in 

the repo rate will result in an increase in the mortgage bond rate. 

 

In the previous learning unit we looked at the calculations involving different types of financial 

instruments, namely discount instruments, interest add-on instruments, repurchase agreements 

and bond instruments. In this learning unit we will look at the markets and the instruments that 

are traded in these markets in more detail. The calculations that you learnt in the previous 

learning unit will be applied to these instruments in order to calculate their prices and yields.  

 

 

CONTENTS 
 

 

5.1 The money market 

 

5.1.1 Overview of the money market 

 

STUDY 

 

 Section 10.2 

 Section 10.4 

 

Study section 10.2 making sure you are able to do only the following (i.e. you should not study 

the whole section 10.2 in the textbook): 

 Define the term money market. When you have studied the other markets covered in this 

learning unit, you should be able to distinguish between the different markets.  

 Distinguish between direct and indirect lending (revision of learning unit 1) 

 Discuss the functions of the money market. Note that these are mostly similar to the 

functions of the financial markets that you studied in learning unit 1, but pay particular 

interest to monetary policy. As you know, the SARB applies monetary policy through 

financing the liquidity deficit of the banking sector and this is a money market transaction. 

 Discuss the most important participants in the money market. The borrowers are the 
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issuers of financial instruments. An economic unit in need of short-term financing can 

issue and/or sell financial instruments in the money market. The lenders are the buyers of 

the financial instruments. 

 Briefly describe the regulatory structure of the money market. 

 

You do not have to study section 10.2.7, but glance at the figures so that you obtain an idea of 

the size of the money market (in terms of the value of the instruments traded in it) and the 

growth in this market in recent years. 

 

Study section 10.4 so that you will be able to provide brief definitions for: 

 

 interbank market 

 South African benchmark overnight rate on deposits (SABOR) 

 JIBAR 

 Rand overnight deposit rate (RODR) 

 

5.1.2 Money market instruments 

 

The money market instruments covered in detail in this learning unit are: 

 

 Treasury bills 

 Reserve Bank debentures 

 negotiable certificates of deposit  

 repurchase agreements 

 

Treasury bills are discount instruments, and thus the calculations on discount instruments 

covered in section 4.3 of this study guide apply to them. Reserve Bank debentures and 

negotiable certificates of deposit are interest add-on instruments, and therefore the calculations 

covered in section 4.4 are concerned with these instruments. The calculations that were 

covered in section 4.5 have to do with repurchase agreements. You will note that the prescribed 

book has examples of calculations relevant to the specific instruments (eg Treasury bills). Work 

through these calculations again. This is excellent revision and, note, the way in which 

questions on this particular topic will be asked in the exam. For example, we will not indicate 

whether an instrument is a discount instrument or an interest add-on instrument, but we will tell 

you what instrument you are working with (eg Treasury Bill). You will be expected to know that 

this is a discount instrument and that you should therefore use the formulas applicable to 

discount instruments. Examples of such questions are provided in this learning unit.  
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STUDY 

 

 Section 10.6 

 

 

The different money market instruments are discussed in section 10.6. Note that you do not 

have to study the whole section for the exam. Work carefully through this section and 

summarise the information on the instruments that we expect you to know. 

 

(a) Treasury bills 

 

Section 10.6.1 is on Treasury bills (TBs) which are short-term discount instruments issued by 

the government. Revise section 4.3 of the previous learning unit and make sure that you are 

thoroughly familiar with the calculations for discount instruments. Study section 10.6.1 and 

make sure that you can: 

 

 define a Treasury bill (TB) 

 explain why the government issues TBs 

 do calculations involving TBs (Note that TBs are discount instruments and that all the 

calculations concerning discount instruments are relevant to them – you only have to do 

the types of calculations that were covered in section 4.3.) 

 explain the yield on TBs relative to the yield on other financial instruments 

 describe the primary market for TBs (You do not have to study all the detail, but you do 

need to know who issues the TBs, who conducts the tender and you need to understand 

the tender procedure as discussed in the second last paragraph before the secondary 

market is discussed.) 

 explain why the secondary market for TBs is limited 

 define and understand the terms price-maker, two-way price and price-taker  

 explain how TBs are redeemed on the maturity date 

✍ 

ACTIVITY 5.2 

 

(a) The following provides an overview of the life span of a Treasury bill which was issued on 

Friday 24 December 2014. It has a tenure of 91 days and will expire on 25 March 2015. 

The nominal value of the TB is R2 million. 
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24 December 2014: Bought by AB Bank at a discount rate of 12,000% 

16 February 2015: Bought by XY Investors at a discount rate of 14,000% 

25 March 2015: Maturity date 

 

(i) Calculate and show the flow of funds relating to this TB that occurred during its life 

span. The number of days from 24 December 2014 to 16 February 2015 is 54 days 

and the number of days from 17 February 2015 to 25 March 2015 is 37 days. (6) 

 

 

(ii) Calculate the yield rates at which AB Bank and XY Investors bought this TB. (3) 

 

(iii) Calculate the real yield rates realised by AB Bank and XY Investors on this TB. (3) 

 

Note: First see if you can do this by yourself. A discussion of this activity follows immediately 

below.  

 

 

Discussion of calculations related to a Treasury Bill 

 

Let's first calculate the price at which AB Bank bought the Treasury bill (TB). You will remember 

that the price of a financial instrument is expressed as R%. The numbers of the equations refer 

to the number in the prescribed book.  

 

AB Bank bought the TB at an annual discount rate of 12,000% when it was issued and when 

there were 91 days left to maturity. 

 

The relevant formula to calculate the amount paid by AB Bank is: 

 

Consideration = NV (1 - id x n) (Equation F.10.2) 

 = R2m (1 - 0,12 x 91/365) 

 = R2m (1 - 0,02992) 

 = R1 940 160 

 

Note that if you calculate (0,12 x 91/365) you get an answer of 0,029917808. We round it to five 

places after the decimal, therefore 0,02992. Make sure you understand this. We will not refer to 

rounding again. You must always assume that figures were rounded to the number of places 

that appear after the decimal comma. 

 

XY Investors bought the TB at an annual discount rate of 14,000%, when there were 37 days 

left to maturity. Now we can calculate the price paid by XY Investors: 
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Consideration = NV(1 - id x n) (Equation F.10.2) 

 = R2m (1 - 0,14 x 37/365) 

 = R2m (1 - 0,01419) 

 = R1 971 620 

 

The flows of funds over the life span of the TB can thus be summarised as follows: 

 

24 December 2014: AB Bank pays R1 940 160 to the National Treasury 

 

16 February 2015: XY Investors pay R1 971 620 to AB Bank 

 

25 March 2015: The National Treasury pays R2m to XY Investors 

 

For section (ii) you have to calculate the yields rate at which the two investors bought the 

instruments. 

AB Bank bought the TB for R1 940 160 when there were 91 days left to maturity.  

The discount amount was the difference between the nominal value and the consideration, that 

is: 

 

R2 000 000 - R1 940 160 = R59 840 

 

The formula for calculating the yield rate is: 

 

 iy = (discount amount / consideration) x (1/n) (Equation F.10.4) 

  = (R59 840/R1 940 160) x (365/91) 

  = 0,12371or 12,371% 

 

XY Investors bought the TB for R1 971 620 when there were 37 days left to maturity. The 

discount amount was thus: 

 

R2 000 000 - R1 971 620 = R28 380 

 

The formula for calculating the yield rate is: 

 

 iy = (discount amount / consideration) x (1/n) (Equation F.10.4) 

  = (R28 380/R1 971 620) x (365/37) 

  = 0,14200 or 14,200% 
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Have you noticed that the yield rates are slightly higher than the discount rates? Do you 

remember the reason for this? Read the two short paragraphs just after equation F.10.4. 

 

Now we have to calculate the real yield rates realised by the two investors. This part is not 

covered in the prescribed book and if you were able to do this, then you really do understand 

the work. Do you remember how to calculate the realised yield on any investment? We use the 

following formula: 

 

Profit / Consideration x 365 / number of days 

 

or 

 

Profit / Consideration x 1/nh 

 

The profit realised by AB Bank is the difference between the price at which the bank bought the 

TB and the price at which it was sold, that is: 

 

AB Bank's profit = R1 971 620 - R1 940 160 = R31 460 

 

AB Bank kept the TB for a period of 54 days. The yield realised by AB Bank can thus be 

calculated: 

 

R31 460/R1 940 160 x 365/54 = 0,1096 or 10,96% 

 

Notice that the yield realised by AB Bank is lower than the yield at which it was bought. If AB 

Bank kept the TB until maturity, the yield rate on it would have been 12,37%.  

 

However, AB Bank sold it at a higher yield rate (14,12%) than the rate at which it was bought, 

implying a capital loss. This is why the realised yield rate (10,96%) is lower than the yield rate at 

which AB Bank bought it. 

 

Let’s calculate the yield rate realised by XY Investors. The profit realised by XY Investors is the 

difference between the price at which the bank bought the TB and the amount they received 

when it matured, that is: 

 

XY Investors’profit = R2 000 000 - R1 971 620 = R28 380 

 

XY Investors kept the TB for a period of 37 days. The yield realised by XY Investors can thus be 

calculated: 

 

R28 380/R1 971 620 x 365/37 = 0,142 or 14,2% 
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Compare this with the yield at which XY Investors bought the TB. XY Investors bought the TB at 

a yield rate of 14,2%. Because XY Investors kept the TB until the maturity date, the yield at 

which they bought it is the same as their realised yield on the TB. 

 

Let’s now summarise the information that we have on the life span of this TB as follows: 

 
 AB Bank XY Investors 

 

Number of days in possession 54 37 

Discount rate at which it was 

bought 

0,12 or 12% 0,14 or 14% 

 

Price at which it was bought R1 940 160 R1 971 620 

 

Yield rate at which it was 

bought 

0,1237 or 12,37% 0,142 or 14,2% 

 

Price at which it was 

sold/redeemed 

R1 971 620 R2 000 000 

 

Realised profit amount R31 460 R28 380 

 

Realised yield rate 0,1096 or 10,96% 0,142 or 14,2% 

 

 

Make sure you understand where every variable in the table above comes from.  

 

(b) Reserve Bank debentures (RBDs) 

 

Study section 10.6.2 and make sure that you:  

 can define an RBD 

 can explain why RBDs are issued 

 can explain the characteristics of an RBD 

 can do calculations concerning RBDs (Note that RBDs are interest add-on securities and 

that all the calculations relevant to interest add-on securities therefore apply.)  

 understand the primary market for RBDs (You do not have to study all the detail, but you 

do need to know who issues the RBDs. You also have to understand the tender 

procedure, because the exam may include multiple-choice questions on the tender 

procedure.)  

 can explain why the secondary market for RBDs is limited 

 can explain how RBDs are redeemed 
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✍ 

ACTIVITY 5.3 

 

(a) The following provides an overview of the life span of Reserve Bank Debentures which 

were issued on 9 March 2014. They had a tenure of 90 days and will expire on 7 June 

2014. The nominal value of the RBDs was R10 million. 

 

 9 March 2014: Bought by Q-International Bank at an interest rate of 11% 

 14 April 2014: Bought by ABC Bank at an interest rate of 10% 

 7 June 2014: Maturity date 

 

(i) Calculate and show the flows of funds relating to this RBD that took place during its 

life span. The number of days from 9 March 2014 to 14 April 2014 was 36 days and 

the number of days from 15 April 2014 to 7 June 2014 was 54 days. (6) 

 

(ii) Calculate the real yield rates realised by Q-International and ABC Bank on this RBD. 

(3) 

 

(iii) Calculate the capital profit or loss realised by Q-International Bank on these RBDs. 

(3) 

 

NOTE: RBDs are interest add-on securities. Calculation questions such as these will be asked 

as part of the multiple choice questions in the exam. You will not be asked to show your 

calculations. Examples of such questions can be found in Assignments 02, 03 and 04. If 

you are not sure how to find the correct answer, discuss this with fellow students on 

your e-tutor website. Your e-tutor will provide guidance. 

 

(c) Negotiable certificates of deposit (NCDs) 

 

Study section 10.6.4 and make sure that you can:  

 

 define an NCD 

 explain who issues NCDs and why 

 describe the characteristics of NCDs 

 do calculations involving NCDs (Note that NCDs are interest add-on securities and that all 

the calculations concerning interest add-on securities are relevant to them.) 
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✍ 

ACTIVITY 5.4 

 

(a) A negotiable certificate of deposit (NCD) was bought by XYZ Bank on the issuing date. 

The following information applies to this NCD:  

 

Nominal value: R8 million 

Days to maturity: 74 

Interest rate:  10,102% 

 

How much did XYZ Bank pay for this NCD? (All answers are rounded to two digits after 

the comma.) (2) 

 

[1] R8 808 160,00 

[2] R8 163 846,14 

[3] R8 000 000,00 

[4] R7 836 153,86 

[5] R7 191 840,00 

 

(b) Suppose AB Limited holds a negotiable certificate of deposit which it bought when it was 

issued by XYZ Bank. XYZ Bank issued the NCDs for 91 days at 18% p.a. The maturity 

value of the NCD is R1 253 852,10 and the nominal value of the NCD is R1,2m. 80 days 

before the expiry date AB Limited sells the NCD to Silver Cloud Holdings at the current 

market interest rate of 14,5%. 

 

Which of the following statements is/are correct? (2) 

 

a. The consideration paid by Silver Cloud Holdings will be R1 238 137 (rounded to the 

closest rand).  

b. The consideration paid by Silver Cloud Holdings will be R1 215 231 (rounded to the 

closest rand). 

c. AB Limited realises a capital profit by selling the NCD at 14,5%. 
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[1] a  

[2] a c  

[3] b  

[4] b c 

[5] c 

 

NOTE: NCDs are interest add-on securities. If you are not sure how to find the correct answer, 

discuss this with fellow students on your e-tutor website. Your e-tutor will provide 

guidance. 

 

 

(d) Repurchase agreements (repos) 

 

You already know that a repurchase transaction involves two legs (refer to section 4.5 of this 

guide) and that this is the instrument that the SARB uses to finance the daily liquidity deficit of 

the banks and through that, influence the interest rate level in the economy. 

 

Study section 10.6.5 and make sure that you can:  

 

 define a repo and explain how this instrument works 

 explain the term collateral and explain the situation concerning the collateral assets during 

a repo transaction (the paragraph under “Ownership of collateral”) 

 distinguish between repurchase and reverse repurchase agreements (the paragraph under 

“Reverse repos”) 

 do the calculations concerning repos (already covered in sec 4.5 of learning unit 4 - note 

that we don’t do calculation concerning the adjustment of the market value of the collateral 

- if you are interested you are welcome to work through this by yourself)  

✍ 

ACTIVITY 5.5 

 

(a) Suppose bonds with a nominal value of R5 million were sold by ABC Bank to XYZ Bank on 

24 January 2015 at an all-in market price of R95,500%. ABC Bank undertook to 

repurchase the bonds again 7 days later at a repurchase rate of 8,000%. 

All amounts are rounded to the closest rand. What amount will be paid in the second leg 

of the transaction? (2) 
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[1] R4 775 000 

[2] R4 782 326 

[3] R5 007 326 

[4] R5 157 000 

[5] R5 400 000 

 

NOTE: If you are not sure how to find the correct answer, discuss this with fellow students on 

your e-tutor website. Your e-tutor will provide guidance. 

 

 

(e) Other money market instruments 

 

There are numerous other money market instruments. You have to define the following 

instruments, know who issues them and why and know whether they are discount instruments 

or interest add-on instruments: 

 

 Land Bank bills (sec 10.6.6) 

 commercial paper (sec 10.6.7 – only the paragraph under the heading “Commercial paper 

defined”). You also need to know that commercial paper are discount instruments. 

 capital project bills ((sec 10.6.7 – only the two  paragraphs under the heading “Capital 

project bills”). You also need to know that capital project bills are discount instruments. 

 promissory notes (sec 10.6.8) 

 Call bonds (sec 10.6.9) 

 Medium-term notes (you need to study the 4th paragraph of section 10.6.10 so that you 

can define a medium-term note – no calculations) 

 Floating rate notes (FRNs) (You need to study only the sections under the headings 

“FRNs defined” and “Characteristics of FRNs” in sec 10.6.10 – no calculations) 
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✍ 

ACTIVITY 5.6 

 

(a) Complete the following table: (50) 

 

 

Instrument 

 

Definition 

 

Issuer 

 

Reason for 

issue 

Issue basis 

(discount/ 

interest add-on) 

Treasury bill     

RBD     

NCDs     

Land Bank bills     

Commercial paper     

Promissory notes     

Capital project bills     

Call bonds     

 

NOTE: If you are not sure how to find the correct answer, discuss this with fellow students on 

your e-tutor website. Your e-tutor will provide guidance. 
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5.2 The capital market 

 

The capital market is the market where financial instruments with a maturity of one year or 

longer are traded. Some capital market instruments, such as bonds, have maturity dates and 

others, such as shares, do not have maturity dates; these instruments are perpetual 

instruments. 

 

5.2.1 The bond market 

 

In section 4.6 of learning unit 4 you already learnt what a bond is and you also learnt to do all 

the calculations involving bonds. We will not cover that again here. Instead, we will focus on the 

different types of bonds. Bonds are distinguished on the grounds of their issuers (government, 

municipalities, parastatals and water authorities and corporates), but also on grounds of yield, 

security, terms, currency and country of issue. Section 10.4 discusses how bonds are traded in 

South Africa. You do not have to study this, but you have to know that listed bonds are traded 

on the JSE.  

 

STUDY 

 

Sections 11.5, 11.6, 11.7 and 11.8 

Section 16.7.4 

 

 

Study section 11.5 and make sure that you can do the following: 

 

 discuss the different types of bonds issued by the South African government (sec 11.5.1) 

(you do not have to know the bond codes) 

 discuss the process of stripping government bonds (also sec 11.5.1) 

 explain the issuing procedure of government bonds (sec 11.5.2) discuss the secondary 

market for government bonds (sec 11.5.3) 

 

Study sections 11.6 and 11.7 and make sure that you can answer short questions on the 

municipal bond market and the markets for parastatal and water authorities bonds. You do not 

have to know table 11.11. 
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Study section 11.8 and make sure that you can do the following: 

 

 discuss the advantages of a well-developed corporate bond market 

 discuss the fundamentals that will encourage the development of a stronger corporate 

bond market in South Africa 

 discuss the different types of corporate bonds (see sec 11.8.1) 

 define and discuss securitisation (briefly mentioned in sec 11.8.1 but mostly discussed in 

section 16.7.4) 

 define a medium-term note programme (also sec 11.8.1) 

 define and briefly discuss catastrophe-linked bonds (also sec 11.8.1) 

 discuss the primary and secondary markets for corporate bonds (sec 11.8.2) 

✍ 

ACTIVITY 5.7 

 

(a) Define the following types of bonds issued by the South African government: 

 

(i) fixed rate bonds 

(ii) sinking-fund bonds 

(iii) inflation-linked bonds 

(iv) zero-coupon bonds 

(v) variable rate bonds 

(vi) foreign currency bonds 

(vii) Islamic bonds (14) 

 

(b) The security attached to a certain type of bond is one way in which bonds may be 

classified. Distinguish between the following types of bonds by referring to the security 

attached to them: 

 

(i) mortgage bond 

(ii) debenture 

(iii) income bond 

(iv) guaranteed bond (4) 
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(c) Which of the following statements is/are correct? (2) 

 

When a company borrows by floating a new bond issue on the market...  

 

(a) this is an example of indirect financing. 

(b) this is an example of direct financing. 

(c) the transaction takes place in the primary market. 

(d) the transaction takes place in the secondary market. 

 

[1] a c 

[2] a d 

[3] b c 

[4] b d 

[5] a 

 

(d) Which one of the following statements is correct? (2) 

 

[1] If the coupon rate on a bond is linked to the 3-month BA rate, this is called a fixed 

rate bond. 

[2] A bond that matures in 10 years’ time and pays interest twice a year can be stripped 

into 21 separate strips. 

[3] Putable bonds give the issuer the right to buy the bonds back at the discretion of the 

issuer. 

[4] Sinking-fund bonds are bonds that pay coupons at regular intervals and the whole 

amount of the principal is repaid on one maturity date.  

[5] A call-protected bond is a bond that can be redeemed at the discretion of the issuer 

at any time. 

 

NOTE: These are examples of the types of discussion questions and multiple choice 

questions you can expect on this topic in the examination. If you are not sure how to 

find the correct answer, discuss this with fellow students on your e-tutor website. Your 

e-tutor will provide guidance. 
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5.2.2 The equity market 

 

STUDY 

 

 Sections 12.2 to 12.6 (see below for what you

 have to study in the different sections) 

 

 

Study section 12.2 so that you can define the following terms: 

 dividends 

 dividend per share 

 earnings 

 earnings per share 

 market capitalization 

 

Study section 12.3.1 so that you can do the following: 

 define equity 

 define debt 

 define ordinary shares and describe its characteristics 

 define preference shares and describe its characteristics  

 can distinguish among ordinary shares, preference shares and debt (table 12.2) 

 

Study the first three paragraphs of section 12.4 so that you are able to define the equity market 

and briefly describe the JSE 

 

Study section 12.5 so that you can describe the different participants in the equity market, and 

also the different types of investors. 

 

Study the first two paragraphs of section 12.6.1 so that you can explain why a company would 

wish to list on an exchange and briefly describe the responsibilities of the exchange. 

 

Study section 12.6.2 so that you will be able to: 

 describe the two main approaches to the valuation of shares briefly (2nd par of sec 12.6.2 

and the table 12.5) 

 describe the market price per share, the dividend per share and earnings per share and 

apply these valuation measures 

 describe the general dividend discount model (first 3 par of under the heading “Dividend 

discount models”) 
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✍ 

 ACTIVITY 5.8 

 

(a) Define shares, and distinguish between shares and bonds. (6) 

 

(b) Distinguish between the following: (18) 

 

(i) ordinary shares 

(ii) preference shares 

(iii) debt 

 

(c) Use the information in the following table and explain, based on the different valuation 

measures, which of the two companies’ shares you will prefer to invest in: 

 

 Company A Company B 

Market price per share 500c 1 500c 

Dividend per share 50c 100c 

Earnings per share 90c 250c 

 

(d) Read the following reports that appeared on 25 February 2014 on the Reuters Africa 

website and Fin24.com website. It is about the share price of a South African construction 

company Aveng. Identify the factors that influenced the share price of Aveng and indicate 

what you think will happen to this share price in the future. Base you answer on the 

information in the reports. 
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South African building firm Aveng reports drop in H1 profit 
Tue Feb 25, 2014 6:46am GMT 
  

JOHANNESBURG Feb 25 (Reuters) - South Africa's biggest construction firm, Aveng Ltd, 

reported a drop in half-year profit on Tuesday, hit by delays in public building projects and 

labour unrest. 

Like other building firms in Africa's top economy, Aveng has struggled to increase profit since 

the end of the building boom for the 2010 soccer World Cup held there. 

The company said in the six months to the end of December, headline earnings per share, 

South Africa's primary profit gauge which exclude certain one-off items, fell 21 percent to 82.1 

cents. 

During the period under review, the sector was hit by a three-week strike over wages by South 

Africa's National Union of Mineworkers and often tense labour relations are seen as a constraint 

on productivity in general. 

"The direct cost of labour disruptions on the group's net operating earnings amounted to 140 

million rand compared with 115 million rand in the comparative period," the company said. 

The general operating environment remained challenging, Aveng added. 

"There has been no material improvement in infrastructure spending in South Africa and 

Australia and this was aggravated by the adverse impact of labour disruptions in South Africa," 

the company said. 

Source: af.reuters.com 

 

Aveng earnings dip as strike bites 

03 July 2014  

 

Johannesburg - Construction firm Aveng said on Wednesday full-year earnings fell by as 

much as 10%, hit by weak demand from the strike-battered mining industry, and its shares 

dropped more than 4%.  
Aveng, which builds roads, football stadiums and mining shafts, is the latest company to feel the impact of a debilitating five-month 

stoppage in the platinum industry that ended last week. 

The firm is also likely to take a further hit after more than 220 000 engineering and metal workers launched a wage strike this week, 

a dispute that is expected to cost the economy more than R300m a day. 

Aveng, South Africa's second-largest builder by market value, said in a statement headline earnings per share for the year to end-

June fell by as much as 10%. 

Including one-time items, Aveng said its earnings fell to a full-year loss due to an accounting write-down. 

Shares in the builder fell more than 4%, to R22.61 22.51 at Wednesday's close. 

Source: fin24.com 

 

NOTE: These are examples of the types of discussion questions you can expect on this topic 

in the examination. If you are not sure how to find the correct answer, discuss this with 

fellow students on your e-tutor website. Your e-tutor will provide guidance. 
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5.3 Derivatives 

 

In this module we briefly introduce you to the basic types of derivatives traded in the South 

African market. You do not have to be able to do any calculations involving derivatives. If you 

are interested to learn more about derivatives you may consider doing the modules on financial 

risk modeling presented in the Department of Decision Sciences. Consult the booklet My 

Modules to learn which modules are presented in this department or contact them directly at 

+27 12 433 4684 or qm@unisa.ac.za. 

 

STUDY 

 

 Section 13.2 

 Section 13.3 

 Section 13.4 

 Section 13.5 

 

Study section 13.2 so that you will be able to 

 define and identify a derivative and briefly explain what they are used for 

 

Study section 13.3 so that you will be able to 

 describe how derivatives are traded (1st two par of sec 13.3) 

 understand and describe initial and variation margin 

 

Study section 13.4.1 so that you are able to  

 define a forward and a future, and distinguish between the two 

 describe and interpret a forward transaction 

 describe and interpret hedging and speculation using futures 

 

Study section 13.4.2 so that you are able to 

 define an option and describe its characteristics 

 understand what a strike price is and apply this concept 

 distinguish between American and European options 

 explain what intrinsic value of an option is and when an option is in-the-money, when it is 

out-of-the-money and when it is at-the-money 

 explain why an option seller demand a premium over and above the options intrinsic value 

and explain what the time value of an option is 

 understand and interpret the profit/losses on the four basic options positions illustrated in 

figures 13.2 to 13.5 
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Study section 13.4.3 so that you will be able to 

 define a swap 

 define an interest rate swap and understand what it is used for (only the 1st 3 par under the 

heading “Interest-rate swaps”) 

 define a currency swap and understand what it is used for (only the 1st 2 par under the 

heading “Currency swaps”) 

 

Study section 13.4.4 so that you will be able to  

 define an equity swap and understand what it is used for (only the 1st 2 par under the 

heading “Equity swaps”) 

 

Study section 13.4.6 so that you will be able to explain how derivative instruments provide 

leverage (only the 1st 4 par). 

 

Study section 13.5 so that you will be able to describe the different participants in the 

derivatives markets and how they use it. 

✍ 

ACTIVITY 5.9 

 

(a) Define a derivative and explain what it is used for by means of examples. (6) 

 

(b) Briefly define the following derivative instruments by means of examples: 

 

(i) forward 

(ii) future 

(iii) option 

(iv) interest rate swap 

(v) currency swap 

(vi) equity swap  (12) 
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(c) Which one of the following statements is correct? (2) 

 

[1] Futures are contracts to buy or sell a precise quantity of an underlying asset at a 

precise price, place and time in the future. Futures are traded on a formal exchange. 

[2] Settlement on a derivative always takes place three days after the deal has been 

struck. 

[3] A collective investment scheme is a derivative instrument because its market price is 

derived from the value of the instruments in which the pool of funds has been 

invested. 

[4] The buyer of a bond in the spot market does not have to pay the full market value of 

the bond when the contract is concluded, but will only be required to deliver a 

percentage of the value of the bond (typically between 5 and 10% of the cash price).  

[5] Derivative instruments are always traded on a formal exchange. 

 

(d) Which one of the following statements is correct? (2) 

 

[1] If the strike price of a call option is equal to the current market price, the option is 

said to be in-the-money. 

[2] If the strike price of a put option is higher than the current market price, the option is 

said to be out-of-the-money. 

[3] If the strike price of a put option is lower than the current market price, the option is 

said to be in-the-money. 

[4] If the strike price of a call option is lower than the current market price, the option is 

said to be in-the-money. 

[5] Forward contracts are only exercised if it is profitable for the holder to do so. 

 

(e) Do you agree with the following quote? Provide reasons for your answer. (5) 

 

 …..you’ll have an easier time in general understanding derivatives as just what they are; 

sophisticated "bets" on the fate of underlying stocks, bonds, interest rate levels, 

currencies, commodities and such.” 

 

(f) The well known American billionaire investor Warren Buffett has once referred to 

derivatives as "financial weapons of mass destruction". Would you agree with this 

statement? Provide reasons for your answer. 

 
NOTE: These are examples of the types of discussion questions and multiple choice 

questions you can expect on this topic in the examination. If you are not sure how to 
find the correct answer, discuss this with fellow students on your e-tutor website. Your 
e-tutor will provide guidance. 
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5.4 The foreign exchange market 

 

The foreign exchange market is covered in another economics module called International 

Finance (ECS3703). Also, as you will learn in this section, it is not in the strictest sense a 

financial market because it does not facilitate the needs of surplus and deficit units. Only the 

very basic concepts are therefore covered in this learning unit, and not the theories.  

  

STUDY 

 

Section 14.1 

 Sections 14.5 and 14.6 

Section 14.9 

 Section 14.12 

 

 

Study section 14.1 so that you will be able to  

 describe the role of foreign exchange markets in the economy (1st par of sec 14.1) 

 explain why the foreign exchange markets can be so volatile (2nd par of sec 14.1) 

 describe what foreign exchange reserves (forex) are (5th par of sec 14.1) 

 interpret a foreign exchange transaction (6th par of sec 14.1) 

 describe the wholesale forex market (7th par of sec 14.1) 

 describe the role of banks in the forex market (8th par of sec 14.1) 

 describe the role of forex markets in bringing together demanders and suppliers of forex 

(9th par of sec 14.1) 

 describe how exchange rates may be determined (last par of sec 14.1) 

 

Study section 14.5 so that you will be able to 

 interpret and use a spot exchange rate (1st two par of sec 14.5) 

 understand and can interpret direct and indirect quotations (6th par to end of sec 14.5) 

 

Study the whole of section 14.6 so that you can interpret two-way spot prices. 

 

Study section 14.9 so that you will be able to interpret an appreciation and depreciation of a 

currency. 

 

Study section 14.12 so that you will be able to explain why exchange rates are important. 
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✍ 

ACTIVITY 5.10 

 

(a) Define the foreign exchange market and briefly discuss its significance.  (4) 

 

(b) True or false? (2) 

 

(i) If a South African foreign exchange dealer is "long" in dollars and the rand 

appreciates against the dollar, the dealer will lose money. 

(ii) If a South African foreign exchange dealer is "short" in dollars and the rand 

depreciates against the dollar, the dealer will make a profit. 

 

(c) If the rand/dollar exchange rate changes from USD/ZAR 11.21 to USD/ZAR 11.00, this 

means that ... 

 

a. the rand is depreciating. 

b. the rand is appreciating. 

c. US export products will become cheaper for South African buyers. 

d. South African export products will become cheaper for US buyers. 

 

Which of the above combinations are correct? (2) 

 

[1] a c 

[2] a d  

[3] b c 

[4] b d 

 

(d) If a foreign exchange dealer quotes USD/EUR 0,7713/0,7719 and the client wishes to buy 

1 million EUR and sell USD, how many USD must he pay (answers are rounded)? 

 

[1] USD 771 300 

[2] USD 771 900 

[3] USD 1 296 512 

[4] USD 1 679 638 

 

  



 

148 

(e) Read the following extract from an article that appeared on Moneyweb.co.za and answer 

the questions that follow:  

 

1 Rand weakens versus dollar 
Sep 04 2014 19:19 
South Africa's rand gave back earlier gains against the dollar on Thursday, tracking 
a weaker euro after the European Central Bank unexpectedly reduced interest 
rates. 
 
The rand tends to take its cue from the euro because of South Africa's strong 
trading links with the euro zone. 
 
There was a dearth of market-moving domestic data on Thursday to provide the 
rand an alternative source of direction. 
 
The local unit traded at 10.7150 to the greenback by 1650 GMT, down 0.25 
percent from Wednesday's close. It was off Thursday's session high of 10.6015. 
 

(i) Define the foreign exchange market. 

(ii) According to this report what is meant by “the rand weakened”? 

(iii) According to the article, what is one of the most important factors that influence the 

exchange rate of the rand, and why is this so? (5) 

 

NOTE: These are examples of the types of discussion questions and multiple choice 

questions you can expect on this topic in the examination. If you are not sure how to 

find the correct answer, discuss this with fellow students on your e-tutor website. Your 

e-tutor will provide guidance. 

 

 

5.5 The commodities market 

 

Commodities are real goods, such as oil, grains, gold etcetera. When we refer to the 

commodtities market in terms of the financial markets we refer to the market where these 

commodities are used as underlying assets. Basically you only need to take note that this 

market exists and be able to define this market – we don’t cover much detail, mostly because 

the instruments traded here are similar to derivatives instruments, but, as mentioned in the 

previous sentence, with commodities as underlying assets.  
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STUDY 

 

Section 15.1 

Section 15.2 

 

 

Study section 15.1 so that you are able to define and briefly describe the commodities-based 

financial market. 

 

Study section 15.2 so that you will be able to to the following 

 define a commodity 

 distinguish between hard and soft commodities and briefly describe the characteristics of 

each 

 

5.6 The credit market 

 

The credit market played a large role in the causes of the worldwide financial crisis. However, it 

also plays a large role in die distribution of risk in the economy – this is rather  important in a 

developing economy as it allows banks to provide more credit and it this way, finance a higher 

economic growth rate. But the financial crisis made it clear that regulation of the credit market 

was inadequate. In this section you will only be taught briefly what the credit market is and what 

the regulatory aspects are that should be attended to 

 

 

STUDY 

 

Section 16.1 

 Section 16.2  

 Section 16.3 

Section 16.7.6 

Section 16.8  

 

 

Study section 16.1 so that you understand the role of the increase in credit as one of the factors 

leading to the global financial crisis. 

 

Study section 16.2 so that you are able to define credit, credit worthiness and credit risk. 

 

Study section 16.3.1 so that you will be able to define the credit market and also understand the 

role in plays in the economy. 
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You do not have to study section 16.3.2 , but do have a quick look at it so that you can see how 

the sizes of credit markets vary across different world regions. 

 

Study section 16.3.3 so that you 

 can distinguish between the traditional credit intermediation model where institutions grant 

credit to keep it on their balance sheets (fig 16.1), and the more modern credit 

intermediation model where credit is granted in order to be distributed through 

securitisation (fig 16.2) and also describe both models 

 describe the shadow banking system and also why it is a source of systemic risk 

 

Study section 16.7.6 so that you know the credit market is regulated in terms of the National 

Credit Act and the Banks Act. You do not, however, have to know all the detail concerning the 

two acts. Study the second paragraph of section 16.8 so that you will be able to discuss the 

measures that the G-20 leaders would like to implement concerning the credit market. 

✍ 
ACTIVITY 5.11 

 

(a) Which of the following may be regarded as a financial market? (4) 

 

(i) A term contract to trade corn in three months time at a fixed price 

(ii) A term contract to trade dollars in three months time at a fixed price 

(iii) A swap transaction to trade the cash flows related to variable interest loan for the 

cash fows related to a fixed interest loan 

(iv) A contract between two parties to trade crude oil and to deliver it and settle payment 

within 2 days.  

 

(b) Which one of the following is not a soft commodity?  (2) 

 

[1] Crude oil 

[2] Electricity 

[3] Sunflower seed 

[4] Pork bellies 

[5] Natural rubber 
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(c) Define the following financial markets briefly: (6) 

 

(i) Commodities market 

(ii) Credit market 

 

(d) Explain briefly what role was played by the credit market in the 2007/08 global financial 

crisis. (5) 

 

(e) Distinguish between the traditional credit intermediation-model where institutions grant 

credit to keep it on their balance sheets and the more modern credit intermediation model 

where credit is granted in order to be distributed through securitisation. (7) 

 

NOTE: These are examples of the types of discussion questions and multiple choice 

questions you can expect on this topic in the examination. If you are not sure how to 

find the correct answer, discuss this with fellow students on your e-tutor website. Your 

e-tutor will provide guidance. 

 

 

 

 

ECONOMICS IN 

ACTION (LOOKING 

BACK) 
 

 

 

You should now be able to define and explain the differences between the various financial 

markets in the economy, and also between the instruments traded in these markets. To quote 

an old saying, “necessity is the mother of invention” — as new needs arise, new instruments are 

devised to satisfy those needs. In other words, the list of financial instruments is never 

complete. However, if you understand these basic instruments, you should also be able to 

understand any new instrument that is designed or synthesised.  
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✍ 

ACTIVITY 5.12 

 

(a) Complete the following table by listing, under each market, the instruments traded in that 

market.  Make sure that you can define each of these markets and the instruments traded 

in them. (19) 

 

Money market Capital market Derivatives market 

   

   

   

   

   

   

 

(b) Complete the following table following the example: (18) 

 

Instrument Issued by Reason for issue How instrument is 

issued 

TB Government Treasury Financing short-term 

government deficit 

Issued at a discount 

NCD    

RBD    

Repo    

Bond    

Share    

 

NOTE: You will not be asked to complete tables such as these two in activity 5.12 in the 

exam. However, the information that is contained in these tables will be tested in both 

multiple choice questions and essay questions. If you are not sure how to complete 

the tables correctly, discuss this with fellow students on your e-tutor website. Your e-

tutor will provide guidance. 
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✍ 

ACTIVITY 5.13 

 

Interactive webpages that contains video clips to explain the different calculations covered in 

this module, and interactive exercises, can be found at the following internet link: 

http://www.econom.co.za/econres/finmark/Home_1.html 

 

Please visit these webpages before attempting Assignment 02. It should help you to understand 

the calculation questions and the questions that test your understanding of the logic of the 

financial markets much better. 

 

 

 

 

 

FURTHER READING 
 

 

An excellent book on the financial market is: 

 

Fabozzi, FJ, Modigliani, F & Jones, FJ. 2009.  Foundations of financial markets and institutions. 

New York: Prentice-Hall.  (Older editions of the same title are also suitable). 


