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Subject CT7 
 
 

CMP Upgrade 2015/16 
 
  

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2015 study material to 
make it suitable for study for the 2016 exams.  It includes replacement pages where 
appropriate.  
 
Alternatively, you can buy a full replacement set of up-to-date Course Notes at a 
significantly reduced price if you have previously bought the full price Course Notes in 
this subject.  Please see our 2016 Student Brochure for more details. 

 
 
This CMP Upgrade contains: 
 
 all changes to the Syllabus objectives and Core Reading. 
 
 changes to the ActEd Course Notes, Series X Assignments and Question and 

Answer Bank that will make them suitable for study for the 2016 exams. 
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1 Changes to the Syllabus objectives and Core Reading  

1.1 Syllabus objectives  

There are no changes to the syllabus objectives. 
 
 

1.2 Core Reading 

There are no changes to Core Reading. 
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2 Changes to the ActEd Course Notes  

Module 1 
 
Page 5 
 
In the second paragraph, the first bullet point has been changed slightly.  It now reads: 
 
 national output and its growth over time – all else being equal, we would like 

output to grow steadily over time, and in particular, we wish to avoid recessions 

 
Module 4 
 
Page 11 
 
Towards the bottom of the page, under “The benefits to the insured”, at the end of the 
first paragraph of Core Reading, the following sentence has been added: 
 
(To see this, we can use the log utility function for wealth of £100,100 and £100 (as in the 
previous example) to compare the ratio of the utility of wealth (11.5:4.6) with the ratio of 
wealth (1001:1)).  
 
Module 7 
 
Pages 7 and 8 
 
The explanation of the long-run equilibrium of the firm has been extended.  
Replacement pages 7 and 8 are included at the end of this upgrade. 
 
Module 8 
 
Page 10 
 
The sentence at the top of the page has been updated.  It now reads: 
 
However, in recent years, the growth of the discount supermarkets, possibly as a result 
of the recession and the subsequent fall in real earnings, has increased competition and 
resulted in lower prices for consumers.   
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Module 9 
 
Page 5 
 
Under “Advertising media”, the second paragraph has been updated.  It now reads: 
 
In 2014, the composition of total advertising expenditure in the UK was as follows: 
press 17% (down from 45% in 2006); TV 26%; internet 48% (up from 16% in 2006); 
and outdoor, radio and cinema 9%. 
 
Page 8 
 
Under “The effect on profit”, in the third bullet, “price premium” has been changed to 
“higher price (premium)”. 
 
The example has been updated.  It now reads: 
 
A £3 million TV advertising campaign by Dunelm in October 2013, involving 30-
second adverts screened during popular shows such as the X Factor and Coronation 
Street, helped to increase online sales by 60% in the last quarter of the year and increase 
profits by 18% in the second half of the year.   
 
Module 10 
 
Page 11 
 
Under “Other motives for mergers (and takeovers)”, in the second point, a description 
of a “White Knight” has been added, so that “White Knight firm” has been changed to 
“White Knight firm (a rescuer!)”. 
 
Under “Trends in merger activity”, the first bullet point has been updated.  It now reads: 
 
 The number and value of mergers tends to vary with economic growth.  For 

example, merger activity fell dramatically in the recession following the credit 
crisis.  However, merger activity has revived with the economic recovery, and 
between 2013 and 2014, the overall number of mergers increased by 6% and the 
value of mergers increased by 47%. 
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Module 12 
 
Page 12 
 
The example at the bottom of the page has been updated.  It now reads: 
 
Examples include a “windfall” tax on oil companies in the UK in 2005.  These 
companies had earned a windfall profit as a result of large increases in world oil prices.  
In October 2013, Sir John Major, the former Prime Minister, suggested that a windfall 
tax should be levied on profiteering energy companies, which had experienced cost 
rises of about 4% but had increased their prices by about 9%. 
 
Page 16 
 
The example at the top of the page has been updated.  Replacement pages 15 and 16 are 
included at the end of this upgrade. 
 
Under “Direct provision of goods and services”, two of the examples have been 
updated.  Replacement pages 15 and 16 are included at the end of this upgrade. 
 
Module 13 
 
Page 7 
 
The examples have been updated.  Replacement pages 7 and 8 are included at the end of 
this upgrade. 
 
Page 9 
 
In the first example, the “Department of Innovation, Universities and Skills” has been 
changed to the “Department for Business, Innovation and Skills (BIS)”. 
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Module 14 
 
Page 3 
 
The example at the bottom of the page has been updated.  It now reads: 
 
Figures from the Office of National Statistics show that in 2013, UK output per hour 
worked was roughly the same as it was in the pre-downturn year of 2007 and 17 
percentage points below the average for the G7 group of leading industrialised 
countries.  Although the gap had been narrowing up until 2006, the productivity gap has 
since widened.  It is difficult to explain the “productivity puzzle” but possible 
explanations are comparatively low levels of domestic investment (a smaller proportion 
of GDP than other industrialised countries) and lower levels of inward investment.   
 
Module 15 
 
Page 6 
 
Under “Specialisation as the basis for trade”, the second sentence has been extended.  It 
now reads: 
 
Countries have different endowments of factors of production, so specialisation allows a 
country to take full advantage of the strengths of their particular endowments. 
 
Page 18 
 
At the end of the second paragraph, the membership of the WTO has been updated.  In 
2015, the WTO had 161 members. 
 
Page 19 
 
Towards the end of the fourth paragraph, the deadline has been updated.  The WTO 
hopes that the Doha round negotiations can be concluded by July 2015. 
 
Module 16 
 
Page 4 
 
The table showing the constituents of the balance of payments account has been 
updated to include non-produced, non-financial assets.  Replacement pages 3 and 4 are 
included at the end of this upgrade. 
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Page 18 
 
In the middle of the page, the example has been extended.  It now reads:  
 
The European Central Bank, together with the central banks of the USA, UK and Japan, 
bought euros in October 2000 to increase confidence in the currency.  In 2014, the 
Russian Central Bank used $80 billion of its reserves to buy roubles in order to support 
its currency, which had fallen dramatically as a result of falling oil prices (Russia is a 
large oil exporter) and economic sanctions imposed over Russia’s actions in Ukraine. 
 
Module 17 
 
Page 3 
 
The first macroeconomic objective has been changed to read: 
 
1. a steady and sustainable rate of economic growth 
 
Page 4 
 
The first sentence has been extended to read: 
 
The following diagram shows a simplified flow of income between the various sectors 
in an open economy, ie one that trades.  (A closed economy is one that does not trade.)  
 
Page 5 
 
Towards the top of the page, in the second item, “Net taxes (T)”, the first sentence has 
been changed to read: 
 
Direct taxes are taken from factor incomes, eg income tax, and indirect taxes are taken 
from consumer expenditure, eg VAT. 
 
Page 10 
 
In the example, after the second paragraph ending “related to the level of national 
income”, the following has been added: 
 
[We have assumed a simple proportionate relationship between dC  and Y , ie of the 

form dC bY .  However, if there is some autonomous consumption, ie consumption 

that is independent of Y , the relationship would be of the form dC a bY  .] 
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Page 14 
 
At the end of the first section, the last sentence has been changed.  It now reads: 
 
At the time of writing (May 2015), most forecasters were predicting growth of 
approximately 2.5% for 2015. 
 
Page 18 
 
At the end of the first section, the last sentence has been changed.  It now reads: 
 
In February 2015, the UK unemployment rate was 5.6%, with the number of people out 
of work at 1.84 million.  The claimant count was 0.827 million. 
 
Page 22 
 
In the first section, at the end of the third paragraph, the last sentence has been changed.  
It now reads: 
 
In the year to March 2015, the CPI in the UK was unchanged, ie it rose by 0.0%, and the 
RPI rose by 0.9%. 
 
In the first section, at the end of the fourth paragraph, the last sentence has been 
changed.  It now reads: 
 
In the year to March 2015, the GDP deflator increased by 1.7%. 
 
Page 23 
 
Under “Deflation”, at the end of the first paragraph, the following sentence has been 
added: 
 
With inflation at 0% in the UK in 2015, there are some fears of deflation, but the 
Central Bank regards the current situation as a temporary one, resulting from cheaper 
food and a fall in oil prices. 
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Module 18 
 
Page 4 
 
Under “Types of banking”, at the end of the final paragraph, the following sentence has 
been added: 
 
The Banking Reform Act of 2013 began moves in this direction. 
 
Page 6 
 
Under “Taxing the balanced sheet”, at the end of the paragraph, the following sentence 
has been added: 
 
The rate was originally set at 0.05% and has risen nine times since.  In 2015, it was 
increased to 0.21%. 
 
Module 20 
 
Page 19 
 
The first paragraph has been extended.  It now reads: 
 
UK inflation stayed within its target range from 1997 to 2007, before rising in the face of 
increased commodity and energy prices in 2008.  It subsequently fell in 2008-09 in the 
wake of the credit crunch, enabling the Bank of England base rate to be cut to a record 
low of ½% pa in order to stimulate demand.  For much of 2010 through to early 2012, 
CPI inflation was consistently above its target range, due largely to commodity price 
inflation, but the Bank of England chose not to increase interest rates because of the 
fragility of the economic recovery.  Since early 2012, the UK inflation rate has been 
falling, reaching 1% in November 2014 and 0% in February 2015.  However, the Bank of 
England considers the dip below the target range to be a temporary fall resulting from 
lower oil prices and has therefore held the base rate at ½% pa. 
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3 Changes to the Q&A Bank 
 
 

Question Details of any changes 

Question 1B.24 
In the question and the solution, 100k has been changed to 100,000 
to avoid confusion. 

Question 3B.49 

The solution to part (i) has been changed so that the explanation of 
the intervention necessary when the currency is overvalued is  
consistent with the explanation of the intervention necessary when 
the currency is undervalued.  Replacement pages 33 and 34 are 
provided at the end of this upgrade. 

Question 4A.7 

In part (i) of the solution, the formula for the calculation of GDP at 
2003 prices has been corrected (the final answer is unchanged) to 
read: 

GDP at 2003 prices  

= GDP at 2013 prices 2003

2013

GDP deflator 136
750 395.349

GDP deflator 258
      

Question 5B.32 

Part (ii) of the question has been rewritten to make it clearer.  It 
now reads: 
 
Draw, and briefly explain, a diagram to illustrate second-degree 
price discrimination.  On your diagram include an average cost 
curve (label this AC), a marginal cost curve (MC), an average 
revenue curve (AR) and a marginal revenue curve (MR).  Indicate the 
profit-maximising single price and three different prices under 
second-degree price discrimination.    

 



CT7: CMP Upgrade 2015/16 Page 11 

The Actuarial Education Company © IFE: 2016 Examinations 

4 Changes to the X Assignments 
 
 

Question Details of any changes 

Solutions 

The 2016 solutions have been reorganised to make it easier for 
markers to award marks where they are due.  As a consequence, 
most solutions have been split into ½ marks (with no ¼ marks).  A 
small number of 1-mark points have been retained where we think 
that the entirety of the statement/diagram, is in fact required for the 
mark.   
 
We have not given details of these changes in this upgrade. 

Question X1.29 

In the solution, on page 24, the first line after the diagram has been 
extended to read: 
 
If average revenue (AR = price) is greater than P2 (ie the average 
cost at Q*), the firm is making an economic profit.    
 
In the second sentence after the diagram, the first P has been 
corrected to P2  so that the inequality is: P2 > AR > P1. 

Question X2.21 

The questions have been rephrased to read: 
 
(i) Determine the profit-maximising price and output for the 

monopolist.       
 
(ii) Calculate the profit made at this level of output.  
 
(iii) Calculate the price elasticity of demand at this level of 

output.        

Question X2.22 

In the solution to part (ii), equations have been added, so that the 
two lines above the diagram on page 11 now read: 
 
Hence, 30 10BQ  , so 20BQ . 

 
At this output level, 30 0.5 20 20BP     .  

Question X2.23 
The third part of the question has been deleted and the mark for 
part (i) has been increased to [2]. 
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Question Details of any changes 

Question X3.29 

In the solution, on page 14, under the subheading “Monopolistic 
and oligopolistic structures”, the following point has been added: 
 
Alternatively, governments could insist that monopolies invest in 
R&D, eg by legislating that they should spend a certain percentage 
of their turnover on R&D each year.  
 
Under the subheading “Duplication”, the following point has been 
added: 
 
This pooling of resources might allow the R&D team to reach a 
critical size to make the project achievable.  

Question X3.32 

The questions have been rephrased to read: 
 
(i) Define the terms “absolute advantage” and “comparative 

advantage”.       
 
(ii) Explain whether, in a world in which there are only two 

goods, it is possible for one country to have a comparative 
advantage over another country in the production of both 
goods.        

 
(iii) Explain which country has the comparative advantage in 

the production of Good X.     
 
(iv) Explain which country has the absolute advantage in the 

production of Good X.      
 
(v) Explain whether international trade would take place 

between the two countries if the terms of trade were one unit 
of Good Y for one unit of Good X.    

Question X3.33 
Part (iv) of the question has been rephrased to read: 
 
Explain whether the country has a freely floating exchange rate.     

Question X3.34 In part (v) of the question, the word “briefly” has been deleted. 
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Question Details of any changes 

Question X3.36 

On page 22 of the solutions, in the paragraph above the diagram, 
the first sentence has been extended to read: 
 
If MSC MC , an indirect tax equal to the marginal external cost 
(at the social optimum) is imposed to bring the private cost up to 
the social cost.   
 
In the diagram, the tax arrow has been shifted to the right so that it 
is at Qs. 

Question X4.29 

Part (iv) of the question has been rephrased to read: 
 
Explain what would happen to the value of the money multiplier if 
the public decided to hold cash rather than put all their money in 
the banks.  

Question X4.30 

At the end of part (i) of the question, the following instruction has 
been added: 
 
Assume an endogenous money supply. 

Question X4.31 

At the end of the question, the following instruction has been 
added: 
 
In your answer, you do not need to mention the transactions, 
precautionary and speculative motives. 
 
In the solution, references to the transactions, precautionary and 
speculative (asset) demand for money have been removed. 

Question X4.33 

In the solution, the second paragraph has been simplified to read: 
 
In the UK, the inflation target is 2% ( ±1% ) based on the Consumer 
Price Index. 

Question X4.34 
In the solution to part (ii), the third paragraph on constrained 
discretion has been deleted.   
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Question Details of any changes 

Question X4.36 

At the beginning of the question, a diagram has been requested, so 
the question now reads: 
 
Using a diagram, distinguish between equilibrium and 
disequilibrium unemployment and describe appropriate policies to 
reduce the level of both types of unemployment. 
 
In the solution, on page 24, just below the diagram, marks have 
been allocated for describing the LAD , N  and LAS  curves. 

 
On page 25 of the solution, under “policies to reduce 
disequilibrium unemployment”, the first paragraph has been 
deleted. 

Question X4.37 

The questions has been rephrased to read: 
 
Describe policies that a government could introduce to encourage 
economic growth. 
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5 Other tuition services 

In addition to this CMP Upgrade you might find the following services helpful with 
your study. 
 
 

5.1 Study material 

We offer the following study material in Subject CT7: 

● Online Classroom 

● Flashcards  

● Sound Revision 

● MyTest 

● Revision Notes  

● ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

● Mock Exam  

● Additional Mock Pack. 
 
For further details on ActEd’s study materials, please refer to the 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.2 Tutorials 

We offer the following tutorials in Subject CT7: 

 a set of Regular Tutorials (usually lasting two or three full days) 

 a Block Tutorial (lasting two or three full days) 

 a Revision Tutorial (lasting one full day) 

 Live Online Tutorials (lasting three full days) 

 Live Online Revision Tutorials (lasting one full day). 
 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
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5.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.4 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to CT7@bpp.com 
or by fax to 01235 550085. 
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If: 

● the price is P1, then the firm will produce where MR MC , ie at q1 – at this 
price, the firm makes supernormal profit since price exceeds average cost 

● the price is P2, then the firm will produce where MR MC , ie at q2 – at this 
price, the firm makes normal profit since price is equal to average cost 

● the price is P3, then the firm will produce where MR MC , ie at q3 – at this 
price (or any price between P2  and P3), the firm makes less than normal profit, 
but it carries on in the short run because price exceeds AVC 

● the price is below P3, then the firm will supply nothing, since the price does not 
even cover its average variable cost.    

 
Therefore, the firm’s short-run supply curve is the MC curve above minimum AVC.  At 
prices below minimum AVC, the firm will supply nothing. 
 
Since all firms must charge the same price, the short-run supply curve for the perfectly 
competitive industry is the horizontal summation of the short-run supply curves of the 
individual firms. 
 
 

2.3 The long-run equilibrium of the firm 

The long run under perfect competition is the period of time that is long enough for 
new firms to enter the industry. 
 
Price and output are determined in the same way as in the short run.  However, if firms 
are making supernormal profits in the short run, then in the long run: 

● new firms will enter the industry … 

● … leading to an increase in supply (from 1S  to 2S  in Figure 7.5 overleaf) … 

● … and a fall in price (from 1P  to 2P  in Figure 7.5 overleaf) … 

● … until firms are making normal profits again. 
 
Similarly, if firms are making losses in the short run, they will begin to leave the 
industry in the long run, leading to a decrease in supply and an increase in price.  This 
process will continue until the firms remaining in the industry are making normal profit 
again. 
 
So, in the long run, the profit-maximising position ( MC MR ) occurs where normal 
profit is earned ( AR AC ), and since in perfect competition, MR AR , we deduce 
that MC MR AR AC   .   
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Figure 7.5 – Supernormal profit competed away in the long run 

 
For full long-run equilibrium in perfect competition (shown below), the market price 
will be equal to the minimum short-run and long-run average cost of producing the 
good. 

 

 

Figure 7.6 – Long-run equilibrium for a firm in perfect competition 
 
 
Before you go any further, you might like to refer to the Questions and the Checklist for 
Section 2, which are listed at the end of the module. 
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Module 5. 
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Extending property rights might be a useful solution where: 

 there are few and easily identifiable culprits and sufferers (as in the Coase 
example) 

 there are easily identifiable and clearly defined costs. 
 
However, the problems with extending property rights include: 

 the practical difficulties of negotiation where many people suffer, eg pollution 

 the time and expense of negotiation and litigation 

 the inequality in the distribution of legal services and property (unless separate 
measures are taken to address this, eg legal aid for the poor, the extension of 
public property such as parks, museums and the “right to roam”). 

 
 

3.3 Legislation and regulation  

Laws that correct market imperfections are of three main types: 

1. those that prohibit or regulate activities that impose external costs 

2. those that regulate monopolies and oligopolies 

3. those that protect consumers from unsafe products or misleading advertisements. 
 
Examples in the UK include the Clean Air Act (1993), the Town and Country Planning 
Act (1990), the Competition Act (1998), the Sale of Goods Act (1979), the Financial 
Services and Markets Act (2000), Enterprise Act (2002). 
 
Laws that ban or restrict certain activities have the following advantages (+) and 
disadvantages ( ): 

+ simple, clear and easy to administer 

+ safer than alternative policies such as taxes when the danger is great 

+ quickly implemented in the case of an emergency 

  do not encourage further improvements in good behaviour, eg if a “safe” 
maximum is set for emissions, there is no incentive to reduce them below this. 

 
Regulatory systems that investigate practices on a case-by-case basis may be set up in 
addition to/instead of bans and restrictions.  Such bodies:  

+ adopt appropriate remedies in each case 

  can be slow, expensive and weak. 
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For example, under UK competition policy, certain anti-competitive practices are 
banned and others are investigated by the Competition and Markets Authority (formed 
in 2014 by the merger of the Competition Commission and the Office of Fair Trading).  
In June 2008, the Competition Commission concluded that lack of competition in 
payment protection insurance (PPI) meant that customers were being overcharged by an 
average of £100 pa.  In 2010, banks were banned from selling PPI at the point of sale 
with credit cards and personal loans.  In 2015, the CMA published a report on higher 
education, in which it recommended the introduction of a regulatory framework to 
provide students with reassurance about the quality of their provider. 
 
 

3.4 Price controls  

These can take the form of: 

 maximum prices (ceilings)   to protect consumers, eg rent controls 

 minimum prices (floors)   to protect producers, eg under the Common 
Agricultural Policy (CAP) of the European Union; to protect consumers against 
themselves in the case of alcohol (!); to protect workers’ wages. 

 
Such policies might have undesirable side-effects.  For example: 

 Ceilings below the equilibrium price will cause shortages.  Non-price rationing 
needs to be introduced and underground (black) markets might develop.   

 Floors above the equilibrium price will lead to surpluses, eg wine lakes, 
unemployed workers.  In the case of goods, governments either have to set quotas 
for firms or they need to buy the surplus supplies, store them, and then either 
destroy them or sell them cheaply on the world market. 

 
 

3.5 Provision of information 

Ignorance is a source of market failure, so the provision of information   on the 
environment, health, financial matters, the economy, the availability of jobs   will 
enable consumers and firms to make better decisions more quickly. 
 
 

3.6 Direct provision of goods and services 

The government is usually involved in the following three areas: 

1. public goods, eg defence, lighthouses, Competition and Markets Authority 

2. merit goods, eg education, health, pensions 

3. publicly owned enterprises, eg BBC, Royal Bank of Scotland (80% holding). 
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1.4 Merger policy 

The purpose of merger policy (in the words of the EU) is to regulate mergers that result 
in “a concentration which would significantly impede effective competition, in 
particular by the creation or strengthening of a dominant position”.  
 
EU policy is based on Article 102 of the EU Treaty of Lisbon, and UK policy is based 
on the 2002 Enterprise Act.  However, in the UK, the government may reserve the right 
to overrule decisions made by these Acts. 
 
In the autumn of 2008, the government stated that it would overrule any objections 
raised by the competition authorities in respect of the proposed merger between Lloyds 
TSB and the troubled bank HBOS, on the grounds that the “national interest” would be 
served by maintaining the stability of the financial system. 
 
The process of investigating a proposed merger may include: 

● notification of relevant mergers to an appropriate body 

● a preliminary investigation to check whether competition is likely to be reduced 

● a more detailed investigation if required 

● monitoring the effect on consumers after the merger. 
 
After conducting a preliminary investigation, in April 2015 the Competition and 
Markets Authority (CMA) reported that the proposed merger between Poundland plc 
and 99p Stores Limited would be referred for an in-depth investigation by the CMA.  
The CMA was concerned that Poundland would no longer face competition from its 
closest rival, and was unsure whether the constraint posed by remaining retailers was 
sufficiently strong to mitigate concerns about the effect of the merger on choice, value 
and service for shoppers.  
 
As a result of an investigation the proposed merger may either be forbidden or allowed 
to go ahead (possibly with restrictions placed on the practices of the merged firm). 
 
A merger may be allowed to proceed even if it results in a firm with a dominant market 
position as long as there are sufficient benefits.  Consumers may benefit from the 
reduced costs of the merged firm.  A country may benefit if the merged firm becomes 
large enough to compete in the world market.   
 
 



Page 8 CT7-13: Government and the firm 

© IFE: 2016 Examinations The Actuarial Education Company 

1.5 Effectiveness of competition policy 

In the past, competition policy often focused on market share and the existence of 
agreements between firms.  Modern competition policies are based on the view that 
conduct and performance are more important than structure, ie they concentrate on the 
practices of firms and the effects of those practices on consumers and other firms. 
 
The prohibition of certain practices and a system of fines for a first offence is 
considered to be an effective deterrent. 
 
Large fines and jail sentences seem to be successful in deterring cartels, with the 
number of cartels falling in the UK and prices of items freed from cartels (eg replica 
football kits) falling.   
 
A fundamental problem with collusion is that by its nature, it is a secretive activity.  It is 
impossible to measure whether the majority of such agreements are uncovered.   
 
The process of EU merger control is considered to be rapid, inexpensive and potentially 
tough.  However, very few mergers are actually investigated (only about 5% of those 
notified between 1990 and 2012), few are disallowed (less than ½%), and critics 
complain that the conditions attached to mergers are too lax.  
 
Before you go any further, you might like to refer to the Questions and the Checklist for 
Section 1, which are listed at the end of the module. 
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1 The balance of payments account 

Task   when completed

Read Chapter 27, pages 445–448.  

 
 

1.1 An overview of the accounts 

The balance of payments account is the set of accounts that records the flows of 
money between a country’s residents and the rest of the world. 
 
Note that we have defined the balance of payments as the set of accounts, not as a 
particular quantity which might be obtained from the accounts. 
 
These flows of money give rise to either a demand for the domestic currency or the 
supply of the domestic currency on the foreign exchange markets.  The convention used 
for recording a transaction that gives rise to a demand for the domestic currency on the 
foreign exchange markets, eg the export of soccer balls, is to show it as a credit (“+”) in 
the balance of payments.  A transaction that gives rise to the supply of the domestic 
currency on the foreign exchange markets, eg the import of a car, is recorded as a debit 
(“–”). 
 
For example, the importer into the UK of a Japanese car costing 2m yen will need to sell 
sufficient £s on the foreign exchange markets to obtain 2m yen.  The importer can then 
pay the Japanese car manufacturer in yen.  This is recorded as a “–” in the UK’s balance 
of payments.  Similarly, the export of soccer balls from the UK to the USA would be 
recorded as a “+”. 
 
The table below shows the constituents of the balance of payments account.  (See 
Table 27.1 on page 446 for details of the UK balance of payments for 2011.)  We will 
consider each part in more detail in the following sections.  
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Current account 
 
1. Trade in goods 

a) Exports of goods 
b) Imports of goods 

Balance on trade in goods 
 
2. Trade in services 

a) Exports of services 
b) Imports of services 

Balance on trade in services 
 
Balance on trade in goods and services 
 
3. Net income flows (wages and investment income) 
 
4. Net current transfers (government and private) 
 
Current account balance 

 
 
 
a 

– b 
c = a – b 

 
 

d 
– e 

f = d – e 
 

c + f 
 

g 
 

h 
 

i = c + f + g + h 

Capital account 
 
1. Net capital transfers 

2. Disposals less acquisitions of non-produced, non-financial assets 
 
Capital account balance 

 
 
j 

k 
 

l = j + k 

Financial account 
 
1. Investment (direct and portfolio) 

a) Net investment from abroad 
b) Net investment abroad 

Balance of direct and portfolio investment  
 
2. Other investment and financial flows (mainly short-term) 

a) Net deposits from abroad and borrowing from abroad 
b) Net deposits abroad and lending overseas 

Balance of other financial flows 
 
3. Drawing on (+) and adding to (–) reserves  
 
Financial account balance 

 
 
 

m 
– n 

o = m – n 
 
 

p 
– q 

r = p – q 
 
s 
 

t = o + r + s 

Total of all three accounts 
 
Net errors and omissions 
 
Balance 

i + l + t 
 

u 
 

i + l + t + u = 0 
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Solution 3B.49  

(i) Bank of England intervention in the foreign exchange market 
 
The Bank of England can intervene in two ways: 
 
1. selling £s in exchange for gold and foreign currency reserves.  This will stop the 

£ increasing above €1.20. [1] 
 
2. buying £s in exchange for gold and foreign currency reserves.  This will stop the 

£ decreasing below €1.20. [1] 
 
Starting with D1 and S1 in the diagram below, the free market value of the £ at r* is 
above €1.20.  At €1.20, there is excess demand of 2 3Q Q- , so the government sells 

2 3Q Q-  £s, ie it increases the supply of £s to S2.  This restores the exchange rate to 

£1 = €1.20. 
 

   [2] 
 

€  per  £

quantity of £

D1

S2

S1

r*

1.20

Q1Q3 Q2



Page 34  CT7: Q&A Bank Part 3 – Solutions 

© IFE: 2016 Examinations  The Actuarial Education Company 

Starting with D2 and S1 in the diagram below, the free market value of the £ at r* is below 
€1.20.  At €1.20, there is excess supply of 3 2Q Q- , so if the government buys 3 2Q Q-  

£s, it increases the demand for £s to D3.  This restores the exchange rate to £1 = €1.20. 
 

   [2] 
   [Total 6] 
 
(ii) Depreciation versus devaluation 
 
Depreciation describes a downward movement (ie reduction in the international value) 
of sterling under a system of floating exchange rates.  Devaluation describes a discrete 
fall in the fixed exchange rate which the government is prepared to defend. [1] 
 
(iii) Devaluation and the balance of payments 
 
A devaluation will make imports more expensive, and exports more competitive (ie less 
expensive to overseas buyers). [1] 
 
Short term 
 
Since much trade occurs in response to plans and contracts made several months in 
advance, the effect on the volume of imports and exports will be minimal in the short 
run.   [1] 
 
Exports are priced in £s, so the value of exports should be unchanged.  [½] 
 
Imports are usually priced in the foreign currency.  A weaker £ makes a given volume 
of imports more expensive.  So the (sterling) value of imports will increase.  [1] 
 

€  per  £

quantity of £

D2

D3

S1

r*

1.20

Q1 Q3Q2


