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SECTION A 
 
For numerical questions select the answer that is nearest to yours 
Select one answer unless prompted otherwise 
Not all questions carry the same marks 
 
Completing SECTION A 
Place a cross through the letter(s) chosen for your answer. If you make a 
mistake handwrite the letter(s) chosen for your answer in a new column to the 
left of the printed question. It is your responsibility to be clear. Ambiguity will 
result in zero mark for the particular question. 
 
 
Use the information below to answer questions 1 and 2.  
 
A student has written the following in her assignment: ‘equity market 
development, bond market development, and bank development are all 
strongly positively correlated to one another. They are complementary, you do 
not get one without the others. Also, stock markets are not the largest global 
asset market.’ 
 
1. Regarding this narrative: 

 
a. The student is correct because the equity market, bond market, and 

bank lending are strong complements? 
b. The student is incorrect because the equity market, bond market, 

and bank lending need not be complements? 
c. a and b? 
d. Neither is correct? 

3.3 marks total 
 
 
2. Regarding this narrative: 

 
a. The student is correct that stock markets are not the largest asset 

markets? 
b. The student is incorrect because stock markets actually are the 

largest asset markets? 
c. a and b? 
d. Neither is correct? 

3.3 marks total 
 
 
3. What is the purpose behind reinsurance?  

 
a. To deal with random fluctuation. 
b. To limit liability. 
c. To issue catastrophe bonds. 
d. To partially socialise risks. 

3.3 marks total 
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4. Which of the following is an example of mis-estimation in insurance? 
 
a. An insurance company finds that in many years female drivers of 

red cars have higher accident rates than predicted. 
b. Global warming is increasing the incidence of unanticipated 

extreme weather conditions. 
c. A computer virus is due to spread throughout computer networks on 

28 September 2009. 
d. An insurance company reinsures all losses above £20 million. 
e. Exceptionally cold weather leads to a high level of claims for loss 

due to burst water pipes. 
f. A fire in one house on a street of terraced houses leads to every 

house on the street catching fire. 
3.3 marks total 

 
 
5. A friend of yours wants to start a business that offers general insurance. 

You tell your friend that the most important aspects of insurance are 
(choose all correct answers): 

 
a. Getting the premium right. 
b. Holding large amounts of surplus capital. 
c. Being lucky that no major insurance related events occur. 
d. Risk pooling. 
e. Risk transfer. 
f. Catastrophe bonds. 

3.3 marks total 
 
 
6. 26 year old Angelica takes out whole life insurance of £150,000. The first 7 

years pays for the term insurance element. Processing costs for the 
insurer are £500. Assume no administration or profit expenses. For the 
term assurance assume the average delay between receipt of premium 
and payment of claims is 35 years. The discount rate is 5%. What is the 
pure premium as a single lump sum? 

 

a. £11,234 
b. £24,927 
c. £20,966 
d. £20,221 
e. £11,413 

10.0 marks total 
 
 
 
 
 
 
 

Turn over/… 
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7. After graduation, 22 year old Pippa works as a lumberjack in Scotland for 
12 months. She approaches an insurance company for a quotation for 
£200,000 term assurance.  Processing costs for the insurer are £2,000. 
What is the expected cost for the life insurer? 

 
a. £142.2 
b. £151.7 
c. £140.8 
d. £54.1 
e. £53.8 
f. £54.3 

6.7 marks total 
 
 
8. What are the basic characteristics of whole life insurance (choose all 

correct answers)? 
a. It combines term assurance with a savings plan. 
b. The premiums are fixed for the duration of the policy. 
c. The policy lasts for the whole life of the policy holder. 
d. It is a very liquid source of investment. 
e. It is good as a short term commitment. 

3.3 marks total 
 
 
Use the information below to answer questions 9 and 10.  
 
James’s 75 year birthday is today. James lives in a country where annuity 
purchase is optional. James has £100,000 with which to purchase an annuity. 
Annuity rates currently pay an income of £105 for each £1,000 based on life 
expectancy for a male at 75 years. James has looked into his family history 
and found that previous generations live at least until 89 years old. Interest 
rates are 5%. 
 
9. What is the money’s worth of the annuity to an average person on their 

75th birthday (highlight the answer nearest to yours)?   
 
a. 0.78 
b. 0.81 
c. 0.84 
d. 0.87 
e. 0.90 
f. 0.93 
g. 0.96 
h. 0.99 

6.7 marks total 
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10. What is the money’s worth of the annuity to James (highlight the answer 

nearest to yours)?     
 
a. 0.78 
b. 0.81 
c. 0.84 
d. 0.87 
e. 0.90 
f. 0.93 
g. 0.96 
h. 0.99 

6.7 marks total 
 
 
11. When individuals save for retirement they find that risk sharing most often 

occurs once: 
 
a. They join a defined benefit pension scheme? 
b. They are left to make their own personal arrangements? 
c. They join a personal pension scheme organised by an 

intermediary? 
d. They are compelled to save by the government? 
e. They join an employer sponsored defined contribution pension 

scheme? 
3.3 marks total 

 
 
12. A pension fund is tax efficient because? 

 
a. It is easy to evade the tax. 
b. A basic marginal tax payer in work may be a high rate tax payer 

during retirement. 
c. A high marginal tax payer in work may be a basic rate tax payer 

during retirement. 
d. There is no tax on income paid from an annuity. 
e. Other workers help pay the tax. 

3.3 marks total 
 
 
13. The price of a mutual fund can (choose all correct answers)? 

 
a. Vary with supply and demand for mutual fund units. 
b. Depend on movement in the prices of the underlying securities. 
c. Be influenced by whether or not netting is used. 
d. Trade at a premium or a discount to the underlying net asset value. 
e. Never fall to zero. 

3.3 marks total 
 
 

Turn over/… 
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14. The fund accountant for a mutual fund needs to calculate the net asset 

value (NAV). An assistant hands the fund accountant the following 
information. Use the information below to establish what items are 
required.  
 
Assets 
Value of Securities  £17,000,000 
Value of Cash   £400,000 
 
Accrued Values 
Dividends    £50,000 
Borrowings   £60,000 
Staff Breakfast   £5,000 
Custody    £10,000 
Clearing    £1,000 
Manager    £60,000 
CEO’s Chauffeur  £10,000 
Depositary   £10,000 
Transfer Agent   £30,000 
Fund Accountant  £30,000 
Bloomberg Terminals  £20,000 
 

 
 

What is the NAV? 
 
a. £17,249,000 
b. £17,284,000 
c. £17,289,000 
d. £17,299,000 
e. £17,199,000 

6.7 marks total 
 

 
 
15. The theory of financial intermediation does not include?  

 
a. Bonding. 
b. Monitoring. 
c. Indivisibility. 
d. Tax. 
e. Specialisation. 

3.3 marks total 
 
 
Use the deposit multiplier model and the information below to answer 
questions 16, 17 and 18: 
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The money stock is M4 =  C + D where C is notes and coins held by the 
public and D is deposits (D includes reserves held by banks’ as these are 
their own deposits). The monetary base is M0 =  C + R where C is notes and 
coins held by the public and R is reserves (notes and coins held by banks). 
Here, C = cpD where cp is the proportion of deposits the public wish to hold as 
notes and coins and R = cbD where cb is the proportion of deposits that banks 
wish to hold as reserves.  
 
The money multiplier  = M4/M0         or alternatively    (cp + 1) / (cp + cb) 
 
If the following initial values are true: 
 
C = £10m 
cp = 5% 
cb = 5% 
 
 
16. What is the value of M4? 

 
a. £205m 
b. £105m 
c. £210m 
d. £110m 
e. £215m 

6.7 marks total 
 
 
17. What is the value of M0? 

 
a. £15m 
b. £30m 
c. £20m 
d. £25m 
e. £10m 

6.7 marks total 
 
 
18. Debit card counterfeiting leads people to hold £5m more in cash in order to 

make payments. What is the new value of the money multiplier? 
 
a. 5.5 
b. 10.5 
c. 10.0 
d. 5 
e. 5.75 

10.0 marks total 
 
 
 

Turn over/… 
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19. If the Central Bank increases the required reserve ratio, what is the 

expected effect upon credit creation? 
 
a. Increase. 
b. Decrease. 
c. No change. 
d. Not enough information to say. 

3.3 marks total 
 
 
20. According to the monetary base approach to analysing credit creation 

which of the following influence(s) the level of credit creation (choose all 
correct answers)? 

 
a. Customers of bank A make payments from their bank accounts to 

the bank accounts of shop keepers who bank at bank B. 
b. Customers of bank B make payments from their bank accounts to 

the bank accounts of shop keepers who bank at bank C. 
c. New laws encourage part of the ‘informal’ or ‘black’ economy to 

start to use banks for the first time. 
d. Banks’ customers make net drawings of notes and coins from 

banks. 
3.3 marks total 
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SECTION B 
Answer 2 questions from 3 
Each question is worth 35 per cent of the total exam mark. 
 
 
1. Jane Gilbert is close to retirement, and a member of a defined contribution 

pension scheme. She is considering the purchase of a level annuity at 
retirement. 

 
a. Why might an annuity be attractive to Jane?       15 marks total 
 
 
b. What are the principal financial risks for Jane now that she is close to 

retirement and yet to purchase an annuity? 
14 marks total 

 
 
c. Once she has purchased an annuity, what are the principal financial 

risks for Jane? 
14 marks total 

 
d. What are the arguments for and against risk separation within annuity 

pricing based on genetics and socio-economic characteristics? 
22 marks total 

 
e. A 69 year old female believes that annuity rates may be poor value.  

She asks you to advise her about the money’s worth of an annuity that 
will start on her 70th birthday and stop on her 75th birthday.  The annuity 
that the woman is considering purchasing pays £230 per period for a 
single premium of £1,000, with an interest rate of 10%.  
What is the money’s worth of the annuity? What is the annuity 
provider’s administration cost and profit? 

35 marks total 
 
 
2. Commercial banks are being blamed for the current financial crisis, the so-

called ‘credit crunch’. A number of causative factors have been suggested 
under the following topics: 
a. The deposit base. 
b. Loan losses. 
c. Collateralised debt obligations. 
d. Pro-cyclical reserves and/or capital. 
e. Liquidity of capital and liabilities. 
f. Size of capital. 
g. Corporate governance. 

 
Describe each topic in a. to g. above. Critically appraise the contribution of 
each topic to the credit crunch. 

100 marks total 
 

Turn over/… 
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3. Investors in mutual fund ‘Beta Positive’ incur various charges. 0.5% is 
levied per unit/share at fund entry and 0.5% is levied per unit/share at fund 
exit. In addition, subscriptions and redemptions of fund units incur the 
following: 
 
Stamp duty, 50bps. 
Commission, 7bps. 
Spread when buying, 50bps. 
Spread when selling, 50bps. 
Clearing and settlement, 3 bps. 

 
At the start of the week Beta Positive receives buy orders for 200 units and 
sell orders for 260 units. 
 
a. What are the buyers costs and sellers costs under full trading and netting? 

34 marks total 
 
b. List reasons, with a brief supporting explanation, why an investor’s 

experience of saving in a mutual fund will be different to that of saving in a 
defined contribution pension scheme. 

20 marks total 
 
c. List, with a brief supporting explanation, the ways in which investment 

pooling brings about benefits to investors of a mutual fund. 
22 marks total 

 
d. Why might a mutual fund consider using a manager’s box to manage unit 

creation and cancellation in the fund? 
12 marks total 

 
e. With reference to the chart below, when might a mutual fund manager use 

full trading, box management, and netting? Explain your answer. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

12 marks total 
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