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In 2012, the UK Government issued a £100 bond with a coupon of £3 per annum and 40 years
until maturity. Two years later, the interest that could be earned on a similar asset had risen to
6%. What is likely to have happened to the price of the bond and its yield?

A The price of the bond will have risen but the yield
will be unchanged.

B The price of the bond will have fallen but the yield
will have increased.

C  The price of the bond will have risen but the yield
will have increased.

D  The price of the bond will be unchanged but the
yield will have fallen.

[1 mark]
Which one of the following combinations is most likely to increase the risk of bank failures?
Liquidity ratios Capital ratios
A Increasing Falling
B Falling Falling
C Increasing Increasing
D Falling Increasing
[1 mark]
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Which one of the following combinations, A, B, C or D, best distinguishes between the functions
of the money market and the capital market?

Money market

Capital market

The market for issuing new
shares

The market where foreign
currency is exchanged at
some point in the future

The market where
commercial banks provide
short-term loans to each
other

The market where
businesses obtain funds to
finance long-term growth

The market where foreign
currencies are traded

The main market in which
commercial banks lend to
each other

The market where the
government finances its
budget deficit by issuing
bonds

The market where short-term
debt is converted into equity
finance

[=]

[1 mark]

A government issued bond has a nominal value of £100 and the annual coupon is £6. The bond

has 35 years until maturity. Its current yield is 5%. The current market price of the bond is

A

B

C

D

Government policy Extract F (lines 14-17) states ‘Investment forecasts are being revised
downward and on top of speculation of interest rate rises and criticism of the UK’s quantitative
easing programme, the outlook is not looking as good as forecasts first indicated.’

Using the data in the extracts and your economic knowledge, evaluate the effectiveness of

£100

£105

£106

£120

monetary policy in achieving macroeconomic stability in the UK.

o] [o] [o] [o]

[1 mark]

[25 marks]
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Government policy

Extract F: Austerity remains

The Chancellor, George Osborne, has ruled out the possibility that the UK's improving 1
economy will lead to immediate tax cuts or spending increases when he said reducing the

budget deficit would be the priority of his Autumn Statement. The Chancellor said that the UK

was still borrowing too much and that any increase in tax revenues generated from faster

growth would be used to reduce the budget deficit and the national debt. 5

The move comes as no surprise, with the Chancellor stating, "l would just remind everyone
that | still sit down at the table at the G20 with one of the highest budget deficits. The UK still
continues to have some very serious public finance challenges that need to be addressed.”

This week, the IMF revised up its forecasts for UK growth in both 2013 and 2014, six months

after its chief economist, Olivier Blanchard, warned Osborne that he might cause more 10
damage with his austerity plan. However, Osborne responded, “We have a clear plan and we

are sticking to that plan."

The Chancellor's announcement may not be good for UK firms. It is common for business

investment to lead the way when emerging from recession, but not this time. Investment

forecasts are being revised downward and, on top of speculation of interest rate rises and 15
criticism of the UK's quantitative easing programme, the outlook is not as good as forecasts

first indicated.

In explaining its forecast downgrades for net investment over the last three years, the Office

for Budget Responsibility (OBR) cites two main factors. Firstly, problems in credit markets

have made it difficult for firms to borrow to invest. This may have particularly affected small 20
and medium-sized firms that tend to be more reliant on bank financing. This will only be

made worse if interest rates rise. Secondly, the uncertainty generated by the eurozone crisis

and other events has stifled investment.

Source: News reports, 2013
The table below shows different combinations of changes in a commercial bank’s liquidity and

capital ratios. All other things being equal, which one of the following combinations, A, B, C or D,
is most likely to improve the bank’s financial stability?

Liquidity ratio Capital ratio
A Increase Decrease @
5 Increase Increase [2]
C Decrease Increase @
D Decrease Decrease @

[1 mark]
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10.

11.

A company has an issued share capital of £1 million and an outstanding corporate bond issue of
£200 000. To fund its expansion, the company issues additional corporate bonds for £300 000.
All other things being equal, after the issue of the additional corporate bonds the ratio of the
company’s total debt to its equity will be

A 021 [2]
B 031 [=]
C 051 [=]
D 201 [=]

[1 mark]

Commercial banks provide financial services for both individuals and businesses. In 2007-08,
the financial crisis led many to argue for tighter regulation of the banks to prevent problems in
financial markets affecting the real economy. However, financial markets are not the only source
of cyclical instability. Governments can use a variety of policies to try to create a more stable
economy.

Explain the role of commercial banks in the economy.

[15 marks]
A long-dated £100 government bond with a coupon rate of 5% has a current market value of
£125. This implies that the
A current yield on the bond is 4%.
B current yield on the bond is 5%.
C  market rate of interest is 2.5%.
D market rate of interest is 5%.
[1 mark]
The money market is the financial market in which
A companies issue new shares to the public and financial institutions.
B dealers are able to trade foreign currencies.
C long-term company securities and government bonds are traded.
D  short-term finance is provided for companies and governments.
[1 mark]
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12.

The table below contains a simple balance sheet for a bank.

Assets (£ billion)

Liabilities (£ billion)

Central Bank 70

Customer
Cash 20 Deposits 700
Cash held at Money owed to

Central Bank 30

Securities held 130

Money owed to

other banks 170
Shareholders
Loans 730 Equity 100
Other assets 50

Total assets 1000

Total liabilities 1000

From the balance sheet it can be concluded that this bank is

A athreat to financial stability because it holds no capital.

B  an investment bank because it holds non-interest bearing cash.

C earning large profits because most of its assets are loans.

D  most likely to be a commercial bank because its main liabilities are

customer deposits.

—

—

—

-

[1 mark]
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Mark schemes

1.

B
[1]
B
(1]
B
[1]
D
[1]
Areas for discussion include:
. nature of monetary policy
. the Bank of England/MPC and the operation of monetary policy in the UK
. what is meant by macroeconomic stability and the indicators of macroeconomic
performance
. how monetary policy affects macroeconomic performance, eg by influencing
aggregate demand, influencing expectations, impacts on financial markets
. monetary policy transmission mechanisms
. role of interest rates in affecting aggregate demand
. limitations of changes in bank rate, eg likely to be less effective when confidence is
low, may not be reflected in market interest rates, the lower pound problem
. guantitative easing, Funding for Lending, Forward Guidance and other less
conventional monetary measures
. monetary policy as a means of fine-tuning the economy and responding to economic
shocks
. monetary policy and long-run growth
. monetary policy, debt and asset prices
. monetary policy and the exchange rate
. monetary policy in a world of floating exchange rates and ‘unrestricted’ capital flows
. the contribution, or otherwise, of monetary policy to the period of stability (eg
1993-2006)
. the contribution of monetary policy to the credit crunch
. the impact of monetary policy since the credit crunch.
The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.
[25]
B
[1]
C
[1]
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Relevant issues include:

. definitions/explanations: commercial banks, financial markets

. distinguishing between a commercial bank and an investment bank

. giving examples of major commercial or high street banks

. explaining the role of commercial banks:

accepting deposits (current accounts and savings accounts)

lending and credit (loans and mortgages)

access to cash

currency trading

business advice

insurance

cheque and credit card processing

share trading

safety/security

providing an efficient means of payment

promoting saving

. explaining the assumption that commercial banks are profit seeking

. explaining that the basic model of commercial banks is that they lend with higher interest
than the interest paid on saving

. explaining how consumption and therefore aggregate demand (AD) can be affected by
commercial banks

. explaining how investment and therefore AD and aggregate supply (AS) can be affected by
commercial banks

. explaining the role of commercial banks in credit creation.

0O 0 0 0O 000 0O o0 o0 ©

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the student’s response to the question.
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10.

11.

12.

Level of | Response Max 15
response marks
A good response provides an answer that:
» iswell organised and develops a selection of the key issues that are
relevant to the question 11-15
3 » shows sound knowledge and understanding of economic terminology, marks
concepts and principles with few, if any, errors
* includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the response
* includes well-focused analysis with clear, logical chains of reasoning.
A reasonable response provides an answer that:
» focuses on issues that are relevant to the question
» shows satisfactory knowledge and understanding of economic 6-10
: - marks
terminology, concepts and principles but some weaknesses may be
5 present
* includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response
* includes some reasonable analysis but which might not be adequately
developed or becomes confused in places.
A weak response provides an answer that:
* has identified one or more relevant issues
* has some limited knowledge and understanding of economic terminology, 1-5
1 concepts and principles but some errors are likely marks
* has very limited application of relevant economic principles to the given
context and/or data to the question
* might have some limited analysis but it may lack focus and/or become
confused.
[15]
A
(1]
D
(1]
D
(1]
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