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Edexcel A2 Economics

1 Firms

Data-response question

1
Four marks are available for knowledge, application and analysis (KAA). You should make 
2 points for 2 marks each. The functions of profit might include: 

· to act as a signal for new firms to enter the market

· to enable a firm to erect barriers to entry, such as in spending on advertising the brand 
(the passage refers to money being paid for use of the Starbucks name)

· to provide a basis for innovation (the passage refers to £315 million being spent on tax-deductible areas such as research and development)

· to provide resources for investment

· to reward good management and to attract good workers and managers in the future

· to act as an alarm bell for the competition authorities (high profits)

· to encourage people to buy shares: profit might be paid to shareholders which will make the share price rise and people might be more willing to buy new shares in the future (rights issue success)

Four marks are available for evaluation. You should make 2 points for 2 marks each. Evaluative points include: 

· firms cannot enter the market easily (barriers to entry are high, e.g. the high rent costs mentioned in passage)

· firms might pay higher wages to workers and managers with no corresponding rise in productivity

· it is difficult to know how the competition authorities will react

· paying higher profits to shareholders does not necessarily make the share price rise so it may not be any easier for a firm to raise money from a share issue in the future [8]
2
Six marks are available for knowledge, application and analysis (KAA). You should make 
3 points for 2 marks each or 2 points for 3 marks each:
· The passage states that the firm is making a profit when variable costs are considered, but when the fixed costs are added (for the rights images and coffee recipes, and the payments to the Swiss subsidiary), the profit can be reduced to zero or even make a loss.

· Some of the costs that Starbucks claim to have are ‘imputed’ and so payments are made to other parts of the corporation in other countries where tax rates are lower. For example, payments are made in Switzerland where profit taxes are lower (12% not 25% as in the UK). Starbucks buys coffee beans at a 20% premium from its Swiss subsidiary to remove the profits from the UK accounts. It is also involved in research and development which can count as a cost and is therefore not liable for profit. So in terms of costs within the UK, the company makes a profit, shown in the diagram, but if other costs are included, it makes a loss.


Two marks are available for the diagram (1 mark for the profit area, 1 mark for the loss or ‘contribution’ area).
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Eight marks are available for evaluation. You could make 4 points for 2 marks each or 2 points for 4 marks each. These might include the following: 

· Despite sales of £3 billion in the past 14 years, Starbucks says it is still not making a profit. But it is profitable when you consider its revenue in relation to its variable costs. It depends on how costs are defined and whether its profit refers to the current trading activity or long-run costs, such as investment in new ideas and products. 

· Other companies, such as Kentucky Fried Chicken and McDonald’s referred to in the passage, are similar in size and revenue but they manage to pay UK taxes at a fairer rate.

· A discussion of whether it is ‘legal’ and whether it is ‘right’ to avoid taxes — it may be legal but it does not appear to be right.

· A discussion of whether the money transferred abroad is in fact costs or a way of avoiding high tax rates. 

· The negative publicity arising from reporting no profits might cause problems from a demand point of view. This might cause a shift in AR and MR and profits might fall, and therefore more profits might be declared in the future. You might also consider the price elasticity of demand for coffee at Starbucks and the importance of a strong brand name to keep profitability strong in the long run. [16]
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