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Dear Student 

 

If you have adhered to the study programme we provided in Tutorial Letter 101, you should by now have 

covered most of the study material. We are sure that you will have realised that we do not ask difficult 

questions in this course, but rather expect you to develop a thorough knowledge of the study material. 

 

Read section 1 of this tutorial letter very carefully because it deals with the examination. It contains 

important information. 

 

In this tutorial letter we provide you with the answers to the multiple-choice questions in the assignments, 

with brief explanations where necessary. In most cases, however, we merely refer you to the prescribed 

textbook and/or the study guide. 

 

We have included the October /November 2013 examination paper in section 4.1 and guidelines for 

answering the compulsory section A and one of the essay-type questions in sections 4.2 and 4.3. The 

correct answers to the multiple-choice questions in section C are provided in section 4.4. 

 

Try to keep abreast of recent happenings on the monetary front by reading the financial pages of the 

newspapers. This course should help you understand the jargon used there. 

 

If possible, please visit the ECS2605 website on myUnisa. We regularly place extracts from other 

sources there that you might find interesting and also make recommendations concerning topics of 

discussion associated with these extracts. This will be a good way to practice answering insight 

questions in the examination. 

 

Remember that the examination is about two months away. Try to adhere to the study programme 

provided in Tutorial Letter 101. 

 

1 THE MAY/JUNE 2014 EXAMINATION 

 

The format of the exam paper is set out on page 78 of Tutorial Letter 101/2014 (section 12.2). 

 

The formula page that appears on page 108 of Tutorial Letter 101/2014 will be attached to the 

examination paper for your benefit. You are allowed to use a non-programmable pocket calculator in the 

examination for ECS2605. 

 

The examination paper will consist of three sections: 

 

Section A: Which consists of compulsory questions that all students have to answer. It consists of 

discussion-type questions that cover the whole syllabus. Section A counts 20 marks. 

Examples of possible questions for Section A can be found in the section ―Examples of 

questions for Section A of the exam‖ in section 13 of Tutorial Letter 101. 
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Section B: Which consists of three discussion-type questions of 15 marks each. You have to answer 

two of the three questions. These questions are based on the following study units: 

Question B1: Study units 1 and 2 

Question B2: Study units 1 and 3 

Question B3: Study units 1, 4 and 5 

 

About half of each of these questions will test your insight into the way in which South Africa’s economic 

system, and especially the financial sector, operates. 

 

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

Examples of multiple-choice questions are included in the assignments. 

 

Total time: Two hours. 

 

Section C consists of 25 multiple-choice questions and each of these questions counts 2 marks. You 

have to answer the multiple-choice questions on a mark-reading sheet. Note that you can choose only 

ONE of the alternatives on the mark-reading sheet. If you mark more than one option, the computer will 

not mark that question. 

 

For most of the 25 multiple-choice questions in the examination paper we provide one question or stem 

and a few possible answers. You are required to choose only the ONE correct answer from those 

alternatives. For example: 

 

Direct financing takes place when … . 

 

[1] surplus units buy shares in the secondary market 

[2] deficit units obtain a bank loan 

[3] surplus units buy negotiable certificates of deposit in the primary market 

[4] surplus units buy bonds in the primary market 

[5] the SARB sells SARB debentures to banks 

 

The correct answer is of course option [4]. See section after activity 1.1 and activity 1.2 in the study 

guide for a discussion of direct and indirect financing. 

 

Note that the question in the stem may sometimes be in the negative, which means that you need to 

read it VERY CAREFULLY. Study the example below. 
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Which one of the following is not an example of a money market instrument? 

 

[1] treasury bill 

[2] bankers’ acceptance 

[3] share 

[4] SARB debenture 

[5] negotiable certificate of deposit 

 

The correct answer here is option [3] because all the others are examples of money market 

instruments. See section 10.6 of the prescribed textbook for a discussion of money market instruments 

and chapter 12 for a discussion of the equity market. 

 

The stem may also take the form of an incomplete statement. You then need to choose the correct 

phrase to complete the statement, for example: 

 

A primary market for financial instruments is a market in which only instruments … . 

 

[1] issued by ultimate borrowers are traded 

[2] issued by financial intermediaries are traded 

[3] issued for the first time are traded 

[4] listed on an exchange are traded 

[5] with a maturity of one year or less are traded 

 

The correct answer is option [3]. See section 1.3.4 of the prescribed textbook. 

 

Some of the questions will provide a list of statements, more than one of which may be correct. You then 

have to choose the ONE combination that contains all the correct statements, for example: 

 

Which of the following statements are correct? 

 

A bankers' acceptance is … . 

 

[a] a primary instrument 

[b] an indirect instrument 

[c] a discount instrument 

[d] an interest add-on instrument 

 

[1] a c 

[2] a d 

[3] b c 

[4] b d 

 

The correct answer is option [1]. See section 10.6.3 of the prescribed textbook. 
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2 DISCUSSION OF ASSIGNMENT 01/2014 

 

Section 2.1 deals with the first ten and last two questions of this assignment. You may find it interesting 

to learn more about your fellow students and how they feel about the course.  

 

Section 2.2 deals with questions 11 to 20, which are really the questions in which we test your 

knowledge of the first two study units. 

 

2.1 Discussion of ECS2605 student profile and viewpoints 

 

This tutorial letter was finalised before the due date for Assignment 01, therefore we were unable to 

include a discussion on the student profile and viewpoints in this tutorial letter. However, we will do this 

analysis and put it on the website under Additional Resources, where you will be able to access it. 

 

2.2 Guidelines for answering Assignment 01/2014 

 

Unless otherwise stated, all page and section references are references to the prescribed textbook 

Understanding South African financial markets (2012 edition).  

 

11. As explained in section 1.3.4 (2nd last paragraph on page 15) monetary policy in South Africa 

consists mainly of the central bank (the SARB in SA) creating a liquidity deficit for the private 

banking sector and then financing it through repurchase transactions. Most of the instruments that 

the SARB buys to create the deficit are money market instruments and repurchase transactions 

normally expire within 7 days, and are therefore also money market instruments. Therefore 

monetary policy is mainly played out in the money market. 

 

The correct option is [3]. 

 

12. Except for statement [2], all the statements describe important functions of the financial system. 

Make sure that you understand what each statement refers to. Statement [2] is not correct because 

the financial system ensures that the problem of asymmetric information is decreased. Asymmetric 

information means that the borrower has more information about the potential project for which 

financing is required than the lender. Because banks and other financial institutions make it their 

business to collect information to use when providing finance, this problem is decreased, though it 

may not be overcome totally. 

 

The correct option is [2]. 
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13. The correct answer here is option [3]. The 2007/08 financial crisis is discussed in section 1.6 of the 

prescribed textbook. One of the most important causes of the sub-prime crisis is that interest rates 

in the USA were kept too low for too long. This resulted in high risk lending and when interest rates 

started to increase, these high risk borrowers could not pay back the amounts they had borrowed.  

 

Statement [1] is not correct. South Africa and other developing countries did not contribute to the 

causes of the 2007/08 financial crisis, although all were affected by it. 

 

Statement [2] is also not correct. When saving exceeds investment in any economic unit, that 

economic unit is usually financially sound. However, if investment never exceeds saving, economic 

growth can’t take place. Therefore it is important that borrowing and money creation by banks take 

place to finance economic growth. However, as the financial crisis has taught us, credit creation is 

a process that should always be regulated closely and with consideration of possible 

consequences. 

 

Statement [4] is not correct. A fatal mistake of the rating agencies was that they did NOT include 

the risk profile of the ultimate borrowers when they rated the collateralised debt obligations (CDO). 

 

Statement [5] is not correct. The regulators failed to take into account the consequences of the low 

quality of the ultimate borrowers of the CDOs that were created, and thereby increased the risk 

profile of the economy. 

 

The correct option is [3]. 

 

14. Section 5.3.1 of the prescribed textbook provides a brief overview of the financial regulatory 

landscape in South Africa.  

 

Statement [1] is incorrect. The granting of loans and credit is regulated by the National Credit 

Regulator (NCR). Statement [2] is incorrect. In terms of the Security Services Act (SSA) which was 

replaced with the Financial Markets Act in 2012 the central securities depositories such as 

STRATE operate as self-regulating organisations (SROs). Statement [3] is correct. The JSE is a 

self-regulatory institution. Statement [4] is incorrect. The Financial Intelligence Centre (FIC) is 

responsible for the control of anti-money-laundering activities in the economy. Statement [5] is 

incorrect. Medical schemes are registered with the Registrar of Medical Schemes which forms part 

of the Department of Health. 

 

The correct option is [3]. 
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15. This question is based on the quantity theory of money as discussed in section 1.3.5. According to 

this theory: 

∆M x ∆V = ∆P x ∆real GDP 

As explained in section 1.3.5, if V is assumed to be stable, then  

∆M = ∆P +∆Real GDP 

Therefore is ∆P = 6% and ∆Real GDP = 3%, ∆M = 6% + 3% = 9%. 

 

The correct option is [2]. 

 

16. Question 16 is based on section 3.3.1 of the prescribed textbook. Statement [1] is incorrect and 

statement [3] as well. The income from bank intermediation is their interest income. As stated in 

the third paragraph after the bullets on page 68, in 2010 non-interest income made up 51% of 

South African banks’ income while net interest income accounted for 49%. Statement [2] is 

incorrect as interest income is cyclical, which is the reason why banks prefer non-interest income 

as it is much more stable. Statement [4] is correct. Due to increasing competition from other 

financial intermediaries in investment and loan products, banks are faced with an eroding interest 

margin, which decreases their interest income. Statement [5] is incorrect. When banks charge their 

customers for managing their surplus funds by investing it in different types of financial assets, this 

forms part of the non-interest income of banks. 

 

The correct option is [4]. 

 

17. When a bank’s customer deposit cash with the bank, the bank’s cash assets increase and the 

bank’s deposit liabilities also increase. Therefore statement [1] is correct. 

 

Statement [2] is incorrect. When a bank provides a loan to a customer for R5 000, the increase in 

loans outstanding forms part of the assets of the bank. This is because outstanding loans 

represent funds receivable and are therefore regarded as assets. 

 

Statement [3] is incorrect. As explained in section 3.4 banks hold only a small percentage of their 

total deposit liabilities in the form of cash. This is because they are aware that all customers will 

usually not withdraw their full deposits. This is the way in which a bank operates and why it can 

create money. 

 

Both statements [4] and [5] are incorrect. The risk that their borrowers may not pay back their loans 

is called default risk. 

 

The correct option is [1]. 
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18. Question 18 is based on section 3.5.1 of the prescribed textbook. 

 

Statement [1] is incorrect. The Basel requirements are set by the Bank for International 

Settlements (BIS). 

 

Statement [2] and [5] are both incorrect. The minimum capital-adequacy ratio for SA banks that are 

set in the Banks Act of 1990 is higher than the minimum requirements recommended under Basel 

II and SA banks comfortably exceeds the prescribed minimum. 

 

Statement [3] is correct. Basel I recommendation focused on credit risk but under Basel II market 

risk and operational risk have been added to the risk profile of banks that has to be assessed. 

 

Statement [4] is incorrect. South African banks have to hold 5% of total liabilities against the 

public (i.e. total deposits held) as their daily liquid asset requirement. 

 

The correct option is [3]. 

 

19. Question 19 is based on section 2.3.1 of the prescribed textbook. The instruments that the SARB 

have at its disposal to influence the liquidity deficit of the banking sector are the following: 

 a change in the cash reserve requirements of banks 

 open market operations, which involves 

o buying or selling of securities or foreign exchange in the open market 

o reverse repurchase transactions 

o foreign exchange swap transactions 

 

Therefore, the correct option is [1]. 

 

20. This question tests if you understand the effect of monetary policy aimed at influencing the liquidity 

deficit of the banking sector. 

 

The number of reverse repo transactions that the SARB can enter into is limited by the size of its 

bond portfolio. Reverse repo transactions involves selling bonds from the SARB’s bond portfolio to 

the banks to drain excess cash and therefore increase the liquidity deficit of the banking sector. 

The SARB can also sell bonds in its possession and therefore the number of transaction is limited 

by the number of bonds that the SARB holds. 

 

Statement [2] is incorrect. Foreign exchange swap transactions will only have a temporary effect on 

the foreign exchange reserves of the SARB. This is because this transaction will be reversed when 

the contract matures and the foreign exchange reserves will flow back to the SARB. 

 

Statement [3] is incorrect. When the SARB purchases securities in the open market, rand flows to 

the banking sector and therefore the liquidity deficit of the banking sector will be reduced. 
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Statement [4] is incorrect as open market operations also involve the issue of SARB debentures. 

This takes place in the primary market as it refers to an issue of financial instruments. 

 

Statement [5] is correct. If the SARB sells government bonds to the banking sector in the first leg of 

a reverse repurchase transaction, this result in a flow of rand to the SARB and therefore the 

liquidity deficit of the banking sector increases in the first leg of the transaction. In the second leg 

the transaction is reversed, therefore rand will then flow back to the banking sector and the liquidity 

deficit of the banking sector will be decreased. 

 

The correct option is [5]. 
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3 GUIDELINES FOR ANSWERING ASSIGNMENT 02/2014 

 

Assignment 02 is based only on the calculations that form part of study units 4 and 5. If you can answer 

these questions, it means that you have mastered the calculations, but it does not necessarily mean that 

you have mastered all the theory and knowledge regarding the financial markets and instruments. You 

can evaluate yourself by completing exercises 03 and 04. 

 

Unless otherwise stated, all page and section references refer to the prescribed textbook: Understanding 

South African financial markets (2012 edition). 

 

1. NCDs are interest add-on instruments. On issue Bank Red received R2 500 000 per NCD which is 

the nominal value of the interest add on instrument. All interest add-on instruments are sold by the 

issuer at their nominal value and that’s the amount that the buyer of this debenture will have to 

pay. 

 

The correct option is [3]. 

 

2. The consideration of this debenture in the secondary market can be obtained after first calculating 

the maturity value (MV) of the instrument. 

 

MV = NV x (1 + i x n) 

= R2 500 000 x (1 + 0,08 x 91/365) 

= R2 500 000 x (1 + 0,019945) 

= R2 500 000 x 1,019945 

= R2 549 863 

 

The proceeds (P) are therefore calculated as follows: 

 

P = MV / (1+ i x n) 

= R2 549 863/ (1 + 0,075 x 41/365) 

= R2 549 863/ (1 + 0,0084246) 

= R2 549 863/ 1,0085346) 

= R2 528 561 

 

The correct option is [4]. 

 

3. We can determine if the seller in the secondary market realised a capital profit or loss by 

comparing the interest rates at which the instrument was bought and sold. As this NCD was bought 

at an interest rate of 8% and sold at a lower interest rate of 7,5%, we know that a capital profit 

was realised (recall the inverse relationship between interest rates and prices). 

 

Capital profit = Total income - accrued interest 
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Total income is equal to the consideration less the purchase price of the instrument. This 

instrument was bought at a price of R2 500 000 and sold at a price of R2 528 561 (see question 2 

above) in the secondary market. 

Therefore total income = R R2 528 561– R2 500 000 = R28 561 

 

To calculate accrued interest we use the interest rate at which the seller bought the instrument, in 

this case 8%, and the number of days that it belonged to the seller, that is, 50 days: 

Accrued interest = Amount paid x i x nh 

 = R2 500 000 x 0,08 x 50/365 

 = R27 397,26  

 

The capital profit = R28 561 - R27 397 = R1 164. 

 

The correct option is [1]. 

 

4. The seller in the secondary market’s yield rate is calculated as follows: 

 

Annual yield = Total income/Amount paid x 1/nh 

= (R28 561 /R2 500 000) x 365/50 

= 0,0834 

= 8,34% 

 

The correct option is [4]. 

 

5. Instrument A is a treasury bill and therefore a discount instrument. The following formula will 

therefore be used to calculate the price of instrument A on 1 March 2014: 

 

Consideration = NV(1 – id x  n) 

 = R 1 020 000 (1 – 0,0786 x 91/365) 

 = R 1 020 000 x 0,980404 

 = R1 000 012 

 

The correct option is [2]. 

 

6. Instrument B is a SARB debenture and therefore an interest add-on instrument. To calculate the 

price of instrument B in the secondary market we therefore first have to calculate the maturity value 

of the SARB debenture and then use this to calculate the price on 1 March 2014. To calculate the 

maturity value we use the interest rate at which the interest add-on instrument was issued (i.e. 6%) 

and the number of days left until maturity on the issue date (i.e. 119 days). The following formula 

will be used to calculate the maturity value of the SARB debenture: 
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MV = NV x (1 + i x  n) 

 = R 1 000 500 (1 + 0,06 x 119/365) 

 = R 1 000 500 x 1,019562 

 = R1 020 071,42 

 

This maturity value can now be used to calculate the price on 1 March 2014. The interest rate that 

will be used is the interest rate at which it trades on 1 March 2014 (i.e. 8,050%) and the number of 

days left until maturity on 1 March 2014 (i.e. 91 days) will be used to calculate the consideration on 

1 March 2014: 

 

P = MV / (1 + i x n) 

= R 1020 071,42 / (1+ 0,0805 x 91/365) 

= R 1020 071,42 / 1,020070 

= R 1 000 002 

 

The correct option is [2]. 

 

7. As instrument A is a treasury bill which is a discount instrument the maturity value of this 

instrument is equal to the nominal value. Therefore the maturity value is R1 020 000. 

 

The correct option is [3]. 

 

8. We calculated the maturity value of instrument B in question 6 as we needed this to determine the 

price in the secondary market. The maturity value is R1 020 071,42. 

 

The correct option is [3]. 

 

9. The amount needed to buy each of these instruments is about R1 000 000 (see calculation of 

market prices in questions 5 and 6). As both are issued by the government or a semi-government 

institution (the SARB) the risk attached to the two instruments is about the same. Therefore the 

only consideration is the yield. The yield on instrument A, the treasury bill first has to be calculated 

using the appropriate formula: 

iy = (discount amount/consideration) x (1/n) 

 

The discount amount is the difference between the nominal value and the consideration: 

Discount amount = R1 020 000 - R1 000 012 = R19 988. 

 

Note that 1/n is the inverse of n, therefore if n = 91/365 then 1/n = 365/91 

 

Therefore 

iy = (R19 988/R1 000 012) x (365/91) 

= 0,01997706 x 365/91 

= 0,08017 or 8,02% 
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The yield on instrument B, the SARB debenture is given, namely 8,05%. Therefore the instrument 

that will yield the highest return is instrument B, the SARB debenture. You will notice that the 

difference between the yields is not very big and this is because the risk profiles of the two 

instruments are similar. 

 

The correct option is [2]. 

 

10. Green Bank is the party experiencing a deficit and through this repurchase agreement Green Bank 

agrees to sell these bonds to the SARB for the period of seven days, receiving the market value of 

the bonds on 1 March 2014 to finance their deficit. On 8 March Green Bank will pay the amount 

that they received from the SARB in the first leg back to the SARB plus interest for the seven days 

calculated at the repurchase rate. 

 

To calculate the amount that Green Bank will receive from the SARB on 1 March 2014 we multiply 

the principal value of the five bonds (5 x R1 000 000) with the market price (R103,5% or 1,035) on 

1 March 2014: 

R5 000 000 x 1,035 = R 5 175 000 

 

The correct option is therefore [3]. 

 

11. On 8 March Green Bank will pay back the amount borrowed in the first leg (R 5 175 000) plus 

interest for seven days calculated at the repo or repurchase rate (5,25% or 0,0525). 

 

Repurchase amount = N x (1 + i x n) where N refers to the amount paid in leg 1 

 = R5 175 000 x (1 + 0,0525 x 7/365) 

 = R5 175 000 x 1,001007 

 = R5 180 211 

 

The correct option is [2]. 

 

12. Since the bond is being sold at a market price of R125,50%, which is higher than R100,00% this 

means it is trading at a premium. The running yield of this bond is calculated as annual income 

divided by buying price: 

 

Running yield = annual income / buying price = 12/125,5 = 0,09562 or 9,562% 

 

Statements c and e are correct. 

 

The correct option is [3]. 
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13. This bond traded at market price of R125,50% on 15 October 2013. As this bond trades after the 

previous coupon payment date (30 June 2013) but before the register closing date (30 November 

2013) for the next coupon payment date, this bond trades cum interest and interest for the period 

from 30 June 2013 until 15 October 2013 (i.e. 107 days) accrues to the seller. The total annual 

interest on this bond is R3 000 000 x 12% = R3 000 000 x 0,12 = R360 000. 

 

Accrued interest for 107 days = R360 000 x 107/365 

= R360 00 000 x 0,293150 

= R105 534 

 

The correct option is [4]. 

 

14. As this bond traded cum interest, the accrued interest should be added to the clean price to 

calculate the all-in price. 

Clean price = (125,5/100) x R3 000 000 

= 1,255 x R3 000 000 

= R 3 765 000 

All in price = clean price + accrued interest 

= R3 765 000 + R105 534 

= R3 870 534 

 

 Therefore the correct option is [5]. 

 

15. This bond traded at market price of R95,50% on 12 December 2013. As this bond trades between 

the register closing date (30 November 2013) and the next coupon payment date (31 December 

2013), this bond trades ex interest and interest for the period from 12 December 2013 until 31 

December 2013 (i.e. 19 days) accrues to the buyer. The total annual interest on this bond is R3 

000 000 x 12% = R3 000 000 x 0,12 = R360 000. 

 

Accrued interest for 19 days = R360 000 x 19/365 

= R360 00 000 x 0,52055 

= R18 740 

 

As this bond traded ex interest, the accrued interest should be subtracted from the clean price to 

calculate the all-in price. 

Clean price = (95,5/100) x R3 000 000 

= 0,955 x R3 000 000 

= R 2 865 000 

All in price = clean price - accrued interest 

= R2 865 000 - R18 740 

= R2 846 260 

 

Therefore the correct option is [3]. 
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16. If foreign exchange dealer quotes a price of USD/ZAR 9,267/9,867, this means that  

the dealer buys 1 USD = ZAR 9,267 

the dealer sells 1 USD = ZAR 9,867. 

 

Since the client wishes to sell ZAR, the dealer must be prepared to buy ZAR and sell USD in 

return. 

The dealer sells USD at 1 USD = ZAR 9,867 

Therefore 1/9,867 USD  = ZAR 1 

1/9,867 x 1 000 000 USD = ZAR 1 000 000 

101 348 USD  = ZAR 1 000 000 

 

The correct option is [1]. 

 

17. If foreign exchange dealer quotes a price of ZAR/EUR 0,0765 / 0,0785, this means that  

the dealer buys 1 ZAR = EUR 0,0765 

the dealer sells 1 ZAR = EUR 0,0785. 

 

Since the client wishes to sell ZAR, the dealer must be prepared to buy ZAR and sell EUR in 

return. 

The dealer buys ZAR at 1 ZAR  = EUR 0,0765 

Therefore 1/0,0765 USD  = EUR 1 

1/0,0765 x 1 500 000 USD = EUR 1 500 000 

19 607 843 USD = EUR 1 500 000 

 

The correct option is [2]. 

 

18. A put option gives the holder the right to sell at the strike price but not the obligation. A seller wants 

to sell at the highest price possible and will therefore only exercise the option if the strike price is 

higher than the current market price. If the strike price is lower than the current market price the 

option will not be exercised. Therefore if the current price of maize is higher than the strike price of 

R3 500 a ton, the option will not be exercised. But if the current price of maize is lower than the 

strike price of R3 500 a ton, the option will be exercised. Therefore this option will only be 

exercised in the case of A, when the market price is R3 000 a ton. All the other prices are higher 

than R3 500 a ton. 

 

The correct option is [1]. 
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19. When an option is in the money it means that it will be profitable for the holder to exercise the 

option. Dynamic Exporters have an option to buy ZAR and sell 1 million Chinese Yuan Renminbi at 

an exchange rate of ZAR/CNY 0,6218. The option expires on 31 May 2014. Therefore, if the option 

is exercised Dynamic Exporters will buy ZAR at a price of 1 ZAR = CNY 0,6218. An exporter will 

always conduct the transaction at the exchange rate at which he can make the most profit. The 

weaker the rand, the more ZAR will be received for the same amount of CNY. Therefore an 

exporter that has to exchange foreign currency for ZAR will prefer a weaker exchange rate. If the 

current market exchange rate is weaker than the strike exchange rate, for example, ZAR/CNY 

0,6008, the option will not be exercised and it is out of the money. If the current market exchange 

rate is stronger than the strike exchange rate, for example, ZAR/CNY 0,6818, the option will be 

exercised and it is in the money. Therefore the option will not be exercised at an exchange rate of 

ZAR/CNY 0,6008 or ZAR/CNY 0,6118 and it is out of the money, but it will be exercised at an 

exchange rate of ZAR/CNY 0,6818 and an exchange rate of ZAR/CNY 0,7218 and is in the money. 

 

The correct option is therefore [4]. 

 

20. If the rand-euro-exchange rate changes from EUR/ZAR 13,550 to EUR/ZAR 14,001 this means 

that you now get more South African rand for one euro. Therefore the rand has depreciated. This 

means that statement A is correct and B is incorrect. South Africans will now have to pay more 

rand for the same amount of euros, and therefore European products will become more expensive 

for South Africans. Statement C is incorrect. As Europeans will now get more rand for one euro it 

means that goods priced in rand will now become less expensive for Europeans. Therefore 

statement D is correct. 

 

Therefore the correct option is [2]. 
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4 OCTOBER/NOVEMBER 2013 EXAMINATION PAPER 

 

In this section we will provide you with the October /November 2013 examination paper. Note that the 

formula page that appears at the end of study unit 4 in the study guide and in section 17 of Tutorial 

Letter 101 will also be provided in the examination. 

 

In section 1 of this tutorial letter the structure of the May/June 2014 paper is discussed. 

 

In section 4.2 we provide guidelines for answering question 1 of section A of the examination paper. In 

section 4.3 we provide guidelines for answering question 1 of section B of the examination paper. 

Together with the guidelines for answering the essay-type questions in Assignment 03 (in Tutorial Letter 

101/2014), this should provide a clear indication of what we expect from you when you answer essay-

type questions in the examination. In section 4.4 we provide answers to the multiple-choice questions in 

section C of the paper. 

 

4.1 The October/November 2013 examination paper 

 

Read all instructions CAREFULLY before answering the questions: 

 

This paper consists of three (2) sections: A, B and C. 

 

Section A consists of compulsory essay-type. 

 

Section B consists of 3 elective essay-type questions. You have to answer any two of the three 

questions. 

 

Section C consists of 25 multiple-choice questions. You have to answer all the questions on the 

mark reading sheet and also supply your answers on the worksheet. 

 

SECTION A – COMPULSORY ESSAY-TYPE QUESTIONS 

 

Answer ALL the following questions in the space provided. Section A counts 20 marks in total. 

 

(a) Differentiate between the primary and the secondary bond market. (2) 

 

(b) Provide three examples of how the SARB drains excess liquidity from the market. (3) 

 

(c) List four functions of the financial system. (4) 

 

(d) Discuss the role of microfinance institutions in the economy. (5) 
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(e) Say whether the following statements are true or false. Motivate your answer. 

(i) Demand deposits made by the public represent the assets of a commercial bank. (2) 

(ii) A characteristic of an efficient market is that prices respond gradually to the release of new 

information. (2) 

 

(f) Define the concept ―reinsurance‖. (2) 

 

[20] 
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SECTION B – ELECTIVE ESSAY QUESTIONS 

 

Answer any TWO of the three questions in section B. Each question carries 15 marks. Section B 

therefore counts 30 marks. If you do more than two questions, only the first two questions will be 

marked. 

 

QUESTION B1 

 

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

banks.  (4) 

 

(b) What is the purpose of the Financial Stability Committee (FSC)? (2) 

 

(c) List two of the elements of inflation targeting. (2) 

 

(d) Please read the following quote from an article that appeared in the Business Day and 

answer the questions that follow: 

 

 

IMF sees ‘only gradual’ recovery for SA 

 

BDLIVE 13 MAY 2013, 06:10 

 

SOUTH Africa will recover "only gradually" from the 2.5% economic growth last year, the 

International Monetary Fund (IMF) warned in its sub-Saharan Africa regional economic outlook 

report on Friday, a development that would mean weak investment by private companies and a 

continuation of the country’s unemployment problem. The IMF expects output in the region to 

accelerate to 5.4% this year and 5.7% next year, following growth of 5.1% last year. Investments 

and exports would drive growth in many countries in the region from the expenditure side, while 

construction, agriculture, and new extractive industry capacity coming on stream was seen as 

leading production-side growth. 

 

Despite strong expansion expected in most countries in the region, those like South Africa with 

close links to European markets through export channels would take strain this year amid a slow 

global economic recovery. The IMF predicts South Africa’s economy will accelerate to 2.8% this 

year and rise to 3.3% in the following one. 

 

The latest Treasury and Reserve Bank forecasts are for the economy to expand by 2.7% this 

year, a view some economists do not share. "We forecast a 2.4% economic growth rate this year 

because we expect a moderation in domestic demand growth," Rand Merchant Bank global 

markets senior economist Carmen Nel said. "We see slowing consumption growth, private fixed 

capital formation, and export growth." 
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IMF senior deputy MD David Lipton, who was in South Africa last week, also warned on growth, 

saying the IMF’s 2.8% outlook for the local economy was "very uncertain" and dependent on 

resilience in the global economy as well as increased export demand from the region and China. 

With a limited fiscal policy space in South Africa, pressure is now falling on the South African 

Reserve Bank to further cut interest rates. The IMF appeared to back views of further monetary 

policy easing in countries that could afford to do so, saying further stimulation would be needed in 

the event of a "significant downturn" in the global economy. "Countries with monetary autonomy 

and strong track records of containing inflation — such as South Africa — can ease monetary 

policy to provide support to demand," the report said. Rising inflation in South Africa has been 

counting against an interest rate cut, despite some economic data pointing to a weak economy. 

 

(i) What is meant by an ―easing‖ of monetary policy? (1) 

(ii) What is meant by the ―limited fiscal policy space‖ referred to in the final paragraph of the 

article, and how does this contribute to pressure on the SARB to cut interest rates? (3) 

(iii) Why is there pressure on South African exports ―amid a slow global economic recovery‖? 

How would this affect the growth outlook for the South African economy?  (3) 

[15] 

 

QUESTION B2 

 

(a) Explain two advantages and two disadvantages EACH of a defined benefit retirement fund and a 

defined contribution retirement fund for members (employees).  (8) 

 

(b) Regulation may have adverse consequences in the economy. True or false? Clearly explain your 

viewpoint. (3) 

 

(c) Read the following extract from an article that appeared on the Fin24 webpage and answer the 

questions that follow. 

 

Rand ends first week of 2012 steady 

 

Jan 06 2012 18:31 Reuters 

 

Johannesburg - The rand held steady against the dollar on Friday and was largely range-bound at 

the end of a week characterized by low liquidity as South African traders slowly returned to work. 

 

Reassurances about the euro’s future from International Monetary Fund chief Christine Lagarde 

during a visit to South Africa did little to the rand, which was at 8.1395 at 1605 GMT, a shade 

firmer than Thursday’s close at 8.19. 

 

Lagarde did say that Africa’s biggest economy should have prepared itself for spill-over from any 

worsening of the euro zone sovereign debt crisis. 
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(i) Define the foreign exchange market. (1) 

(ii) According to this report, what is meant by the rand being ―firmer‖? (1) 

(iii) How would improvement in the Euro zone or reassurance about the Euro’s future affect the 

value of the rand? (2) 

 

[15] 

 

QUESTION B3 

 

(a) What is the key difference between ordinary shares and preference shares in the event of a 

company being liquidated? (2) 

 

(b) What is a vanilla interest rate swap? (2) 

 

(c) Explain the role that speculators play within the derivatives market. (3) 

 

(d) The following is an extract from a report that appeared on the Reuters.com website. Please read it 

and answer the questions that follow: 

 

Fitch downgrades SA, cites political tensions 

 

Reuters | Thu Jan 10, 2013 2:18pm EST 

 

NEW YORK - Fitch Ratings on Thursday cut South Africa's sovereign credit rating to BBB from 

BBB-plus, citing rising social and political tensions and the inability of the government to 

implement effective reforms. 

 

The economic growth performance and prospects for Africa's biggest economy had deteriorated, 

affecting public finances and exacerbating social and political tensions, Fitch said in a statement. 

 

"Subdued growth, coupled with rising corruption and worsening government effectiveness, have 

constrained the government's ability to improve living standards, reduce the 25.5% 

unemployment rate and redress historical inequalities as rapidly as the population demands," it 

added. 

 

Fitch however changed the outlook on South Africa's credit to stable from negative, saying the 

country's credit strengths limited likelihood of a further potential downgrade over the typical two-

year outlook horizon. 

 

The Fitch move was largely expected after S&P cut South Africa's credit rating by one notch to 

BBB in October, with a negative outlook. 
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Rand, bonds hit 

On Friday, the rand and government bonds weakened after the overnight downgrade. Bond 

yields, particularly the shorter end of the curve, were also supported by data showing 

manufacturing output beat forecasts in November, all but closing the door to monetary loosening 

at the central bank's policy meeting later this month. 

 

The yield for the 13-year benchmark added 6 basis points to 7.165% while the paper due in 2015 

was up 5 basis points at 5.37%. 

 

The rand hit a session low of 8.69/dollar, its weakest in over a month, and was at 8.6750 by 0640 

GMT, down 0.29% from Thursday's New York close at 8.65. 

 

Local debt will likely remain under pressure ahead of the Reserve Bank's Jan 22-24 meeting, 

where it is likely to leave the key repo at a four-decade low of 5.0%. 

 

Unrest, previous downgrades 

A month earlier, Moody's cut the rating to A3, which is still two notches above its rivals, citing 

worries about labor unrest and political instability in Africa's largest economy. 

 

(i) Explain what is meant by the statement ―government bonds weakened‖. (2) 

(ii) Explain how the ratings downgrade would influence the ability of the South African 

government to raise funds. (4) 

(iii) What is the likely impact of the downgrade on the South African budget deficit? Motivate your 

answer. (2) 

[15] 
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SECTION C/ AFDELING C 

 

INSTRUCTIONS 

 

(i) Only one of the alternatives per question - listed as 1, 2, etc - is correct. You must therefore not 

mark more than one alternative per question. 

(ii) For a correct answer you receive two marks. No marks are deducted for incorrect answers. 

(iii) Section C consists of 25 questions and thus counts 50 marks out of the total of 100. 

 

C1 Which of the following statements are correct? 

 

(a) An active secondary market enables the central bank to buy and sell financial instruments in 

order to influence the money market deficit. 

(b) An option is a definite agreement to buy or sell, on a set date in the future, a standard 

quantity and standard quality of a specific asset at a predetermined price. 

(c) A futures contract, the underlying asset of which is coffee, is considered to be a financial 

instrument 

 

1. a b c 

2. a b 

3. b c 

4. a c 

5. None of the above. 

 

C2 Which of the following statements are correct? 

 

(a) Short-term insurance provides for pure risk. 

(b) Long-term insurance provides for both pure and speculative risk. 

(c) Short-term insurance deals with certainties, while long-term insurance deals only with 

eventualities. 

 

1. a b c 

2. a b 

3. a 

4. c 

5. None of the above 
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C3 Which of the following provides the MOST appropriate and complete definition of the financial 

market? 

 

1. Market that provides for the channeling of funds from the surplus to deficit economic units. 

2. Involves the mechanisms and institutions that facilitate the trading of securities in the capital 

or securities market. 

3. It is a market that is concerned with the pricing and transfer of risk from risk averse entities to 

those entities able to manage or assume these risks. 

4. It is a market that exists for the trading of different currencies. 

5. Involves the institutions, systems and procedures for the direct and indirect exchange of 

financial assets and risk exposures by economic agents. 

 

C4 When the potential borrowers who are the most likely to default are the ones actively seeking a 

loan .............is said to exist. 

 

1. fraud 

2. asymmetric information 

3. moral hazard 

4. reduction of risk 

5. adverse selection. 

 

C5 Which ONE of the following items appears on the asset side of a commercial bank’s balance 

sheet? 

 

1. A long-term loan from a foreign bank. 

2. A repurchase agreement with the SARB that was conducted to finance a short-term deficit of 

this bank. 

3. An outstanding inter-bank loan given to another bank. 

4. A balance in a call deposit account of a client that is available on demand. 

5. A positive balance on a tax and loan account of the government with this bank. 

 

C6 Which of the following markets are considered to be over-the-counter markets in South Africa? 

 

(a) The money market 

(b) The foreign exchange market 

(c) The equity market 

(d) The bond market 

 

1. a b 

2. c d 

3. b c 

4. a b d 

5. a d 
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C7 Which ONE of the following is not a function of banks? 

 

1. Set the repo rate. 

2. Create money by extending credit.  

3. Provide electronic bank services. 

4. Handle payments via the clearing system. 

5. Act as dealers in foreign exchange. 

 

C8 Which of the following statements are correct? 

 

(a) Monetary and fiscal policies never influence each other. 

(b) The Corporation for Public Deposits invests in long-term instruments. 

(c) The SARB regularly uses changes in reserve asset requirements to influence the size of the 

money market deficit. 

 

1. a b c 

2. a b 

3. a c 

4. c 

5. None of the above 

 

C9 Which ONE of the following role players within the financial system determines the probability of an 

issuer of securities meeting their financial obligations by analysing relevant financial and economic 

data pertaining to the issuer? 

 

1. Brokers and dealers 

2. Financial exchanges 

3. Credit rating agencies 

4. Commercial banks 

5. Financial regulators  

 

C10 Non-profit institutions that are NOT member-based and which extend microcredit to poor 

households for household-based business initiatives are known as 

 

1. Microlenders 

2. micro-enterprise lenders 

3. cooperative financial institutions 

4. friendly societies 

5. stokvel 
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C11 The South African Reserve Bank (SARB) defines its primary objective as the 

 

1. development and maintenance of financial markets. 

2. achievement and maintenance of price stability. 

3. efficient provision of banking services to government. 

4. provision of statistical data and information to the public. 

5. anchoring of the exchange rate.   

 

C12 Which statements with regard to short-term insurance are correct? 

 

(a) If the insured object becomes useless due to wear and tear, the insurer will pay the loss at 

current market value. 

(b) It is to the benefit of the insured to insure under market value as there would be a saving in 

premium. 

(c) The insured has a duty to prevent and minimise loss and damage to the objects insured. 

(d) The policyholder must pay an excess with regard to every successful claim. 

 

1. a b 

2. c d 

3. a b c 

4. a c d 

5. b c d 

 

C13 The rand per cent total price of a 91-day TB, trading at 8,75 per cent discount is 

 

1. R97,818% 

2. R91,250%  

3. R8,750%% 

4. R2,182% 

5. None of the above 

 

C14 Mutual banks differ from commercial banks in respect of which of the following? 

 

(a) Ownership 

(b) Minimum capital requirements 

(c) Mutual banks are not subject to regulation 

(d) Commercial banks are not subject to regulation  

 

1. a b 

2. a c 

3. a b c 

4. a b d 

5. None of the above 



 

28 

 

C15 If Mr A takes out an insurance policy to cover his house against damage, it can be classified as 

which of the following? 

 

(a) Short-term insurance 

(b) Indemnity insurance 

(c) Long-term insurance 

(d) Third-party insurance 

 

1. a b 

2. a c 

3. a b c 

4. a c d 

5. b c d 

 

Questions C16, C17 and C18 are based on the following information: 

 

 

BOND 

Principal value: R15 million 

Coupon rate: 8% 

Issue date: 1 January 2010 

Maturity date: 31 December 2030 

Coupon payment dates: 30 June and 31 December 

 

Bond registers close a month before the coupon payment dates 

 

C16 Based on the information above and the fact that the bond’s current market price is R103,500%, 

which of the following statements is/ are correct? 

 

(a) The running yield on the bond is 8%. 

(b) The running yield on the bond is 10,56%. 

(c) The running yield on the bond is 7,73%%. 

(d) The bond is trading at a discount. 

(e) The bond is trading at a premium.  

 

1. a e 

2. b d 

3. c e 

4. b e 

5. a d 
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C17 Suppose that the bond traded at a market price of R99,00% on 31 October 2012. The number of 

days from 30 June to 31 October is 123 and the number of days from 31 October to 31 December 

is 61. The accrued interest amount was………  

 

1. R198 542 

2. R200 548 

3. R400 340 

4. R404 384 

5. R1 188 000 

 

C18 On 31 October 2012 the clean price was…………………and the all-in price was…………………… 

 

1. R15 000 000 ; R15 404 384 

2. R14 850 000 ; R14 445 616 

3. R14 850 000 ; R14 649 452 

4. R14 850 000 ; R15 050 548 

5. R14 850 000 ; R15 254 384 

 

C19 Which of the following statements about interest rate swaps are correct? 

 

(a) They are regarded as off-balance sheet instruments. 

(b) During the life of the swap, payments between the two parties are based on a notional 

principal amount. 

(c) The periodic payments are executed in two different currencies. 

 

1. a b 

2. b c 

3. a b c 

4. a 

5. c 

 

C20 Payment of dividends to a foreign entity will be reflected in which ONE of the following accounts of 

the balance of payments (BoP)? 

 

1. Trade account 

2. Services account 

3. Income account 

4. Capital account 

5. Financial account 
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Questions C21 and C22 are based on the following instrument: 

 

 

 

 

 

 

 

 

There were 149 days from 1 February 2010 to 30 June 2010. 

 

C21 On 30 June 2010 the holder of this instrument received …… 

 

1. R2 187 500. 

2. R2 372 432. 

3. R2 500 000. 

4. R2 627 569. 

5. R2 812 500. 

 

C22 On 24 March this instrument traded at an interest rate of 13,00%. 

There were 51 days from 1 February 2010 to 24 March 2010 and there were 98 days from 25 

March to 30 June 2010. 

 

 The consideration when this instrument traded on 24 March was …  

 

1. R2 415 683. 

2. R2 500 000. 

3. R2 538 949. 

4. R2 542 247. 

5. R2 627 568. 

 

C23 We say an option is out of the money when 

 

1. the strike price of a put option is lower than the current market price of the underlying 

instrument. 

2. the strike price of a put option is higher than the current market price of the underlying 

instrument. 

3. the strike price of a call option is lower than the current market price of the underlying 

instrument. 

4. the strike price of a call option is equal to the current market price of the underlying 

instrument. 

5. the strike price of a put option is equal to the current market price of the underlying 

instrument. 

Reserve Bank Debenture 

 

Nominal value: R2 500 000 

Issue date:  1 February 2010 

Expiry date: 30 June 2010 

Interest rate: 12,5% 
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C24 If a foreign exchange dealer quotes ZAR/USD 0,10995/0,11007 and a client wishes to buy ZAR 5 

million and sell USD, the client will pay 

 

1. USD 549 753 

2. USD 550 350 

3. USD 45 425 000 

4. USD 45 475 000 

5. USD 50 000 000 

 

C25 Which of the following statements are correct? 

 

(a) If the rand/dollar exchange rate changes from ZAR/USD 0.0841 to ZAR/USD 0.0826, we say 

that the rand has depreciated. 

(b) If the dollar/rand exchange rate changes from USD/ZAR 11.8251 to USD/ZAR 12.444, we 

say that the rand has appreciated. 

(c) If the dollar/rand exchange rate changes from USD/ZAR 9.675 to USD/ZAR 8.342, we say 

that the rand has appreciated. 

 

1. a b c 

2. a b 

3. b c 

4. a c 

5. None of the above 
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FORMULAS FOR ECS2605 

 

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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4.2 Guidelines for answering section A of the October/November 2013 examination paper 

 

a) The primary bond market is for the issue of long-term wholesale marketable securities 

whereas the secondary bond market is for the trading of previously issued long-term 

wholesale marketable securities. (2) 

 

b) Issuing Reserve Bank debentures 

Entering into reverse repos transactions 

Entering into foreign exchange swaps 

Transfers of government deposits in the CPD / Tax and loan accounts 

Outright sale of bonds/securities/foreign exchange 

Minimum reserve requirements (Any 3) 

 

c) Channelling of savings into investments / financing investment 

Pooling of savings 

Efficient allocation of funds 

Transferring of funds through time and across borders 

Money creation 

Provision of an efficient payments system 

Enhanced liquidity and economies of scale 

Reduction of risk 

Price discovery 

Wealth creation (Any 4) 

 

d) Sustainable and inclusive economic growth and development will be assisted by improving access 

to financial services for the poor, the vulnerable and those in rural communities. Microfinance 

institutions increase financial inclusion in South Africa by providing basic financial services to 

South Africans with lower incomes and who live in rural communities with limited or no access to 

formal financial institutions. 

Households that have access to basic financial services are better able to reduce and manage 

many of the risks they face and operate more fully as economic citizens. 

Provide unsecured loans. 

Charge higher interest rates to compensate for higher risk. (Any 5) 

 

e) (i) False – demand deposits made represent the liabilities of a commercial bank. (2) 

(ii) False – a characteristic of an efficient market is that prices respond quickly to the release of 

new information. (2) 

 

f) Reinsurance is the process by which the insurance risk under a policy is transferred in whole or in 

part by one insurer to another. (2) 
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4.3 Guidelines for answering section B1 of the October/November 2013 examination paper 

 

a) Banks generally borrow short (from surplus units) and lend long (to deficit units) / Bank liabilities 

(deposits) are usually of short term maturities while banks’ assets (loans) are usually long-term in 

nature. (2) 

Bank assets are also subject to default risk, while banks always have to be ready to provide 

deposits to customers, i.e. banks’ assets are more risky than their liabilities. (2) 

 

b) The FSC complements the price stability objective of the SARB through the formulation and 

implementation of appropriate macroprudential policy measures to limit the cost of system-wide 

distress in the financial system. (2) 

 

c) Public announcement of medium-term numerical targets for inflation 

Institutional commitment to price stability 

Information-inclusive strategy 

Increased transparency 

Increased accountability (Any 2) 

 

d) (i) Easing of monetary policy = cut in the repo / interest rates (1) 

(ii) South African currently has a large budget deficit, reducing the scope for expansionary fiscal 

policy to stimulate the economy. This leaves the burden on the SARB to pursue 

expansionary monetary policy in order to accelerate growth. (3) 

(iii) A slower global economic recovery implies lower demand by other countries for South 

African exports. Since exports are an important driver of GDP (Y = C + G + I + X – M), lower 

demand for our exports will have a negative effect on economic growth. (3) 

 

4.4 Answers to the multiple-choice questions in section C of the October/November 2013 

examination paper 

 

 

C1 4 

C2 3 

C3 5 

C4 5 

C5 3 

C6 1 

C7 1 

C82 5 

C92 3 

C10 2 

C11 2 

C12 2 

C13 1 

C14 1 

C15 1 

C16 3 

C17 4 

C18 5 

C19 1 

C20 3 

C21 4 

C22 3 

C23 1 

C24 2 

C25 4 

 

 

 

We wish you all the best with your studies. 

 

 

Your lecturers 


