
Supervision 5 Money and Interest Rates

Short question (250 words each)

1. What is the difference between an asset and a commodity? Under what condi-
tions can a commodity turn into an asset?

2. What has been the trend in gold and silver prices in the last few years. Provide
and explanation for the price movements.

3. What led to the money demand becoming unstable since the 1970s?

4. What is the money multiplier? Explain what determines its size.

Essay (500 words)

The United Kingdom has been suffering from high inflation. Discuss how the imple-
mentation of contractionary monetary policy by the Bank of England is likely to affect
the UK yield curve and economic activity.

Problem

1. Suppose the Bank of England’s repo rate is 41/2% and the financial pages in the
newspaper in 2005 contain the following information:

UK GILTS Interest Yield Redemption Yield

Tr 71/2 pc ‘06∗ 7.32 4.31
Tr 43/4 pc ‘10 4.65 4.22
Tr 8 pc ‘15 6.09 4.09
Tr 41/4 pc ‘55 3.76 3.68

∗A bond maturing in 2006 with a coupon rate of 71/2 %.

(a) Compute the price of the Tr 71/2 pc ‘06 Treasury gilt per £100 face value.
Explain how this gilt price is likely to be affected if the Bank of England
reduced the repo rate by 25 basis points.

(b) Draw the yield curve. Provide at least two reasons why the yield curve
could have that shape.
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(c) Assuming the expectations theory of the term structure holds, estimate the
5-year interest rate in 2010. Explain why there may be a term premium that
increases with the term to maturity and how that would affect the estimate.
. [Tripos 2006]
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