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Preface to the fourth edition

Recreation, leisure and tourism continue to provide a fascinating
field of study for economists. The first edition of this book was writ-
ten just after a period of intense recession in the UK economy. The
second edition was prepared during a period of growth in the econ-
omies of the UK, the USA and Europe. But elsewhere, the econo-
mies of Japan — the second largest in the world — Brazil, Russia, and
what were once referred to as the Asian tiger economies had suffered
decline. The third edition was written in a period where the eco-
nomic significance of China had continued to grow whilst the rest
of the world economy showed a mixture of growth and economic
stagnation. Additionally, tourism suffered a severe shock in the wake
of 9/11 and the war in Iraq. This new fourth edition is particularly
overshadowed by the (near) global recession and its effects on recre-
ation, leisure and tourism. It is, of course, impossible to predict the
economic conditions that will prevail in the year when, or the region
where, this book will be read. But it is important to understand what
has happened over the course of economic business cycles to prepare
for what may happen in the future.

The changes in fortunes of various economies are mapped out
through the updated statistics which are a central feature of this
fourth edition. The effects of these changes on the leisure sector are
also evident in these statistics and more so in the many new and
updated exhibits that illustrate the text. In some cases, original exhib-
its have been retained and updated so as to provide the reader with
contrasting evidence and a sense of the dynamics of the economy. In
terms of geographical coverage, this book attempts to use examples
from around the world to illustrate its points.

The aim of this book remains that of offering those involved in the
business of recreation, leisure and tourism an understanding of the
practicalities of economics. To support this aim, real-world examples
continue to be emphasized in this book rather than economic theory
for theory’s sake. Thus, in contrast to general economics introduc-
tory texts, the marginal productivity theory of labour is excluded,
but pricing of externalities is included on the grounds that the latter
is more useful to students of leisure and tourism than the former.

The key themes of the book focus on a series of questions:

How is the provision of leisure and tourism determined?
Could it be provided in a different way?

How are organizations affected by the competitive and
macroeconomic environments?

What are the economic impacts of leisure and tourism?
What are the environmental impacts of leisure and tourism?
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Preface to the fourth edition

How can economics be used to manage leisure and tourism?
How has economics failed recreation, leisure and tourism?

The other key features of this book are:

Visual mapping of the content of each chapter.
Liberal use of press cuttings to illustrate points.
Chapter objectives.

Learning outcomes.

Key points summarized.

Data response questions.

Short answer questions.

Integrated case studies.

Useful websites.

The fourth edition also includes illustrations in each chapter,
multiple choice questions at the end of each chapter and a set of
PowerPoint slides available on the companion website.

It is hoped that this book will create a lasting interest in the eco-
nomics of recreation, leisure and tourism and generate a spirit of
critical enquiry into leisure and tourism issues affecting consumers,
producers and hosts.

John Tribe, 2011
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Introduction

Objectives and learning outcomes

e  Are the recreation, leisure and tourism industries more important to
national economies than banks?

e  Why do these industries provide so many new jobs?

e What is the globalization of recreation and leisure?

e  Are recreation, leisure and tourism shares good investments?

e Is air travel sustainable?

e Why do we spend more days at work than at play?

e Economics is a social science but is it human?

This book will help you investigate these issues. The objectives of this
chapter are to define and integrate the areas of study of this book.

First the scope of recreation, leisure and tourism will be discussed, and
second the scope and techniques of economics will be outlined. The final

part of the chapter explains how the study area of recreation, leisure and
tourism can be analysed using economic techniques.

By studying this chapter students will be able to:

understand the scope of recreation, leisure and tourism and their
interrelationship;

explain the basic economic concerns of scarcity, choice and
opportunity costs;

outline the allocation of resources in different economic systems;
explain the methodology of economics;
understand the use of models in economics;

understand the use of economics to analyse issues in recreation,
leisure and tourismy;

access sources of information.

DEFINITION AND SCOPE OF RECREATION;,
LEISURE AND TOURISM

Like all definitions, those pertaining to recreation, leisure and tourism
encounter some problems. For example, a common element in many
definitions of leisure is that of free time. Thus working, sleeping and
household chores are excluded. However, should we then include
people who are sick or recovering from illness? Similarly, recreation is
commonly applied to the pursuits that people undertake in their lei-
sure time. But what about things people do to support their employ-
ment in their spare time? For example, is a computer programmer’s
use of computers in non-working time a leisure activity? Similar ques-
tions arise in defining tourism. The common element in definitions of
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tourism is that of ‘temporary visiting’. Questions of scope immediately
arise. Are people who are engaged in study overseas tourists? Are peo-
ple travelling on business tourists? Aware of the problems involved,
some working definitions of travel and tourism are now attempted.

WORKING DEFINITIONS

o Leisure: Discretionary time is the time remaining after working,
commuting, sleeping and doing necessary household and
personal chores which can be used in a chosen way.

* Recreation: Pursuits undertaken in leisure time. Recreational
pursuits include home-based activities such as reading and
watching television, and those outside the home including sports,
theatre, cinema and tourism.

o Tourism: Visiting for at least one night for leisure and holiday,
business and professional or other tourism purposes. Visiting
means a temporary movement to destinations outside the normal
home and workplace.

¢ Recreation, leisure and tourism sector organizations: Organizations
producing goods and services for use in leisure time, organizations
seeking to influence the use of leisure time and organizations
supplying recreation, leisure and tourism organizations. Many
organizations produce goods and services for recreational and
non-recreational use, for example, computer manufacturers.

Figure 1.1 shows the relationship between recreation, and tourism
and the constituent parts are discussed later.

Time > Other
y
Leisure Work
y
Recreation
y v
Recreation
Home-based .| Travel and
. away from .
recreation tourism
home

Figure 1.1 Leisure and tourism.
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Home-based recreation

This includes:

listening to music

watching television and videos
listening to the radio

reading

do it yourself (DIY)

gardening

playing games

exercise

hobbies

leisure use of computers.

Recreation away from home

This includes:
sports participation
watching entertainment
hobbies
visiting attractions
eating and drinking
betting and gaming.

Travel and tourism

This includes:

travelling to destination
accommodation at destination
recreation at destination.

DEFINITION, SCOPE AND METHODOLOGY
OF ECONOMICS

The nature of economics

Resources and wants

Economics arises from a basic imbalance that is evident throughout
the world. On the one side, there are resources which can be used
to make goods and services. These are classified by economists into
land (raw materials), labour and capital (machines). Additionally, we
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sometimes include the entrepreneur (the person that brings factors
of production together) as a resource. On the other side, we have
people’s wants. The worldwide economic fact of life is that people’s
wants appear unlimited and exceed the resources available to satisfy
these wants. This is true not just for people with low incomes, but
for people with high incomes too. Clearly, the basic needs of rich
people are generally satisfied in terms of food, clothing and shelter,
but it is evident that their material wants in terms of cars, property,
holidays and recreation are rarely fully satisfied.

Scarcity and choice

The existence of limited resources and unlimited wants gives rise
to the basic economic problem of scarcity. The existence of scarcity
means that choices have to be made about resource use and allo-
cation. Economics is concerned with the choice questions that arise
from scarcity:

¢ What to produce?
¢ How to produce it?
¢ To whom will goods and services be allocated?

Opportunity cost

Since resources can be used in different ways to make different
goods and services, and since they are limited in relation to wants,
the concept of opportunity cost arises. This can be viewed at differ-
ent levels.

At the individual level, consumers have limited income. So if they
spend their income on a mountain bike, they can consider what
else they could have bought with the money, such as an air ticket.
Individuals also have limited time. If an individual decides to work
extra overtime, leisure time must be given up.

At a local or national government level the same types of choices
can be analysed. Local councils have limited budgets. If they decide
to build a leisure centre, then that money could have been used to
provide more home help to the elderly. Even if they raised local
taxes to build the new leisure centre, there would be an opportunity
cost since the taxpayers would have to give up something in order
to pay the extra taxes. Similar examples exist at a national govern-
ment level. For example, subsidizing the arts means that there is less
money available for student grants.

Opportunity cost is defined as the alternatives or other oppor-
tunities that have to be foregone to achieve a particular thing.
Figure 1.2 illustrates this concept by use of a production possibil-
ity frontier (PPF). It is assumed first that the economy only produces
two types of goods (leisure goods and other goods) and second that
it uses all its resources fully.
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Figure 1.2 Opportunity cost and the PPF,

Curve PPF plots all the possible combinations of leisure goods
and other goods that can be produced in this economy. It is drawn
concave to the origin (bowed outwards) since, as more and more
resources are concentrated on the production of one commod-
ity, the resources available become less suitable for producing that
commodity.

Curve PPF shows that if all resources were geared towards the
production of leisure goods, 600 units could be produced with no
production of other goods. At the other extreme, 600 units of other
goods could be produced with no units of leisure goods. The PPF
describes the opportunity cost of increasing production of either of
these goods. For example, increasing production of leisure goods from
0 to 100 can only be done by diverting resources from the produc-
tion of other goods, and production of these falls from 600 to 580
units. Thus, the opportunity cost at this point of 100 units of leisure
goods is the 20 units of other goods that must be foregone. Similarly,
if all resources are being used to produce a combination of 400 units
of leisure goods and 400 units of other goods, the opportunity cost of
producing an extra 100 units of other goods would be 100 units of
leisure goods.

Allocative mechanisms

The existence of scarcity of resources and unlimited wants means
that any economy must have a system for determining what, how
and for whom goods are produced. The main systems for achieving
this are:

free market economies
centrally planned economies
mixed economies.
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Demand for MP3 players rises Demand for CD players falls
Price of MP3 players rises Price of CD players falls

!

Profits in MP3 player industry rise Profits in CD players industry fall

!

Production of MP3 players rises Production of CD players falls
Resources diverted into Resources diverted away
production of MP3 players from CD player production

Figure 1.3 The price mechanism in action.

Free market economies work by allowing private ownership of
firms. The owners of such firms produce goods and services by pur-
chasing resources. The motive for production is profit and thus firms
will tend to produce those goods and services which are in demand.
Figure 1.3 shows the market mechanism in action and how resources
are allocated away from the production of compact disc (CD) players
in favour of MP3 players in response to changes in demand.

Centrally planned economies do not allow the private owner-
ship of firms which instead are state owned. Production decisions
are taken by state planning committees and resources are mobilized
accordingly. Consumers generally have some choice of what to buy
but only from the range determined by state planners.

Mixed economies incorporate elements from each system. Private
ownership of firms tends to predominate, but production and con-
sumption of goods and services may be influenced by public own-
ership of some enterprises and by the use of taxes and government
spending.

The allocative mechanism has important implications for leisure
and tourism. The collapse of communism in the eastern bloc meant
that many economies are now in transition from centrally planned to
market systems. Tourism facilities, such as hotels and restaurants, in
these countries are having to revolutionize their organizational cul-
ture and become more customer oriented. The economies of Cuba
and China are still nominally centrally planned, but free enterprise
is continuing to flourish in China, and a visit to the Great Wall is
greeted by privately owned souvenir shops jostling for custom.
Plate 1 shows a McDonald’s outlet in Beijing and the expansion of
MacDonald’s into communist countries illustrates the gradual soft-
ening of communist ideology. In 1988, McDonald’s opened its first
restaurant in a communist country, in Belgrade, Yugoslavia (now
Serbia). In 1990, the first Soviet McDonald’s opened in Moscow
and was for a time the largest McDonald’s in the world. In the same
year the first McDonald’s opened in mainland China, in the city and
Special Economic Zone of Shenzhen, Guangdong province. However,
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Plate 1 The McDonald’s Golden Arches in Beijing, China.

Exhibit 1.1 demonstrates that despite the rapid growth of private
enterprise in China there still remain some challenges and bottlenecks
caused by state involvement and these are illustrated here in the area
of Sport.

In the UK, the ‘Thatcher Revolution’, which involved ‘rolling
back the frontiers of the state’, represented a key shift in the politi-
cal economy away from state participation in the economy towards
a greater role for private enterprise. This had an important impact on
recreation, leisure and tourism production. It involved privatization of
British Airways (BA) and the British Airports Authority (BAA), and
also limited the spending powers of local government, thus reducing
public provision in arts and leisure. Exhibit 1.2 discusses the spread of
privatization in the airline industry and some of the consequences of
this for consumer satisfaction.

The debate surrounding the mix of private versus public provision
tends to centre on several key issues. Advocates of the free market
argue that the system allows maximum consumer choice or sover-
eignty. They point to the efficiency of the system as firms compete
to cut costs and improve products, the fact that the system does not
need wastefully to employ officials to plan and monitor production,
and lower taxes under free market systems. Their evidence is the
one-way flow of human traffic observed across the Florida Straits
from Cuba and past the former Iron Curtain from Eastern Europe in
search of the free market.

Critics of the free market argue that choice is an illusion. Thus,
although by day the shops in major shopping districts in London,
New York and Paris are full of every conceivable product, by night
their doorways are full of homeless people. What this illustrates is
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Exhibit 1.1 The business of sport in China

The 2008 Beijing Olympics proved that China had the capability to host
world-class sporting events and to produce world-beating athletes. The
Games boasted dazzling opening and closing ceremonies, they were held
in state-of-the-art venues and China won 51 gold medals.

In the light of this a report from the Economist Intelligence Unit asked
questions about the nature of China’s sports business and in particular
how it compares with the cash rich sporting leagues in Western markets.
The report focussed on three sports: basketball, football and golf.

The press release following the publication of the report noted the
following headline features:

1. Despite the fact that China has liberalized and globalized many of its

industries, sport has remained largely sheltered from commercialization.

2. Since Beijing was awarded the right to host the Olympic Games

in 2008, more private money has flowed into the industry and the

beginning of a market for sponsorship has developed.

. Almost all of China’s top athletes are products of the state system.

4. Commercialization is developing and for example in basketball several
teams in the Chinese Basketball Association (CBA) league are now
privately owned.

5. More Chinese athletes are leaving their sport associations to become
independent agents where they are able to choose their own coaches
and keep more of their winnings.

6. Major equipment suppliers including China’s Li Ning and the international
brands of Nike and Adidas are trying to enter the market by investing
money in training programmes for young and developing sportspersons.

7. China has not yet created the kind of virtuous circle found in more
developed markets. This occurs where popular events expand the fan
and participant base. This in turn attracts sponsors and creates more
demand for merchandise and more events.

8. Sport marketing is undeveloped with few of the sport federations in
China focussing on issues like branding and marketing.

9. Consumers do not show the obsession with teams or individual players
that are evident in the Western with no mass markets for club clothing
or equipment featuring with team logos.

10. Broadcasting presents a financial constraint. The state-owned
broadcaster CCTV-5 dominates the national television market and
pays less for the rights to broadcast domestic sporting events than
broadcasters in other countries who face strong competition with each
other. The result is less money for sport and sport development.

11. Foreign games and leagues often outshine local ones especially in football
where England’s Premier League still dominates interest in the game.

w

All of these points demonstrate the complexity of business in China and
that whilst the private sector continues to expand at a great pace, the
state still plays a significant role in key parts of the economy and society.
In this instance, state control of the media and its influence in training
athletes has important repercussions for the development of the industry.
Sources: ‘The big league? The business of sport in China’ A report by the Economist
Intelligence Unit http.//graphics. eiu.com/upload/eiu_missionhills_sport_MH_main_Sept30
.pdf; Economist Intelligence Unit Press Release http.//www.eiuresources.com/mediadir/
default.asp?PR=2009100501
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Exhibit 1.2 Influence of the state-owned airlines on passenger
satisfaction

Lépez-Bonilla and Lépez-Bonilla (2008) note that in the last three decades
there have been major changes in the ownership of the airline industry.
They note that a large number of state-owned airlines have been privatized
and that the main motivations for privatization have included increased
efficiency, improved service quality and reduction in state subsidies. The
authors define a pure public sector airline as one where a state or states
own 95 per cent or more of the airline. A mixed ownership airline is defined
as one where the private sector controls voting stock of between 6 and
98 per cent and an airline is private where the private sector controls

at least 99 per cent of the voting stock. The authors offer the following
examples of these modes of ownership in 2005:

Public:

* Egypt Air, Egypt

¢ Olympic Airways, Greece

¢ Royal Air Maroc, Morocco

o Tap Portugal, Portugal.

Mixed:

« Alitalia, ltaly

» SAS, Scandinavia

o Thai Airways, Thailand.

Private:

» American Airlines, USA

o British Airways, UK

¢ Lufthansa, Germany

« Varig, Brazil.

Their article investigates whether state-owned airlines exhibit poorer
service levels than privately owned airlines. It examined such things as
check-in, information service, courtesy, seat space, comfort, food service,
in-flight entertainment services, delays, overbooking, positive word-
of-mouth communication and overall satisfaction. The results show that

state-owned airlines offer lower satisfaction levels than private airlines and
mixed ownership carriers.

Source. Lopez-Bonilla, J.M., Lopez-Bonilla, L.M., 2008. Influence of the state-owned
airlines on passenger satisfaction. J. Air Transp. Manage. 14 (3), 1453-145.

that only those with purchasing power can exercise choice and pur-
chasing power is unequally distributed in free market economies.
Additionally, public provision is able to provide services which may
be socially desirable but not profitable.

Macroeconomics and microeconomics

Economics is often subdivided into the separate areas of microeco-
nomics and macroeconomics. Microeconomics studies individual
consumer and household behaviour as well as the behaviour of
firms. It analyses how these interact in particular markets to produce
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an equilibrium price and quantity sold. Thus, microeconomics inves-
tigates topics such as the price of air travel, the output of running
shoes and the choice between leisure and work.

Macroeconomics looks at the economy as a whole. The national
economy is composed of all the individual market activities added
together. Thus, macroeconomics analyses aggregates such as national
product and inflation and studies economic cycles of booms and
recessions.

Marginal analysis

The concept of ‘the margin’ is central to much economic analysis.
Consumer, producer and social welfare theories are based on the
idea that an equilibrium position can be achieved, which represents
the best possible solution. This position can theoretically be found
by comparing the marginal benefit (MB) of doing something with
the marginal cost (MC). For example, MC to a firm is the cost of
producing one extra unit. MB is the revenue gained from selling one
extra unit. Clearly, a firm can increase its profit by producing more
if MB > MC. It should not expand such that MC > MB, and thus
profits are maximized, and the firm is in equilibrium, because it can-
not better its position, where MC = MB.

The methodology of economics

Economics is a social science. As such it draws some of its meth-
odology or way of working from other sciences such as physics or
chemistry but also has important differences. Social science can be
broken down into its components of ‘science’ and ‘social’.

The ‘science’ of social science

The science part of economics reflects the fact that it is a discipline
that attempts to develop a body of principles. Economics attempts
to construct theories about and explain the behaviour of households
and firms in the economy. It therefore shares some common methods
with other sciences.

The first of these is the need to distinguish between positive and
normative statements. Positive statements are those which can be
tested by an appeal to the facts. They are statements of what is or
what will be. ‘Swimming cuts cholesterol’ is a positive statement.
It can be tested, and accepted or refuted. Normative statements are
those which are statements of opinion and therefore cannot be tested
by an appeal to the facts. “There should be a swimming pool in every
town’ is a normative statement.

Second, economics uses positive scientific method. This method
acts as a filter which determines which theories become part of

11
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Figure 1.4 Scientific testing of theories.

the established body of principles of economics, which should be
rejected and whether existing theories should maintain their place.
Figure 1.4 illustrates the scientific testing of theories.

New and existing theories are subject to testing against empirical
evidence and are accepted, rejected, amended or superseded according
to the results of testing. Thus, the body of economic principles is, like
that of other sciences, organic in the sense that knowledge is always
being extended and some theories are shown to be no longer valid.

The organic and provisional nature of scientific understanding
can be illustrated by considering the shape of the earth. Hundreds
of years ago, people were in agreement that the earth was flat. This
theory was confirmed by scholars who reasoned that if it was not flat
people would fall off it. It was further reasoned that the stars were
attached to a canopy above the earth and this fitted observations
nicely. This then was the accepted set of principles until the theory
no longer tested true. It was developments in geometry and astron-
omy that first led to serious questioning of the accepted principles of
a flat earth and circumnavigation of the earth endorsed such findings.
Modern space programmes continue to confirm our current belief in
a round earth by providing supporting photographic evidence.
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Academic journals in economics, leisure and tourism provide the
arena for testing old and new hypotheses in this field.

The ‘social’ of social science

The difference between social sciences such as economics, sociol-
ogy and psychology and natural sciences such as physics and chem-
istry is that the former study people rather than inanimate objects.
This means first that their investigative methods are often different.
It is difficult to perform laboratory experiments in economics and
often data must be collected from historical records or from surveys.
Second, it means that economic ‘laws’ are different from physics
laws. If interest rates increase it can be predicted that the demand
for credit will fall but we cannot predict that this will be true for
every individual. This is called a statistical hypothesis. The law of
gravity, on the other hand, applies universally. This is called a deter-
ministic hypothesis.

Economic models

Economic models are built to describe relationships between eco-
nomic variables and predict the effects of changing these variables.
They can be compared to models used elsewhere. For example, civil
engineers build models of bridges and subject them to stress in a
wind tunnel. The purpose of the model is to predict what will hap-
pen in the real world, and in the case of a bridge ensure that the
design is safe in extreme conditions.

Models are generally simplified abstractions of the real world.
They have two key components. First, assumptions are made which
build the foundations for the model. For example, the model of firms’
behaviour under perfect competition assumes that firms maximize
profits, that there are many buyers and sellers and that the products
bought and sold are identical. Second, implications or outcomes are
predicted by the working of the model. For example, theory predicts
that firms operating under conditions of perfect competition will not
be able to earn abnormally high profits in the long run. The predic-
tions of competition theory can be tested empirically, or in other
words by making observations. So for example as air travel operates
in an ever-more competitive environment with the development of
low-cost carriers, economic theory would predict that profits in the
industry will fall.

The term ceteris paribus is often used in economic analysis, mean-
ing all other things remaining unchanged. This is important because
in the real world several factors often occur at the same time, some
exaggerating a particular effect and some countering it. So for exam-
ple it can be said that for most goods an increase in price will lead to
a fall in demand ceteris paribus. Thus, a rise in cinema ticket prices

13
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should cause a fall in demand. Clearly, if other things are allowed to
change this might not happen. For example, if incomes rose signifi-
cantly this might more than offset the increase in price and we might
observe demand for cinema tickets rising whilst prices rise.

THE ECONOMICS OF RECREATION,
LEISURE AND TOURISM

To recap, economic questions in general as well as those specific to
recreation, leisure and tourism result from scarcity. Scarcity arises
from the imbalance between the resources available to make goods
and services and people’s demand for those goods and services.
Economics is a social science which studies how limited resources are
used to try to satisfy unlimited wants. Economic theories and models
are constructed to describe the relationship between economic vari-
ables (e.g. the level of income and the demand for fitness club mem-
bership) and to make predictions. Economics is generally divided
into microeconomics focussing on individuals, firms and markets
and macroeconomics, focussing on the whole economy generally at
the national level. There is also a growing movement concerned with
environmental economics.

At the microeconomic level, in market economies, it is consumer
preferences expressed through patterns of demand that largely deter-
mine which recreation, leisure and tourism goods and services will be
supplied. On the demand side rising incomes have stimulated strong
growth in this sector. On the supply side technological advances have
led to the introduction of new leisure products (e.g. digital cameras
and MP3 players) and the reduction in prices of many existing ones
(e.g. televisions and stereos). Changing patterns of demand and sup-
ply create relative shortages, gluts and price changes in different rec-
reation, leisure and tourism markets. These signals are picked up by
profit-seeking producers who adjust production and economizing
consumers who adjust purchases accordingly until there is an equilib-
rium reached in each market at a price where demand equals supply.
This is the ‘invisible hand’ of the market which was first explained by
the early economist Adam Smith. It demonstrates in general how lei-
sure resources are allocated amongst competing uses and specifically
how, for example, digital downloads over the Internet have replaced
CDs and music stores. It also demonstrates why in a sports stadium a
cleaner might earn US$5 per hour (high supply and limited demand)
whereas a top international sportsperson can earn US$1000 per hour
(limited supply and high demand).

Most economies incorporate a degree of government intervention
and so recreation, leisure and tourism production and consumption
is not left totally to market forces. For example, some leisure pur-
suits (e.g. the consumption of recreational drugs) are banned and
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not available through regular markets. Similarly, some leisure pur-
suits (e.g. gambling and smoking) are discouraged by governments
through taxation. Other leisure pursuits (e.g. opera, arts and chil-
dren’s playgrounds) are deemed to be beneficial to society at large.
These so-called merit goods are therefore encouraged by governments
and offered at reduced prices or at no charge through government
subsidy. In some instances (e.g. television stations, parks and swim-
ming pools) leisure services are not provided by private firms (the
private sector) but rather by state or local government (the public sec-
tor). However, over the last 20 years there has been a move towards
privatization of public sector organizations — most notably airlines
in the leisure sector. Privatization and deregulation of markets are
both designed to promote competition which in turn encourages cost
cutting, low prices and product innovation. Similarly, governments
intervene in markets for the purposes of consumer protection which
includes actions to prevent the formation of monopolies that may
be against the public interest. The airline industry is a good example
here. Airlines often wish to merge with other airlines to become more
efficient. But if an airline becomes too big and competition becomes
weak then consumers face ticket price hikes. So most countries set
levels of maximum ownership by any single airline and do not allow
mergers that would breach such a limit.

As well as making choices in the market between different leisure
goods and services and other goods and services, individuals are
also faced with the choice of allocating time between work and lei-
sure. An interesting economic question is the way in which individu-
als react to an increase in wages. On the one hand, an increase in
wages stimulates our desire for leisure time because we have more
income to enjoy it. On the other hand, as earnings per hour increase
workers are faced with a notional increase in the cost of not work-
ing (i.e. the opportunity cost of leisure increases). Hence, rational
individuals may be tempted to reallocate time towards paid work or
at least increase the intensity of their leisure consumption. Empirical
evidence points to a modest reduction in time devoted to work and
research in the UK suggests that in the second half of the twentieth
century British people had decreased their working hours by 2 hours
40 minutes per week. The labour market is also subject to govern-
ment intervention and in the European Union (EU), for example, the
European Work Directive has capped the working week at 35 hours
for most employees.

At the macroeconomic level, recreation and tourism are major
contributors to national income and prosperity. Their main eco-
nomic impacts include expenditure, incomes, employment and
foreign currency earnings but is difficult to determine the exact con-
tribution of recreation and tourism to the macroeconomy because
the boundaries between leisure and other activities can be blurred.
For example, motoring can include business and leisure uses as
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can computing and Internet use. Because of this Tourism Satellite
Accounts (TSA) have been developed to try to more accurately mea-
sure the contribution of this sector to national economies. In some
countries economic impacts are particularly strong and tourism for
example represents approximately almost 80 per cent of the eco-
nomic activity of the Caribbean islands of Antigua and Barbuda
(http://www.wttc.org/bin/pdf/original_pdf_file/top_10_tables_
summary.pdf). Different aspects of the leisure industry are of
importance in different countries. For example, the film industry is
particularly significant in the USA, the music industry in the UK and
the tourism industry in Spain.

The economic importance of recreation and tourism also depends
on the stage of a county’s economic development. As countries
become richer, leisure assumes an increased economic importance.
In low-income economies, resources are typically used mainly to sat-
isfy basic demands of food, clothing and shelter with little available
for leisure. In high-income economies, resources and incomes are
more plentiful and the production and consumption of leisure goods
and services become significant economic activities. This is reflected
in economic data so that for low-income countries the primary sec-
tor of the economy (agriculture, mining and so on) accounts for the
majority of economic activity, whereas for developed economies it is
the manufacturing and the services sector. However, in mature devel-
oped countries deindustrialization is a common phenomenon where
traditional manufacturing industries decline and the services sector
(especially financial services, leisure and information technology) has
become the major source of economic growth.

The leisure industry is increasingly seen as an appropriate vehicle
to aid economic growth. For developing countries, tourism espe-
cially can be an important part of an economic development strategy
although resources need to be found for investment in infrastruc-
ture. Leisure projects are also important for developed countries.
So for example there is always a lot of competition between coun-
tries to host the Olympic Games. Such projects bring income and
employment both in the construction and running phases and can
have significant multiplier effects on the local and national economy.
Because of this governments may favour leisure developments as
part of a regeneration strategy for regions which have been affected
by a decline in traditional industries. In situations such as these
where wider benefits beyond immediate profitability are important,
governments may use cost—benefit analysis to determine whether a
scheme should go ahead.

The growth of multinational corporations through integration,
franchising and international tourism has led to an increasing glo-
balization of leisure. In economic terms, this means that produc-
tion and marketing of leisure goods and services are increasingly
unconstrained by national boundaries. Examples of global brands in
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leisure include Nike, Manchester United Football Club and Carnival
Cruises in tourism. Multinationals such as Nike are able to locate
production where labour and other costs are lowest whilst market-
ing products to high-income consumers. Additionally, production
for global markets enables multinationals to benefit from economies
of scale. These factors can bring benefits to shareholders in higher
profits and consumers in lower prices. However, some multination-
als have been criticized for exploitation of labour in developing
countries. Similarly, whilst multinationals can provide investment
for tourism development, they may result in lower-multiplier ben-
efits since they tend to import more and repatriate profits to their
corporate headquarters.

The production and consumption of leisure goods and services
also gives rise to a series of externalities. For example, on the posi-
tive side, increased use of fitness facilities results in lower use of pub-
lic health provision; on the negative side, increased air travel causes
environmental impacts of air and noise pollution and CO, emissions.
Environmental economics seeks to extend conventional economic
analysis to include consideration of environmental externalities,
the use of renewable and non-renewable resources, and the carry-
ing capacity of the environment. Taking the example of air travel,
environmental economists would advocate the following. First, air-
lines should pay for the pollution they cause (e.g. they should finance
double-glazing for those directly affected by aircraft noise). Second,
airlines should monitor and control their effects on resources such
as the ozone layer. Third, since the atmosphere has a limited carry-
ing capacity for absorbing pollution before global warming occurs,
airline contribution to this should be monitored and controlled.
Environmental taxes are advocated so that polluting firms pay the
full costs of any negative environmental impacts and non-govern-
ment organizations (NGOs) such as Tourism Concern, World Wide
Fund for Nature (WWF) and Greenpeace lobby governments to pro-
vide better environmental protection.

Finally, the limitations of economics in analysing the leisure world
should be noted. Economics tends to concentrate on how markets
work and how to increase economic efficiency and economic growth.
It often incorporates somewhat unrealistic assumptions to enable
modelling to take place. The market is in fact just one possible
mechanism that decides which leisure goods and services will be pro-
duced and who will enjoy them. It lacks a human dimension, for that
human dimension (which includes the dimensions of caring, or emo-
tion, or hope, or justice, or empathy, or love) is specifically barred
from the subject by its positivist rules. It does not raise or answer
questions about what leisure goods and services should be produced
or who should enjoy them or indeed about what kind of a leisure
society would be desirable. Such questions are generally tackled
under ethics and philosophy and neatly sidestepped by mainstream
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economists. Indeed, those with access to recreation leisure and tour-
ism represent a minority of the world’s population many of whom
are still struggling to meet the more basic needs of food, shelter and
clothing.

REVIEW OF KEY TERMS

Leisure: discretionary time.

Recreation: pursuits undertaken in leisure time.

Tourism: visiting for at least one night for leisure and holiday,
business and professional or other tourism purposes.
Economic problem: scarcity and choice.

Leisure and tourism sector organizations: organizations
producing goods and services for use in leisure time, and
organizations seeking to influence the use of leisure time.

Opportunity cost: the alternatives or other opportunities that
have to be foregone to achieve a particular thing.

Free market economy: resources allocated through price system.
Centrally planned economy: resources allocated by planning
officials.

Mixed economy: resources allocated through free market and
planning authorities.

Microeconomics: study of household and firm’s behaviour.
Macroeconomics: study of whole economy.

Marginal analysis: study of effects of one extra unit.

Positive statement: based on fact.

Normative statement: based on opinion.

Ceteris paribus: other things remaining unchanged.

2 Data Questions

Task 1.1 The uses and misuses of economics

Economics is a discipline which can help to understand leisure and tour-
ism and provides tools to help decision-making. But it is only one of
a number of ways of looking at leisure and tourism. For example, the
disciplines of sociology, psychology, anthropology and philosophy each
investigate different aspects of leisure and tourism and use different
methods and theories in their investigations. So philosophy may look
at meaning (what is the concept of leisure?), aesthetics studies beauty
and form (is a football stadium attractively designed?) and ethics is con-
cerned with justice and rightness (are violent video games good or bad?).
Focussing on video games can help to see how different disciplines
tackle different issues. Psychology might investigate human motivation
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Differences between disciplinary and functional approaches
to leisure and tourism

Disciplinary Functional

Knowledge Knowing that Knowing how
Site of knowledge creation Universities Industry
Interest Is it true’? Does it work'?
Emphasis Theory Practice

for playing video games. Economics may forecast the demand for them.
Sociology can help to understand the effects of video games on society.

A complex field of study such as leisure and tourism often requires a
multidisciplinary approach. That is we may seek understanding not just
from one discipline but from a number of disciplines. In addition, there
are approaches which are interdisciplinary. Here, a new set of methods,
theories and language emerge from those working collaboratively across
disciplines. Environmentalism, which uses economics, sociology, biology,
physics and chemistry, is an example of an interdisciplinary approach.

Then there are functional approaches to leisure and tourism. These
have a more distant relationship to disciplines and their specific focus
is on management. Examples here include accounting, law, marketing
and human resource management. Whilst disciplines are nurtured in
universities and concentrate on the development of theories, functional
approaches are developed in the practising field. The main differences
between disciplinary knowledge and functional knowledge are summa-
rized in Table 1.1. The importance of this discussion is that we live in a
society of specialists with a highly developed division of labour. It is easy
for people to become highly knowledgeable in one area while being igno-
rant of other significant aspects of a situation. It is therefore important to
understand the limits of any single approach and the fact that most lei-
sure and tourism issues are multifaceted. It is always worth asking what
kind of a question is being investigated (is it an economic, philosophical,
psychological question, or one of law or marketing or a multidisciplinary
issue?). Of course, the wider the approach, the more difficult decision-
making can become.

Recap Questions

1 What contribution can economics make to environmentalism?
2 What kinds of questions are each of the following?
(a) The level of a minimum wage for the hotel industry.
(b)Whether violent video games should be banned.
(c) The effects of a rise in interest rates.
(d)Maximizing profits from the sales of video games.
(e) Imposing a tax on aviation fuel.
(f) Ending tax-free sales at airports.
(g) The location of the next Olympic Games.
3 Is there a correct answer to any of these questions?
4 Frame two leisure and tourism questions which are exclusively
economic.

eIe (IR
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a Task 1.2 Active outdoor recreation and its contribution
to the US economy

A report by the Outdoor Industry Foundation found that three out of
every four Americans participate in active outdoor recreation each year
making this industry contribute $730 billion to the US economy. In addi-
tion to this the industry generates 6,435,270 jobs and $87,867 million
in federal and state taxes. The report notes that the Active Outdoor
Recreation Economy is a big business, it being equal to or bigger than
other major economic sectors in the USA such as telecommunications,
hospitals and motion pictures and videos.
The outdoor recreation sector covers the following activities:

e Bicycling: paved-road bicycling; off-road bicycling.

o Camping: RV camping at a campsite, tent camping at a campsite,
rustic lodging.

o Fishing: recreational fly, recreational non-fly.

o Hunting: shotgun, rifle, bow.

e Paddling: kayaking, rafting, canoeing.

e Snow sports: downhill skiing — including telemark, snowboarding,
cross-country skiing, snowshoeing.

e Trail: trail running on an unpaved trail, day hiking on an unpaved
trail, backpacking, rock climbing.

o Wildlife viewing, bird watching, other wildlife watching.

The report divides expenditure into trip expenditure and expenditure
on materials. Trip expenditure includes food and drink, transportation,
entertainment and activities, lodging and souvenirs and gifts, amounts
to retail sales of $243 billion. Expenditure on supply of materials
includes apparel, footwear, equipment, accessories and services, accounts
for retail sales of $46 billion. However, the report also identifies a rip-
ple effect (called by economists ‘the multiplier effect’) which raises the
total economic worth of retail sales to $622 billion and that of supply
of materials to $108 billion. The report explains that the components of
the ripple effect are:

e The direct effect consisting of the initial purchase made by the
consumer.

e The indirect effect where sales create economic linkages in the
industries that provide supplies and supporting activities.

e The induced effect where wages and salaries paid to those working in
the direct and indirect effect industries circulate through the economy.

The report includes several case studies including the opening of a bike
shop in the struggling town of Fruita, CO, USA. The shop ‘Over the
Edge Sports’” was one of the few businesses in the town centre where busi-
nesses had been closing. Its success encouraged the community to build
mountain bike trails and organize an annual Fruita Fat Tire Festival.
Fruita has since earned a reputation as a world-class mountain bik-
ing destination that creates $1.5 million a year of spending in the local
economy. The town’s sales tax revenues increased by 51 per cent over
S years, including an 80 per cent increase in sales tax revenues from
restaurants.

Finally, the report emphasizes how active outdoor recreation improves
the physical health of the nation. It notes that over 30 per cent of adult
Americans are obese and that participation in outdoor recreation is a
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way to make Americans fitter and leaner so reducing medical costs and
increasing their sense of well-being.

The Outdoor Industry Foundation is a non-profit organization dedi-
cated to encouraging participation in active outdoor recreation and
healthier lifestyles.

Source: Adapted from the Outdoor Industry Foundation Report
hitp://www.outdoorindustry.orglimages/researchfiles/RecEconomypublic.pdf?26

Recap Questions

1 (a) Referring back to Task 1.1 is the knowledge produced in this
report disciplinary or functional knowledge?
(b)Why might some observers challenge the findings of this
report?

2 What factors of production are used by the Active Outdoor
Recreation Industry?

3 Explain the ‘ripple effect’ using the example of ‘Over the Edge Sports’
in Fruita, CO, USA.

4 How significant is the outdoor recreation sector in the country in
which you are studying? How does it compare in importance to other
major industries?

5 The report emphasizes the positive impacts of outdoor recreation in
terms of health benefits — are there any negative impacts? Is it possible
to quantify these broader impacts?

Task 1.3 Consultancy report: The economic impact of the
london 2012 olympics

In his report on the economic impact of the Olympics Adam Blake notes
that hosting the Olympics has brought mixed rewards in the past. Data
cited for previous Olympics includes:

e Los Angeles 1984: The economic impact of the games on Southern
California was estimated to be US$2.3 billion with 73,375 jobs
supported.

e Seoul 1988: An economic impact of some $1.6 billion with an
increase in employment of 336,000 jobs.

e Barcelona 1992: A direct economic impact of $30 million with
296,640 new jobs created.

e Atlanta 1996: The economic impact of the Olympics on Georgia
was estimated to be $5.1 billion and with an additional 77,026 jobs
generated.

e Sydney 2000: One key study estimated that the economic impact
of the Games on Australia was estimated to be $4.5 billion with
employment gains of 98,700 jobs.

e Athens 2004: A study showed the economic impact of the Games
to be US$15.9 million with an employment impact of 445,000 jobs,
respectively.

Blake continues his analysis by outlining the stages that must be under-
taken in order to conduct an economic impact assessment (EIA) of the
Olympics. First, it is necessary to calculate spending, by organizations
such as the organizing committee as well as by individuals. Next, this
expenditure must be aggregated and third, a model must be constructed
and applied to the data to calculate how this spending translates into

eIe (IR
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Task 1.3 continued
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income and employment. The two main techniques are input-output

(I-O) analysis and computable general equilibrium (CGE) modelling.
He also notes the different time scales in which impacts occur. These

are first the pre-Games impacts

e the construction phase

o other pre-Games costs

e visitor impacts in the run-up to the Games.

Next the during-Games impacts include:

e revenues from staging the Games

e during-Games visitor impacts

e costs of staging the Games.

Finally post-Games impacts include:

e legacy visitor impacts

e legacy infrastructural impacts.

The main conclusions drawn from Blake’s analysis of the London

Olympics are:
the London 2012 Olympics would have an overall positive effect
on the UK and London economies, with an increase in GDP over
the 2005-2016 period of £1,936 million and an additional 8,164
full-time equivalent jobs created for the UK. The impacts are con-
centrated in 2012 (£1,067 million GDP and 3,261 FTE jobs) and in
the post-Games period 2013-2016 (£622 million GDP and 1,948
additional FTE jobs).

Source: Adapted from The Economic Impact of the London 2012 Olympics by

Adam Blake
hitp:/fwww.nottingham.ac.uk/ttrildiscussion/2005_5.pdf.

Recap Questions

1 How can projects such as hosting the Olympic Games help in
regeneration? What examples are there of this?

2 What negative economic impacts might there be from the hosting of
the Olympic Games?

3 What is the opportunity cost of hosting of the Olympic Games?

4 Which industries are most likely to benefit from hosting the Olympic
Games?

5 Distinguish between micro- and macroeconomic impacts of hosting
the Olympic Games.

6 What are the major non-economic impacts of hosting the Olympic
Games and are they quantifiable?

MULTIPLE CHOICE

1 Which of the following is not considered a resource?
(a) Demand.
(b) Land.
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(c) Labour.
(d) Capital.
2 Ceteris paribus means:

(a) Everything changes in the long run.
(b) All other things remain unchanged.
(c) Equal wages.
(d) Inflation is rising.
3 What does the term macroeconomic mean?
(a) An embedded programme in economics.
(b) The absence of scarcity.
(c) To do with the whole economy.
(d) The economy is growing.
4 Opportunity cost measures:

(a) An alternative that has to be given up in order to produce
something

(b) Average cost (AC) plus MC.
(c) AC divided by MC.
(d) Environmental cost.
5 Which of the following is a positive statement?
(@) The minimum wage should be increased.
(b) Pigs can fly.
(c) The price of bacon is too high.
(d) Unemployment should be reduced.

REVIEW QUESTIONS

1 What is the opportunity cost of watching television?

2 Explain in terms of marginal analysis at what point you will turn
off the television.

3 Formulate a hypothesis that links the level of unemployment
to the demand for video rentals. How would you test this
hypothesis and what problems might you encounter?

4 Explain how the market mechanism responds to a change in
consumer tastes or demand using an example from the leisure or
tourism sector.

5 Distinguish between the kinds of problems which physics,
biology, psychology and economics might address in the area of
sports. What similarities and differences in investigative methods
are there between these disciplines?

6 ‘Economics is a social science but is it human?’ Discuss this
question with reference to recreation or leisure or tourism.
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Websites of interest

Institute of Leisure and Amenity Management: www.ilam.co.uk
World Tourism Organization: www.world-tourism.org

World Travel and Tourism Council: www.wttc.org

Learning help in economics and business studies: www.bized.ac.uk

The ALTIS guide to Internet resources in hospitality, leisure, sport
and tourism: www.altis.ac.uk

The London Olympics Website: www.london2012.com


http://www.ilam.co.uk
http://www.world-tourism.org
http://www.wttc.org
http://www.bized.ac.uk
http://www.altis.ac.uk
http://www.london2012.com
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Recreation, leisure and tourism organizations

Objectives and learning outcomes

In order to analyse and understand the behaviour of organizations in

the recreation, leisure and tourism sector, we need to be able to clarify
their aims and objectives. An important initial question is whether the
organization is in the private sector or government-run. For most
private-sector organizations such as The Walt Disney Corporation,
profits are the main objective. On the other hand, Tourism Concern

is a not-for-profit organization and exists to encourage ethical and
sustainable tourism. Organizations run by government were traditionally
set up to provide services such as parks, museums and swimming pools
that were desirable but not commercially profitable. But attitudes to the
extent of government provision and use of subsidies vary across countries
according to which party holds political power.

By studying this chapter students should be able to:
e distinguish between private- and public-sector organizations;

e understand the differences in finance, control, structure and
objectives of organizations;

e understand ways in which capital can be raised;
e analyse movements in share prices;

e analyse the effects of different organizational structures on
organizational behaviour.

PUBLIC-SECTOR ORGANIZATIONS

Public-sector organizations are those owned by the government.
This can be national government or local government.

Local government organizations

Leisure and tourism provision in the local government sector may
include:

leisure centres and swimming pools

libraries

arts centres

parks and recreation facilities

tourism support services.
It should be noted that sometimes services are free, sometimes they
are subsidized and sometimes they are provided at full commercial

rates. For example, charges for swimming pools are often subsidized
but sometimes cover the full cost of provision. On the other hand,
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facilities such as parks, libraries and children’s playgrounds are gen-
erally provided without charge.

Sources of finance

The finance of these organizations comes from:

o charges for services where applicable

¢ central government grants

o grants from other sources (e.g. lotteries)
o local government taxation

¢ local government borrowing.

Ownership and control

In essence, local government organizations are owned by the local
population. Policy decisions or decisions of strategic management
are taken on their behalf by the local council. Each local government
area elects councillors or members to represent them. The political
party which holds the majority of seats on the council will generally
be able to dictate policy and such policy will be determined through
a series of committees such as:

o libraries and arts
o recreation and leisure
¢ planning and resources.

The planning and resources committee is a particularly powerful one
as it determines the medium- to long-term strategy of the council
and thus provides the financial framework within which the other
committees must operate. The day-to-day or operational manage-
ment of local government-run services depends on the nature of the
service being provided. Council employees are responsible for over-
all management and services which are spread out across a local
government area, such as parks, will be run from the council offices.
Larger services such as leisure centres will have their own manage-
ment which in turn will be responsible to a service director at the
council offices.

Aims and missions

The aims of local government and its organizations are largely deter-
mined by the political party or coalition of parties who hold the
majority. This often means that leisure provision, for example, will
vary between neighbouring local authorities which have different
political parties in power. Administrations to the right of the politi-
cal spectrum favour lower local taxes and market-driven provision.
Those to the left favour public provision financed out of tax revenues
and offered free or at subsidized prices. To determine the differing
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aims of political parties we need to consult their manifestos as well
as review their actual provision. However, political parties do not
operate in a vacuum. They will be influenced by:

pressure groups

trade unions

local press

national government.
Edgecombe (2003) examined a major dilemma facing local govern-
ment leisure facility managers in Australia — that of providing recre-
ation services, whilst at the same time minimizing financial deficits

and avoiding significant negative impacts on private enterprises pro-
viding similar services.

National government organizations

National government-owned organizations can be further subdivided
into public corporations, government departments and other govern-
ment agencies.

Public corporations are sometimes known as nationalized or
state-run industries. They generally supply goods or services to the
public. Examples of these include:

the British Broadcasting Corporation (UK)
Societe National des Chemins de Fer (SNCF; National Rail
Network, France)

Air India (Exhibit 2.1).

But the extent of nationalization of recreation, leisure and tourism
industries depends on the politics of individual countries. So in the
USA, most television stations and airlines are in the private sector,
and in the UK, railways are run by private-sector organizations.

Government departments perform an executive role on behalf of
governments in implementing policy. There are a number of govern-
ment departments which impinge on the recreation leisure and tour-
ism sector of the economy. Examples include:

The Department of Culture, Media and Sport (DCMS) (UK):
This department has the responsibility for tourism, arts and
libraries, sport and broadcasting.

The Department of the Interior (USA): This department protects
America’s natural resources and heritage, honours US cultures
and tribal communities, and supplies the energy to power its
future. Its responsibilities include overseeing the National Parks
Service.

The Department of Resources, Energy and Tourism (Australia):
This department provides advice and policy support to the
Australian government regarding Australia’s resources, energy
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Exhibit 2.1 Nationalization of Air India

Air India, originally known as Tata Airlines, started life with two planes,
one palm-thatched shed, one full-time pilot, one part-time engineer and
two apprentice-mechanics. In its first full year of operations (1933), it flew
160,000 miles, carrying155 passengers and 10.71 tonnes of mail. Tata
Airlines was converted into a public company and renamed Air India in
August 1946.

However, by the early 1950s the financial condition of airlines operating

in India had deteriorated so that the government made the decision to
nationalize the air transport industry. On 1 August 1953, Indian Airlines
was formed with the merger of eight domestic airlines to operate domestic
services and Air India International was established to operate the
overseas services.

Source: Author, adapted for Air India Corporate Information (www.airindia.com).

and tourism sectors. It also develops and delivers policies to
increase Australia’s international competitiveness, consistent with
the principles of environmental responsibility and sustainable
development.

Other government agencies tend to work at a smaller level than
government departments and provide more specific services. Examples
include:

Tourism Australia
Visit Britain.

Aims and missions

The aims of nationalized industries vary from country to country.
In some cases, public corporations aim for public service provision
without the limitations imposed by the profit motive and are able to
provide services that are loss making. In these instances, the rigours
of efficiency and private-sector management styles may not be appar-
ent. In other parts of the world (notably in the UK and in the USA)
public corporations have been subjected to efficiency targets, per-
formance indicators and target rates of return on investment, all of
which have made them more closely mimic private-sector organiza-
tions. Nationalized industry’s aims are generally contained within
their charters or constitutions.

The aim of government departments is to carry out the policy of
the government of the day and includes planning, monitoring and
reviewing of provision and legislation. Exhibit 2.2 illustrates the aims
of the Government Department of Resources, Energy and Tourism in
Australia. This department covers the three areas of energy, resources
and tourism. From the exhibit it can be seen that this department,
as with other similar departments worldwide, is to provide both pol-
icy advice and implement programme-delivery services. Sometimes
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Exhibit 2.2 Australian Government Department of Resources,
Energy and Tourism

This department covers the following areas:

e Resources
e Energy
e Tourism.

Statement of Purpose

We enhance Australia’s economic prosperity by improving productivity,
competitiveness, security and sustainability of the resources, energy and
tourism sectors through the provision of high-quality policy advice and
programme-delivery services for the Australian government.

Our Valued Behaviours

Minister: We are responsive to our Minister in delivering apolitical, honest
and frank policy advice and in implementing the government’s policies and
programmes.

Stakeholders: We focus on achieving constructive and collaborative
relationships with our stakeholders including portfolio agency partners
and other government departments, underpinned by genuine consultation,
feedback and robust service delivery.

Policy: We provide high-quality evidence-based advice, through informed
judgement and prudent risk management.

People: We encourage a positive workplace and display high levels
of personal leadership and integrity. We are results focussed and
continuously strive to learn and innovate.

Strategy

Resources: The Australian government is committed to creating a policy
framework to expand Australia’s resource base, increase the international
competitiveness of our resources sector and improve the regulatory
regime, consistent with the principles of environmental responsibility and
sustainable development.

Energy: The Australian government is committed to the provision

of adequate, reliable and affordable energy to meet future energy
consumption needs and to underpin strong economic growth, consistent
with the principles of environmental responsibility and sustainable
development.

Tourism: The Australian government is committed to maximizing tourism’s
net economic contribution to the Australian economy and to fostering an
industry that promotes the principles of environmental responsibility and
sustainable development.

Source: Adapted from the Department of Resources, Energy and Tourism Corporate Plan
2009-2013 http.//mwww.ret.gov.au/Department/Documents/2009- 13_RETCorporatePlan. pdf

leisure, tourism and recreation fall under the same government
department, but sometimes as in this case they are separated. The
aims of other government agencies are specific to each organization
and are generally targeted to a quite narrow field.
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Sources of finance

National government organizations in the public sector are financed
in the main from:

* taxes

¢ trading income.

The dependence on tax funding can mean that public-sector orga-
nizations are very sensitive to the changing priorities of the govern-
ment of the day. Equally if the state of the economy as a whole is

unhealthy, spending cuts will generally be imposed through the pub-
lic sector.

Ownership and control

National government organizations are owned by the government
on behalf of the population at large. However, each type of organi-
zation is controlled in a different way.

¢ Nationalized industries are typically given some autonomy and
generally have a legal identity separate from the government. At
the point of nationalization a law is passed outlining the aims,
organization and control mechanism for each industry.
A typical structure is one where a board of directors is established
responsible for the day-to-day running of the industry. The
chair of the board and its other members are appointed by an
appropriate government minister and strategic decisions will be
taken by the minister in consultation with the government.

¢ Government departments are headed by a minister and staffed
by government employees. Their actions are directly accountable
through a minister to the national assembly such as parliament.
The offices of government departments are generally located
close to the national assembly. The degree of political control
exerted over government departments is thus more direct than
for nationalized industries.

PRIVATE-SECTOR ORGANIZATIONS

Private-sector organizations are those which are non-government-
owned. They can be further subdivided into profit-making organiza-
tions and non-profit-making organizations.

Profit-making organizations

Profit-making private-sector organizations consist of those with
unlimited liability, those with limited liability and companies which
are quoted on the stock exchange.
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Unlimited liability

Unlimited liability means that the owners of such companies face no
limit to their contribution should the organization become indebted.
Most of their personal assets can be used to settle debts should the
business cease trading. This includes not only the value of anything
saleable from the business, but also housing, cars, furniture and ste-
reos. Because of the discipline that unlimited liability brings, there
are often very few formalities required to start trading as this form of
business. Sole proprietorships and partnerships are examples of this
type of business organization and advantages include:

independence

motivation

personal supervision

flexibility.

Equally there are some disadvantages which include:

unlimited liability

long hours of work

lack of capital for expansion
difficulties in case of illness.

Limited liability

In contrast, the formation of a limited liability company enables
its owners to create a separate legal identity and this enables them
to limit their exposure and liability in the case of company failure.
Incorporation confers separate legal identity on the company. This
may be contrasted with the position of unlimited liability organiza-
tions where the owners and the organization are legally the same.
Limited liability places a limit to the contribution by an investor in
an organization to the amount of capital that has been contributed.
Should one of these organizations cease trading with debts, an inves-
tor may well lose the original investment, but liability would cease
there and personal assets would not be at risk.

The benefits of the limited liability company mean that they are
bound by closer rules and regulations than are unlimited liability
organizations. Typically such companies need to provide details of:

the name and address of the company

details of the directors

the objectives of the company

details of share capital issued

details of the internal affairs of the company including
procedures for annual general meetings

audited accounts.
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Limited liability companies are further subdivided into private
companies and public companies. It is the latter’s shares which are
freely tradable on the stock exchange. There are benefits and draw-
backs of moving from a private limited company to a public limited
company. Ability to raise more capital is a key advantage of becom-
ing a public limited company as the stock exchange provides access
to thousands of potential investors. On the other hand, there are con-
siderable extra costs associated with flotation. These include the costs
of bringing a company to the market as well as the costs of report-
ing and more burdensome governance requirements. Also there is a
constant need to perform and produce high profits in the short term
as a public limited company, and the risk of loss of control. The free
access to share ownership and lack of control on transfer of shares
mean that it is more difficult to retain control of public than private
limited companies as groups of shareholders can build up controlling
interests. Exhibit 2.3 provides an illustration of a company flotation
in the travel industry. Amadeus, a leading travel IT company, was
refloated on the Madrid Stock Exchange in 2010 meaning its shares
were made available to the public and that the owners of the com-
pany were able to raise a large amount of capital.

Exhibit 2.3 Amadeus flotation

Amadeus, the Spanish travel reservations firm, has achieved a position as
a leading transaction processor for the global travel and tourism industry.
It provides transaction processing to both travel providers (including
airlines, hotels, railways, cruise lines, ferries, car rental companies and
tour operators) and travel agencies. Amadeus’ distribution and IT systems
cover itinerary planning, fare-searching, reservations, ticketing, airlines
schedule and inventory control, passenger check-in and departure control.
It earned €2.46 billion in revenues in 2009.

The company which was originally listed on the Madrid Stock Exchange
was delisted in 2006 when BC Partners and Cinven bought their stake
from airlines Air France, Lufthansa and Iberia for €4.4 billion. This
effectively meant that the company was taken into the ownership format
of a private limited company. However, Amadeus returned to the Spanish
Stock Exchange in 2010 to become one of Europe’s largest flotations in
that year. According to the prospectus lodged with stock market regulator
Comision Nacional del Mercado de Valores (CNMV), Amadeus offered
98.9 million shares in a primary offering and 36.9 million existing shares
to institutional investors. This share offer represented about 25 per cent
of the firm. The price range expected for the listing was estimated at
between €9.2 and €12.2 per share. In the event it raised over €1.3 billion
in the listing which meant it had a market capitalization of around.

€4.9 billion. On the day of the flotation the share price rose by 7.36 per
cent by midday to reach a figure of €11.81.

Source: Press Cuttings.
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Examples of companies that are quoted on the stock markets
include:

Royal Caribbean (USA)

Carnival (USA)

MGM Resorts (USA)

Avis Budget Group (USA)

Qantas (Australia) (see Exhibit 2.4)

Living and Leisure Australia Group (Australia)

Innovo Leisure Recreation Holdings Limited (Hong Kong)

British Airways (UK)

Easy]Jet (UK).
Exhibit 2.4 examines the case of the Qantas group — the major

national and international airline operating in Australia. As the
exhibit explains Qantas was formerly a nationalized industry run by

Exhibit 2.4 Qantas

Qantas is Australia’s largest domestic and international airline. It employs
around 35,000 staff and serves 173 destinations in 42 countries (including
those covered by its codeshare partners) in Australia, Asia and the Pacific,
the Americas, Europe and Africa.

The Qantas Group’s main brands are:

e Qantas

o Jetstar

e QantasLink

e Jetstar Asia

o Jetstar Pacific.

The Qantas Group’s long-term vision is to operate the world’s best
premium airline, Qantas, and the world’s best low-fares carrier, Jetstar.
Qantas is a public limited company listed on the Australian Stock
Exchange. However, Qantas was at one stage a nationalized industry
owned by the Australian government. But in the 1990s, the government
moved to privatize the airline. A public share offer was launched on

22 June 1995. The privatization was completed and Qantas shares listed
on the Australian Stock Exchange on 31 July 1995 with a float price of
AUS$1.90.

Since then key variations in its share price have included:

e 1995 AUS$1.90
o 1999 AUS$4.50
e 2001 AUS$2.60
e 2007 AUS$6.00.

and in 2008 the share price of Qantas fell below its flotation price to a level

of AUS$1.40.

Source: Adapted from Qantas Fact File htto.//www.qantas.com.au/infodetail/about/
FactFiles.pdf
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the Australian government and this was the case for many airlines.
Government ownership meant that the airline was funded mainly
from taxes. Some governments still maintain ownership of national
airlines since it is believed that they play a strategic role in the econ-
omy. Additionally, airlines need to make very large capital purchases
and these can be difficult to finance in the private sector. However,
nationalization often means that competition and enterprise are sti-
fled resulting in a poorer service for air travellers. Also as air travel
is still something of a luxury it is argued that the state should not
subsidize this sector out of taxes. Finally, state-run industries can
be run on bureaucratic lines meaning that they are inefficient and
inflexible.

Sources of finance

Sources of finance available to sole proprietors and partnerships are
limited to:

o capital contributed by the owners
o ploughed-back profits
¢ bank loans.

Since these sources generally are only available to supply limited
funds, this is a key reason why small firms remain small. On the
other hand limited liability, incorporated firms are able to raise capi-
tal through the additional routes of:

o shares (equity)
o debentures.

A share, or equity or stock (USA), represents a small portion of
ownership of a company that is sold. The company issues shares cer-
tificates in return for capital. The price of shares goes up and down
according to relative demand and supply in the market place — in
this case a stock exchange. Shares can be seen from the perspec-
tive of a shareholder and of a company. From the company’s point
of view, share capital is generally of low risk since if the company
does not make any profits then no dividends are paid. So unlike with
bank loans a company is not saddled with the need to make pay-
ments if it is going through an unprofitable period. Shareholders are
attracted to shares by the prospect of dividend payments (related to
the level of company profits) as well as growth in the capital value
of shares. Of course, there is some risk as there is no guarantee of
dividend payments and the value of shares can go down as well as
up, indeed the value of shares in failing companies will often become
worthless.

Debentures can be seen as a form of loan as they carry a fixed rate
of interest. Thus to the company they pose a problem when profits
are low because they still have to pay out the fixed interest, but their
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Financing Eurotunnel

1986 Concession to build the channel Tunnel awarded to Eurotunnel
£46 million seed corn equity raised
£206 million share placing with institutions

1987 £5 billion loan facility agreed with 200 syndicate bank
770 million equity funding from public offer in the UK and France
1990 £1.8 billion additional debt from syndicate

£300 million loan from European investment bank
£650 million rights issue

1994 £700 million raised from banks
£850 million rights issue, priced at 26 per cent discount and
entirely underwritten.

Source: Adapted from Press Cuttings.

fixed interest rate is attractive when profits are high as the company
will retain more of its profits. Debenture holders get a guaranteed
rate of return and are paid before shareholders so they are generally
less risky than shares. On the other hand, there is no opportunity
to benefit from higher dividends when a company is growing and
making good profits.

Table 2.1 illustrates many of the aspects of financing mentioned
earlier through the case of Eurotunnel. Eurotunnel is the name
given to the rail tunnel that was built between England and France
in the 1990s. Of course, a massive amount of capital was required
to finance this project. Several points emerge from Table 2.1 which
illustrates the financing of Eurotunnel. First, Eurotunnel’s capital
represents a mixture of loans from banks which carry interest pay-
ments until they are repaid, and share issues which will not pay
dividends until profits are earned. If profits from the tunnel are insuf-
ficient to repay loans and interest, the company may be forced into
liquidation by the banks. The assets of the company would then be
sold to repay the banks. Under this scenario, shareholders would
get nothing. This is because shareholders are assigned a lower prior-
ity than loan providers. However, because their liability is limited,
neither would they stand to lose any personal assets, just the value
of their shares. Under a more optimistic, high-profit scenario, pay-
ments to the banks are limited to previously negotiated rates, leaving
substantial profits to be distributed in the form of high dividends to
shareholders. Second, three different forms of share issue are illus-
trated by this case:

A placing in 1986: This is where Eurotunnel’s shares were placed
directly with institutions such as pension funds and insurance
companies. This represents a direct negotiation between the
merchant bank selling the shares and the target groups they wish
to sell to.



PART 1

Organizations and Markets

e An offer for sale in 1987: This is where shares are advertised
and offered to the public. This is a more open and competitive
market, but there is a risk that not all the offer will be taken up
or that the price offered will be lower than anticipated.

o A rights issue in 1990 and 1994: This is where existing
shareholders are able to buy new shares at a discount. Their
right to buy new shares is related to the size of their existing
shareholding.

Finally, the underwriting of share issues means that insurance has
been taken out against the eventuality of shares remaining unsold.
Should this be the case the underwriting firm would purchase the
unsold shares at a pre-agreed price.

Share prices and the stock market

Shares which are sold on the stock market are second-hand shares
and thus their purchase does not provide new capital to companies.
Prices of shares are determined by supply and demand. The stock
market approximates to a perfect market (see Chapter 3) and thus
prices are constantly changing to bring supply and demand into
equilibrium. The demand for and the supply of shares depend upon
the following;:

o Price of shares.

o Expectations of future price changes: This can be very important
when the market suffers a long period of price falls (bear market)
or a period of sustained price rises (bull market).

o Present and future profitability of the firm: This increases the
prospect of higher dividends.

o Price of other assets: The price of gold and property prices can
influence the attractiveness of holding shares.

o Interest rates: A rise in interest rates can cause a fall in demand
for shares by making savings more attractive.

o Government policy.

o Tax considerations.

Exhibit 2.4 illustrates the changing fortunes of the shares in the air-
line Qantas. It shows how share prices can go up and down. In par-
ticular, it shows how global economic events can affect share prices.
The worldwide economic recession that was evident in 2008 saw the
price of Qantas shares fall from a high of AUS$6.00 the previous
year to a price of AUS$1.40. This also represented a fall in value of
more than 20 per cent as compared with even the flotation price 13
years earlier in 1995. It also demonstrates the potential benefits and
risks of holding shares. Anyone investing AUS$1000 in Qantas in
1995 would have been able to purchase 526 shares. If they had sold
those shares in 2007 they would have earned AUS$3156 — a profit of
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AUS$2156. However, if they had sold the shares in 2008 they would
have earned only AUS$736 representing a loss of AUS$244.

Aims, missions, ownership and control

The main aim for organizations in the private sector is generally to
maximize profits. For example, Exhibit 2.5 illustrates the objectives
of ‘The Walt Disney Company’ where it can be seen that maximiz-
ing long-term shareholder value is a prime concern. The private sector
consists of both small- and medium-sized enterprises (SMEs) and large
corporations. These have previously been classified as sole proprietors
and partnerships and limited liability corporations. Understanding
small-business organizations is straightforward. The owner is the
manager and this can act as a strong incentive to maximize profits.
However, it may also mean that profit maximization is subject to per-
sonal considerations such as environmental concerns or hours worked.
Indeed, the term ‘Lifestyle Entrepreneur’ has been used to describe
small-business owners who construct a business around a hobby that
enables them to earn an income whilst pursuing their interest.

For corporations, size of operations and number of shareholders
make the picture more complex. Companies are run along standard
lines: the managing director is responsible for directing managers in
the day-to-day running of the organization. The board of directors is
responsible for determining company policy and for reporting annu-
ally to the shareholders. This can lead to a division between owner-
ship (shareholders) and control (managers) and a potential conflict
of interests. Shareholders generally wish to see their dividends and
capital gains, and thus company profits, maximized. Managers will
generally have this as an important objective since they are ulti-
mately answerable to shareholders. However, they may seek other

Exhibit 2.5 The Walt Disney Company’s objectives

The Walt Disney Company, together with its subsidiaries and affiliates, is a
leading diversified international family entertainment and media enterprise
with four business segments:

1 media networks

2 parks and resorts

3 studio entertainment and
4 consumer products.

The Walt Disney Company’s objectives is to be one of the world’s leading
producers and providers of entertainment and information, using its
portfolio of brands to differentiate its content, services and consumer
products. The company’s primary financial goals are to maximize earnings
and cash flow, and to allocate capital toward growth initiatives that will
drive long-term shareholder value.

Sources: http://corporate.disney.go.com/investors/index.htm/
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objectives — in particular, maximizing personal benefit — which may
include kudos from concluding deals, good pension prospects and
a variety of perks such as foreign travel, well-appointed offices and
high-specification company cars.

NON-PROFIT MAKING ORGANIZATIONS

Non-profit organizations in the private sector vary considerably in
size and in purpose. They span national organizations with large
turnovers, smaller special interest groups, professional associations
and local clubs and societies, and include:

The National Trust (UK): This is a charity trust and independent
from the government. It derives its funds from membership
subscriptions, legacies and gifts, and trading income from
entrance fees, shops and restaurants. It is governed by an act

of parliament — the National Trust Act 1907. Its main aim is to
safeguard places of historic interest and natural beauty.

The New York Road Runners/NYC Marathon (USA): This
non-profit organization is dedicated to promoting the sport of
running for health, recreation and competition. It organizes over
75 races each year.

Surf Life Saving Australia (SLSA): This is Australia’s major water
safety and rescue authority and one of the largest volunteer
organizations in the world. Their mission is ‘to provide a

safe beach and aquatic environment throughout Australia’.
SLSA provides lifesaving patrol services on most of Australia’s
populated beaches in the swimming season.

Indigenous Tourism Rights International (USA): This is an
indigenous peoples’ organization collaborating with indigenous
communities and networks to protect their territories, rights
and cultures. Their mission is to exchange experiences in order
to understand, challenge and take control of the ways in which
tourism affects our lives.

Tourism Concern (UK): The vision of Tourism Concern is

‘A world free from exploitation in which all parties involved

in tourism benefit equally and in which relationships between
industry, tourists and host communities are based on trust and
respect’. Tourism Concern’s mission is to ensure that tourism
always benefits local people. Tourism Concern works with
communities in destination countries to reduce social and
environmental problems connected to tourism and with the
outgoing tourism industry in the UK to find ways of improving
tourism so that local benefits are increased.

The aims and missions of voluntary groups are generally not

profit driven. They include protection of special interests, promotion
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E TO THE DAVID SHELDRICK WILDLIFE
§' ORPHANS’ PROJECT j

Plate 2 Non-profit-making organization: The Orphan Elephant Project, Nairobi, Kenya
Source: The author.

of ideas and ideals, regulation of sports and the provision of goods
and services which are not catered for by the free market. Andersson
and Getz (2009) offered a helpful examination of the differences
between private, public and not-for-profit concepts with using fes-
tivals as their context. Plate 2 shows tourists (including the author
on the right of the photo) at the David Sheldrick Wildlife Trusts’
Orphans’ Project in Nairobi, Kenya. This is a charity organization
which depends entirely on donations. It has the specific aim of reha-
bilitating orphaned elephants.

REVIEW OF KEY TERMS

o Public sector: government owned.

o Private sector: non-government-owned.

*  Council member: elected councillor.

*  Council officer: paid official.

¢ Private limited company: company with restrictions governing
transfer of shares.

* Public limited company: company whose shares are freely
transferable and quoted on stock market.

* Public corporation: public-sector commercial-style organization.

¢ Nationalized industry: industry owned and run by government.

» Dividend: the distribution of profits to shareholders.



PART 1
Organizations and Markets 43

¢ Limited liability: liability limited to amount of investment.
» Flotation: floating a private limited company on the stock
market, thus becoming a public limited company.

f72 Data Questions

Task 2.1 Mission types

e The National Trust of Australia (New South Wales, NSW) is a
community-based charity organization. It relies almost entirely on
donations, fundraising, partnerships and its bushland management
services to fund its work. Other support comes from its 26,000
members and a 2000 strong team of volunteers throughout NSW.
The Trust’s vision is ‘to be trusted as a leading independent guardian of
Australia’s built, cultural and natural heritage, and defender of our
sense of place and belonging in a changing world’. Its mission is to:
o ‘advocate for the conservations of [the] built, cultural and natural
heritage by engaging with the community and government

» conserve and protect [the] built, cultural and natural heritage by
example, advice and support

o educate and engage the community by telling...stories in ways that
awaken a sense of place and belonging’.

Source: http:/lwww.nationaltrust.com.aulabout/default.asp

e The Hong Kong Tourism Board (HKTB) is a government-sponsored
body whose prime responsibilities are to market and promote Hong
Kong as a destination worldwide and to take initiatives to enhance
the experiences of its visitors once they have arrived. It also makes
recommendations to the Hong Kong Special Administrative Region
(SAR) Government and other relevant bodies on the range and
quality of visitor facilities.

The HKTB’s mission is to maximize the social and economic
contribution that tourism makes to the community of Hong Kong,
and to consolidate Hong Kong’s position as a unique, world-class and
most desired destination.

The six objectives of the HKTB, as defined under the HKTB Ordinance
2001, are:

¢ to endeavour to increase the contribution of tourism to Hong
Kong;

» to promote Hong Kong globally as a leading international city in
Asia and a world-class tourist destination;

* to promote the improvement of facilities for visitors;

e to support the government in promoting to the community the
importance of tourism;

e to support, as appropriate, the activities of persons providing
services for visitors to Hong Kong; and

o to make recommendations to and advise the chief executive (of the
Hong Kong SAR) in relation to any measures which may be taken
to further any of the foregoing matters.

Source: http:/fwww.discoverhongkong.com/englabout-hktblabout-us.html
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Task 2.1 continued

e The BAA owns London Heathrow and other major U.K. airports.
In 2006, BAA was bought by a consortium led by Ferrovial, the
Spanish construction company. Ferrovial is one of the world’s leading
infrastructure companies, with 104,000 employees and operations
in 43 countries in a range of sectors including construction, airport,
toll road, and car park management and maintenance, and municipal
services.

BAA’s objectives are to be:

o a responsible custodian and developer of public assets
e a good employer

* a co-operative partner with government

e an equitable partner to airlines

» a good neighbour in the communities where our airports are
located

» an excellent business.

Source: www.baa.com

Recap Questions

1 Identify the different aspects of the mission agenda that are evident
for each of the above organizations using Figure 2.1, and discuss
these differences.

2 Which aspects of the mission agenda are most likely to be found for
(a) A private sector corporation
(b)A not-for-profit organization
(c) A local government organization.

3 Why is it important for economists to identify organizational type if
they are to understand the pricing policy of recreation, leisure and
tourism organizations?

I Mission Agenda Example —

>—zZ
W XTI
>>w

Maximizing profits
Corporate success
Customer satisfaction
Employee welfare
Environmental sensitivity
Product safety
Employment policy
Community activity
Ethical considerations
Benefits to society

Political considerations

Figure 2.1 What is in a mission?
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Task 2.2 Virgin

London 1970s

Richard Branson started his business career at school with a student mag-
azine at the age of 17. In 1970, he founded Virgin as a mail order record
retailer, and shortly afterwards he opened a record shop in Oxford Street,
London.

London 1980s

This was the beginning of the Virgin empire which demonstrated its matu-
rity when Branson floated the company on the London Stock Exchange.
However, in his autobiography, ‘Losing My Virginity’, Branson explains
why he changed his mind about the benefits of being a public company so
that the company’s management executed a management buyout to take
Virgin private again. He particularly pointed to the ‘onerous obligations’
which included the duty of appointing and working with outside direc-
tors. He also felt that he had lost the ability to make quick decisions: ‘Our
business was not one that could be boxed into a rigid timetable of meet-
ings. We had to make decisions quickly, off-the-cuff: if we had to wait
4 weeks for the next board meeting before authorizing Simon to sign
UB40, then we would probably lose them altogether’.

Branson found the British tradition of paying a large dividend difficult
to fit with his business philosophy which was to reinvest profits to increase
the company’s value and stated that the one year when Virgin was quoted
on the stock exchange was the company’s least creative year because the
executives were taken away from management and strategy by the need to
explain their business to fund managers and financial advisers.

Sydney 2003

Virgin launched its low-cost carrier Virgin Blue in Australia in 2001.
From that year to the end of March 2003 the airline had made a pre-
tax profit of AUS$158 million on revenues of AUS$924 million and it is
expected to report profits of about AUS$150 million for 2003-2004.

Its owner Richard Branson has announced plans to float the com-
pany on the stock market by Christmas 2003. Virgin Blue was origi-
nally expected to come to the market in summer 2003 but a listing was
postponed because of the adverse effects on the aviation sector from the
impact of the severe acute respiratory syndrome (SARS) outbreak and
the war in Iraq.

The float valued the group at around AUS$2 billion (£832 million).
The airline raised about AUS$400 million from the flotation on the
Australian Stock Exchange. One of the principal reasons for the strat-
egy is to give the company enough cash to expand internationally with-
out having to obtain the money from existing shareholders. The airline
wanted to use the cash raised to help fund its plans to launch a low-
cost airline in the USA and Virgin Blue was also planning new routes to
New Zealand, Papua New Guinea and the Polynesian islands. The group
was also looking at speeding up the expansion of its Virgin Mobile oper-
ations in the USA.

Commenting on the float, Grant Williams of brokerage firm Reynolds &
Co said, ‘There seems to be a strong interest in Virgin Blue’s float but
this is not a lot of money and there won’t be much around for the retail
market’.

eIe (IR
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Task 2.2 continued

A Virgin spokesman said the money from Virgin Blue could be used
to increase the Virgin group’s ‘war chest’. Plans for a low-cost carrier in
the USA are described as ‘quite advanced’.

California 2007

Launched in August 2007 with initial funding of $128 million, Virgin
America is one of the best funded start-up airlines in history according
to the Wall Street Journal. Virgin America positioned itself as a new,
California-based airline. Its competitive edge is honed around a pack-
age that includes brand new planes, attractive fares, service excellence,
in-flight Internet, mood-lit cabins, leather seats and on-demand menus.

Global position 2011

The Virgin Group has grown to become a leading global company oper-
ating in businesses in sectors ranging from mobile telephony to transpor-
tation, travel, financial services, media, music and fitness. It has created
more than 300 branded companies worldwide, employing approximately
50,000 people, in 30 countries. Global branded revenues in 2009 exceeded
£11.5 billion (approximately US$18 billion). Its portfolio includes:

e Virgin Atlantic Airways

e Virgin Active U.K.

e Virgin Active Portugal

e Virgin Holidays

e Virgin Galactic

e Virgin Trains

e Virgin Gaming

e Virgin Blue.

Recap Questions

1 What is meant by floating a company?
How does a flotation raise money for a company? Where does the
money come from?

3 What does Grant Williams mean when he says ‘there would not be
much around for the retail market’?

4 What are the advantages and disadvantages of floating a company?

(9]

Why do you think Virgin has been such a successful company?

6 How do you think Richard Branson funded and managed his first
venture as a mail order record retailer?

Task 2.3 Journal article: Ateljevic, I., Doorne, S., 2000.
‘Staying within the fence’: lifestyle entrepreneurship in
tourism. Journal of Sustainable Tourism 8 (5), 378-392.

In their seminal article on Lifestyle Entrepreneurs, Ateljevic and Doorne
noted that lifestyle and non-economic motives can be important stim-
uli for tourism entrepreneurship and represent a significant part of the
small-business sector. The main hallmark of Lifestyle Entrepreneurs is
a valuing of quality of life over profit. Because Lifestyle Entrepreneurs
have found it difficult to find this combination in traditional business
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they find that the solution is to set up their own business. This desire
for quality of life merged with running a business means that Lifestyle
Enterprises can allow for flexible hours, or a favoured location, or the
specializing is certain products or services (often developing out of a pas-
sionate interest or hobby) or a particular stance with regard to ethical
practices. Examples of such businesses include small accommodation
providers, yoga retreats, specialized restaurants and organizers of leisure
pursuits.

Ateljevic and Doorne noted that the long-term survival of Lifestyle
Entrepreneurs in tourism has been cited as a possible constraint on
regional economic development. Their research is based on a cohort of
Lifestyle Entrepreneurs in the New Zealand tourism sector. They focus
on the values that motivate Lifestyle Entrepreneurs finding that typically
the conscious rejection of economic and business growth opportunities is
an expression of a specific, personal sociopolitical ideology. The authors
found that this rejection of profit as an over-riding motive does not neces-
sarily result in financial difficulties or a stagnation in the development of
the business. Rather new opportunities are created to engage with niche
consumers who portray common values. Their research also concluded
that Lifestyle Entrepreneurs can be associated with the creation of inno-
vative services and products and that this business format can make an
important contribution to sustainability, the developing of a sense of place
and community and be a point of stimulation for regional development.

Source:  Adapted from  btip:/lwww.informaworld.com/smpp/content~db=all~
content=a908038878

Recap Questions

1 What particular issues of expansion and growth are pertinent to
Lifestyle Enterprises?

2 How do aims, mission, ownership and control differ between
Lifestyle Enterprises and profit-maximizing businesses?

3 What factors are likely to influence the business decisions of Lifestyle
Entrepreneurs?

4 Why would Lifestyle Entrepreneurs be unlikely to float their business
on the stock exchange?
5 Locate, read and critique this article.

MULTIPLE CHOICE

1 Which of the following is most likely to contribute to a fall in the

share price of Qantas Airways?

(a) A fall in interest rates.

(b) A rise in profits.

(c) A bear market.

(d) None of the above.

2 Unlimited liability means:

(@) A firm can be sued for damages.

(b) A firm’s owner is liable for all of its debts.

eI (12
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(c) A firm has been incorporated.
(d) A firm may be sued for libel.
3 Tourism Concern is:
(a) A non-profit-making organization.
(b) A local government organization.
(c) A nationalized industry.
(d) Quoted on the stock exchange.
4 Which of the following is a valid reason for holding shares:
(a) A chance to benefit from a company’s profit.
(b) Guaranteed to get your investment back.
(c) The avoidance of risk.
(d) Guaranteed minimum dividends.
5 Which of the following statements is not true?
(a) Public-sector organizations are government owned.
(b) Debentures are less risky than shares.
(c) Shareholders are not liable for more than their initial
investment.

(d) Nationalized industries always seek to maximize profits.

REVIEW QUESTIONS

1 Distinguish between the public sector, public limited companies
and nationalized industries, giving examples of each in the
recreation, leisure and tourism sector.

2 What is the major benefit of incorporation?

3 Who determines strategic policy for:

(a) Local government organizations?
(b) Public limited companies?
(c) Nationalized industries?

4 What are the benefits and drawbacks for a company thinking of
floating on the stock exchange?

5 Identify four quoted corporations in the leisure and tourism
sector.

a) Research and record movements in their share prices over the
p
past 24 months.

(b) Suggest reasons for the movements in these share prices.

Websites of interest

Air India: www.airindia.com
BAA: (British Airports Authority): www.baa.com
British Airways: www.ba.com


http://www.airindia.com
http://www.baa.com
http://www.ba.com

PART 1

Organizations and Markets
British Tourist Authority: www.visitbritain.com

Department for Culture, Media and Sport: www.culture.gov.uk
Department of Resources, Energy and Tourism: www.ret.gov.au
Department of the Interior (USA): www.doi.gov

Hong Kong Tourism Board: www.discoverhongkong.com
Indigenous Tourism Rights International: www.tourismrights.org
Qantas Airways: www.gantas.com.au

SNCF: www.sncf.com

Surf Life Saving Australia: www.slsa.asn.au

The British Broadcasting Corporation: www.bbc.co.uk

The National Trust: www.nationaltrust.org/

Tourism Australia: www.tourism.australia.com

Tourism Concern: www.tourismconcern.org.uk

Virgin Group: www.virgin.com

Walt Disney Company: www.corporate.disney.go.com
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Q The market for recreation, leisure and tourism products

Objectives and learning outcomes

Prices in a market economy are constantly on the move. For example,
the price of package holidays has fallen considerably in real terms over
the last decade, whilst the price of foreign currency changes many times
in a single day. Price has a key function in the market economy. On the
one hand, it signals changes in demand patterns to producers, stimulating
production of those products with increasing demand and depressing
production of those products where demand is falling. At the same time,
price provides an incentive for producers to economize on their inputs.
This chapter will investigate how price is formed in the market. It will
investigate the factors which determine the demand for and the supply of
a good or service and see how the forces of demand and supply interact
to determine price.

By studying this chapter students will be able to:

e identify a market and define the attributes of a perfect market;
e analyse the factors that affect the demand for a good or service;
e analyse the factors that affect the supply of a good or service;

e understand the concept of equilibrium price;

e analyse the factors that cause changes in equilibrium price;

e relate price theory to real-world examples.

DEFINITIONS AND ASSUMPTIONS

Effective demand

Effective demand is more than just the wanting of something, but it
is defined as ‘demand backed by cash’.

Ceteris paribus

Ceteris paribus means ‘all other things remaining unchanged’. In the
real world, there are a number of factors which affect the price of a
good or service. These are constantly changing and in some instances
they work in opposite directions. This makes it very difficult to study
cause and effect. Economists use the term ceteris paribus to clarify
thinking. For example, it might be said that a fall in the price of a
commodity will cause a rise in demand, ceteris paribus. If this caveat
were not stated then we might find that, despite the fact that the
price of a commodity had fallen, we might observe a fall in demand,
because some other factor might be changing at the same time, for
example a significant rise in income tax.
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Perfect market assumption

A market is a place where buyers and sellers come into contact with
one another. In the model of price determination discussed in this
chapter, we make a simplifying assumption that we are operating in
a perfect market.

The characteristics of a perfect market include:

¢ many buyers and sellers;

perfect knowledge of prices throughout the market;
+ rational consumers and producers basing decisions on prices;
* no government intervention (e.g. price control).

The stock exchange is an example of a perfect market — equilibrium
price is constantly changing to reflect changes in demand and supply.
There is some evidence to suggest that the Internet is leading to mar-
kets becoming less imperfect as consumers are able to get more infor-
mation about prices and products, and source their purchases from a
wider range of suppliers.

THE DEMAND FOR RECREATION, LEISURE
AND TOURISM PRODUCTS

Demand and own price

Generally, as the price of a good or a service increases, the demand
for it falls, ceteris paribus, as illustrated in Table 3.1. This gives rise
to the demand curve shown in Figure 3.1.

The demand curve slopes downwards to the right and plots the
relationship between a change in price and demand. The reason
for this is that as prices rise consumers tend to economize on items
and replace them with other ones if possible. Notice that as price
changes we move along the demand curve to determine the effect
on demand so that in Figure 3.1 as price rises from $100 to $120,
demand falls from 4400 to 4000 units a day.

The main exceptions to this are twofold. Some goods and services
are bought because their high price lends exclusivity to them and
thus they become more sought after at higher prices. A good exam-
ple of this is the new generation of so called seven-star hotels such as
the Burj Al Arab in Dubai. Also, if consumers expect prices to rise in

Table 3.1

Price (US9) 220 200 180 160 140 120 100

Demand 2000 2400 2800 3200 3600 4000 4400
(per day)
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Figure 3.1 The demand curve for four-star hotel rooms.

the future, they might buy goods even though their prices are rising.
However, this is difficult to do with services.

Demand and other factors

The following factors also affect the demand for a good or service:

disposable income

price of other goods
comparative quality/value added
fashion and tastes

advertising

opportunities for consumption
population

other factors.

Since the demand curve describes the relationship between
demand and price, these other factors will affect the position of the
demand curve and changes in these factors will cause the demand
curve to shift its position to the left or the right.

Disposable income

Disposable income is defined as income less direct taxes but includ-
ing government subsidies. The effect of a change in disposable
income on the demand for a good or service depends on the type of
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Exhibit 3.1 From exotic vacations to modest ‘staycations’

In Victorian England, the place to be for the British monied, leisured
classes was a British seaside resort. Queen Victoria herself had a
residence at Osborne House near Cowes on the Isle of Wight and the
Victorian boom brought railways, piers, promenades and seafront hotels
to resorts such as Brighton, Ventnor and Eastbourne. Today, piers have
collapsed, accommodation has shrunk and many resorts are in decline.
The long-term trend since the 1970s is that holidays taken abroad by UK
residents have increased and the number spent in the UK has shown a
steep decline. Increased incomes made Spain the major destination for UK
holidaymakers in the 1980s and 1990s, but as incomes continued to rise
Spanish resorts themselves are in danger of becoming inferior substitutes
for more exotic, distant destinations. However, the 2007-2009 recession
witnessed a notable reversal in these trends. Lower incomes meant that
‘staycations’, where holidays are taken in the home country, have become
more popular. Data from the UK Office of National Statistics showed a 15
per cent fall in British foreign holidays, the biggest decline since records
began. Foreign destinations affected include Mexico, down 41 per cent;
New Zealand, down 30 per cent; Spain, down 19 per cent and France,
down 10 per cent.

Source: The author.

good under consideration. First, for normal or superior goods, as
disposable income rises, so does demand. This applies to most
hotels, holidays abroad and membership of leisure clubs. However,
some goods or services are bought as cheap substitutes for other
ones. These are defined as inferior goods and examples might include
cheap hotel rooms, bed and breakfast accommodation, domestic
holidays, cheap-range music systems or trainers without a leading
brand name. As income rises, the demand for these goods and ser-
vices declines as people start to demand the normal goods that they
can now afford. Exhibit 3.1 shows that many UK seaside resorts can
be classified as an ‘inferior’ destinations in economic terms. Despite
the rise of the recession-induced ‘staycation’, they are likely to suffer
continued decline as people’s long-term standard of living continues
to increase.

An income consumption curve shows the relationship between
changes in income and changes in the demand for goods and ser-
vices and Figure 3.2 shows the different income consumption curves
for superior and inferior goods. As income rises from A to B, the
demand for superior goods rises from C to E, whilst the demand for
inferior goods falls from C to D.

Price of other goods

Changes in the prices of other goods will also affect the demand
for the good or service in question. In the case of goods or services
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Figure 3.2 Income consumption curves for superior and inferior goods.

which are substitutes, a rise in the price of one good will lead to a
rise in the demand for the other. In the skiing market, for example,
Verbier in Switzerland, Ellmau in Austria and Courchevel in France
are to some extent substitutes for each other and changes in relative
prices will cause demand patterns to change. The same is true for air
travel where there are often many competing airlines offering substi-
tutes on major routes.

Some goods and services are complements or in joint demand.
In other words, they tend to be demanded in pairs or sets. In this
case, an increase in the price of one good will lead to a fall in the
demand for the other. So in Exhibit 3.2 the demand for ski holidays
in Bansko, Bulgaria may well be lifted by the relative cheapness of
those items that are in joint demand with a ski holiday — drinks
and meals since Bulgaria turns out to be a relatively cheap desti-
nation for these items. Other examples of joint demand include
holidays in the USA and Dollars or holiday destinations and trans-
port costs.

Joint demand in the tourism sector also encompasses other fac-
tors. Important amongst these are the weather and significant cul-
tural events. Exhibit 3.3 reports on the influence of the weather
(seasonality) and cultural events on tourism demand in Galicia,
Spain.

Comparative quality/value added

Consumers do not just consider price when comparing goods and
services — they also compare quality. Improvements in the quality
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Exhibit 3.2 Skiing: unpacking the price

The demand for skiing at different resorts is affected by a range of price
factors. The price of accommodation in the resort (own price) will be

a key factor. But other prices will also affect demand. Demand will be
sensitive to substitute prices which includes prices in other resorts and
prices of other alternative activities (e.g. diving holidays). Demand will
also be affected by the price of other essential parts of a ski package
(complementary goods and services). Lift pass prices, equipment hire and
tuition are key factors here. So are subsistence costs of food and drink in
the resort. The table shows some of these for ski resorts in Europe by way
of the Resort Price Index (RPI) which was prepared by the website Where
to Ski and Snowboard. Here, prices of the following items were compared
across resorts:

e cheap eats (pasta/pizza)
e proper meals, eg plat du jour

e coke
e beer
e wine

e cappuccino/hot chocolate/glihwein.

The resulting index included the following:

Country Resort RPI

Bulgaria Bansko 40
USA Breckenridge 70
[taly Bormio 75
Austria Elmau 80
Italy Livigno 80
Switzerland Grindelwald 90
Switzerland Wengen 90
France Les Menuires 100
Switzerland Davos 110
Austria Z0rs 1156
France Courchevel 145

Source: Adapted from Where to Ski and Snowboard http.//www.wheretoskiandsnowboard.
com/features/cutting-costs-resort-price-index/

of a good or service can be important factors in increasing demand,
and Exhibit 3.4 describes how airlines have been rated by passengers
over a number of key quality issues. Faced with similar prices for
competing air services customers will generally choose airlines with
superior service quality. This is an important consideration for air-
lines’ strategies for increasing market share.
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Exhibit 3.3 Tourism in Galicia: domestic and foreign demand

In a paper published in the journal Tourism Economics Teresa Garin-Mufioz
analyses the main determinants of the demand for tourism in the region of
Galicia, Spain. Galicia is located in the north-west of Spain and shares its
southern border with Portugal. The author notes the increasing importance of
tourism for the region so that by 2004 it accounted for around 11.6 per cent
of GDP, 13.3 per cent of total employment and contributed 14.7 per cent to
the total taxes revenues.

The article investigates factors which affect domestic and foreign demand
for tourism to Galicia. But it also notes the importance of religious events
and the weather. The religious calendar is seen to impact on the demand
for tourism and the author notes:
Each year, many thousands of people from all over the world are drawn
to Galicia to make the ancient pilgrimage to Compostela. The flow is
especially high during the Holy Years of Santiago, which occur when
the 25 July, the celebration of the martyrdom of St James, falls on a
Sunday. These historical assets make Galicia a potentially important
religious and cultural tourism destination. (p. 755)
In terms of seasonality Garin-Mufoz notes that:
The monthly distribution of tourism ... shows that most tourism arrives
in Galicia during the summer. In fact, more than half of the overnight
stays take place during the summer months and August is the month
with the greatest volume of tourism. (p. 760)

Source: Adapted from Garin-Murioz, T., 2009. Tourism in Galicia: domestic and foreign
demand. Tourism Economics 75 (4), 763-769.

Exhibit 3.4 Asiana Airlines win the title Airline of the Year 2010
at the World Airline Awards

Asiana Airlines was named the winner of the Airline of the Year Award

at the 2010 World Airline Awards that took place in Hamburg, Germany.
The awards were attended by over 40 airlines from around the world. The
awards are based on reviews from airline customers and over 17 million
air travellers representing over 100 different nationalities took part in the
survey.

The survey included over 200 airlines, from largest international airlines
to domestic carriers and measures over 38 items of airline product and
service standards. These rate the customer experience both at airports
and at inflight and include:

e check-in

e boarding

e seat comfort

e cabin cleanliness

o food

e beverages

e inflight entertainment

o staff service.
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The award was received by Mr Young-Doo Yoon, Asiana Airlines’ President
and CEO who stated:

Asiana has been committed to realise our company vision to achieve
‘Customer Satisfaction’ by providing the best in terms of safety and
service since its establishment in 1988. Asiana will continue to provide
the world’s best quality and differentiated service to our customers
... [and] will use this opportunity as further motivation to never cease
in its continual improvement and development efforts while devoting
ourselves to always go beyond satisfying each and every valuable
customer.

Mr Edward Plaisted, Chairman of Skytrax who organized the wards said:

...the real strength that was shining through for Asiana Airlines is their
front-line staff. Across both the ground services environment at their
home base at Incheon International Airport, and the exceptionally high
quality and consistent cabin staff service, Asiana Airlines is setting a
new world order when looking at the best airlines across the globe.
They have been close to the top positions in previous year awards, and
| am delighted to now see Asiana Airlines taking the highest accolade
in being named Airline of the Year for 2010.

The runners up for Airline of the Year were:

#2 Asiana Airlines

#3 Singapore Airlines

#4 Qatar Airways

#5 Cathay Pacific Airways

#6 Air New Zealand.

Source: Adapted from www.worldairlineawards.com/Awards-2010/Airine2070.htm

Fashion and tastes

Fashion and tastes affect demand for leisure goods and services as in
other areas. For example, the demand for tennis facilities and acces-
sories rises sharply during tennis tournaments such as Wimbledon.
Similarly, World Cup rugby and football events have a big impact on
sales of sports clothing and merchandise as do the successes of teams
in national leagues. Holiday destinations move in and out of fashion.
Tourism to Israel is frequently affected by adverse publicity related to
the Israel-Palestine conflict. Mexico has joined Columbia as a desti-
nation which is perceived as dangerous because of the drugs trade.
Exhibit 3.5 shows how the fortunes of destinations can quickly
change with Goa suddenly losing its status as a heaven of peace and
tranquility after highly publicized bomb attacks and murders.

Advertising

The aim of most advertising is to increase the demand for goods
and services. The exception to this is advertising that is designed to
inhibit the demand for some goods and services. For example, many
governments fund advertising campaigns to inhibit the demand for
cigarettes and drugs. Plate 3 reproduces two graphic labels used
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Exhibit 3.5 Goa’s tourism woes

Goa in India has enjoyed a long period of growth in tourism fueled

partly by its natural beauty, climate, value for money and reputation

as a safe, secure and peaceful destination. Between September and
December 2007, 82,515 foreign visitors arrived in Goa by chartered and
scheduled flights. But by 2008, the number had dropped to 71,918 in the
corresponding period. This represents a 13 per cent drop.

Much of Goa’s tourism suffered because of the global economic recession
in the same period. But tour operators have reported that other incidents
have added to Goa’s difficulties with tourists cancelling their travel plans.
These include events such as the explosions in Madgaon that left two
dead. Even more adverse publicity was generated by the death of British
teenager Scarlett Keeling, aged 15, who was found raped and murdered
on Anjuna Beach in February 2008. Adding further to the problems the
Israeli government issued a travel advisory that suggests its citizens to
keep away from Goa.

Source: Adapted from Mid Day www.mid-day.com/news

WARNING

WARNING
CIGARETTES CAUSE ek ERKAI&%REU%%U

LUNG CANCER “® IMPOTENT

85% of lung cancers are caused by Cigarettes may cause sexual
smoking. 80% of lung cancer victims impotence due to decreased blood
dio within 3 years. flow to the penis. This can prevent
you from having an erection.

Health Canada

Health Canada
lung cancer

Plate 3 Health Canada anti-smoking campaign. Source: Reprodiuced by kind permission of Health Canada.

in cigarette packaging to dissuade people from smoking by Health
Canada. In one case shocking pictures of lung cancer growths are
used, in the other a direct link to sexual performance is made.

Opportunities for consumption

Unlike many sectors of the economy, many leisure and tourism pur-
suits require time to participate in them. Thus, the amount of leisure
time available will be an important enabling factor in demand. The
two main components here are the average working week and the
amount of paid holidays. Table 3.2 illustrates time use in the USA.
This shows that women still do the majority of the household chores,
spending 2.24 hours a day on average on housework compared
with 1.33 hours spent by men. Women also spent more time (almost
double) than men on childcare and other household caring activi-
ties. However, men worked on average for nearly 1.5 hours a day
more than women (4.26 hours a day for men compared with 2.85
hours for women). The average amount of time devoted to leisure
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Table 3.2

Total Men Women
Personal care, including sleeping 9.45 9.25 9.63
Eating and drinking 1.22 1.26 1.19
Household activities 1.80 1.38 2.24
Housework 0.60 026 092
Purchasing goods and services 0.76 0.64 0.88
Caring for and helping household members 0.54 0.37 0.70
Caring for and helping non-household members 0.21 0.19 0.22
Working and work-related activities 3.63 4.26 2.85
Educational activities 0.46 0.43 0.50
Organizational, civic and religious activities 0.34 0.32 0.36
Leisure and sports 0.25 5.59 4.93
Telephone calls, mail and e-mail 0.20 0.14 0.25
Other activities 0.24 0.23 0.26

Source! Adapted from US Bureau of Labour Statistics http.//www.bls.gov/news.release/
atus.t01.htm

and sports activities is 5.25 hours, with men having 5.59 hours of
leisure and sports in comparison to 4.93 hours for women. Aguiar
and Hurst (2007) in an article titled ‘“Measuring trends in leisure: the
allocation of time over five decades’ use 50 years of time use surveys
to analyse trends in the allocation of time within the USA. They find
that leisure for men increased by about 6-9 hours per week (caused
mainly by a decline in work hours) and for women by roughly 4-8
hours per week (caused mainly by a decline in homework hours).
They also show a growing inequality in leisure that reflects the grow-
ing inequality of wages and expenditures in the country.

Population

Population trends are an important factor in the demand for rec-
reation, leisure and tourism. Demand will be influenced by the size
of population as well as the composition of the population in terms
of age, sex and geographical distribution; for example, the leisure
requirements of a country are likely to change considerably as the
average age of the population increases. Football pitches may need
to give way to golf courses. The location of leisure facilities simi-
larly needs to be tailored to the migration trends of the population.
Tourism marketing also needs to be informed by relevant popula-
tion data. The dramatic growth in extended winter sun breaks in
Europe reflects the demands of an ageing population. Table 3.3 shows
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Demographic variable Australia USA China India Spain
Population mid-2009 21,852,000 306,805,000 1,331,398,000 1,171,029,000 46,916,000
Birth rate (annual number 14 14 12 23 11

of births per 1000 total

population)
Death rate (annual number 7 8 7 7 8

of deaths per 1000 total

population)
Rate of natural increase 0.7 0.6 0.5 1.6 0.3

(birth rate minus death

rate, expressed as a %)
Population change 65 43 8 49 =17

2009-2050 (projected %)
Population 2025 (projected) 26,917,000 357,452,000 1,476,000,000 1,444,450,000 46,164,000
Population 2050 (projected) 33,959,000 439,010,000 1,437,000,000  1,747,969,000 43,861,000
Population under age 15 (%) 19 20 19 32 14
Population over age 65 (%) 13 13 8 B 17
Life expectancy (years) 81 78 73 064 81

Source. Adapted from Population Reference Bureau website www.prb.org

different population trends from around the world. The population
of India is set to increase by around 50 per cent between 2009 and
2050 and this growth in the population will mean the average age
of the population remains low. In contrast, the population of Spain
is forecast to decline in total size by 7 per cent between 2009 and
2050. This is because of a low birth rate and therefore the average
age of the Spanish population is likely to increase. Notice a strong
contrast in the age distribution of the populations of Spain and India.
Table 3.3 shows that 14 per cent of the population in Spain is under
15 years, whereas in India 32 per cent of the population is under
15 years. Similarly, 17 per cent of the population of Spain is over
65 years but only 5 per cent of the population of India is over 65 years.
Life expectancy to a large extent mirrors the stage of economic devel-
opment and stands at 81 years in Australia but only 64 years in India.
Grant (2002) outlines the demand for active leisure in the
Australian seniors market and concludes that those in the leisure
industry need to understand not only the changing demographics
but also the special demand characteristics of this group. Glover and
Prideaux (2009) note that population ageing is a critical element of
demographic change and a key driver for future consumer demand.
Because of the size of the baby boomer generation, they argue that
population ageing is likely to have a significant effect on the future
choice of tourism activities and destinations. As the baby boomer
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generation retires, their demand patterns and preferences will change
and strongly influence the future structure of tourism product develop-
ment. The authors point to the possible emergence of a product gap,
if these changing patterns of demand are ignored. On the same theme
the future of leisure services for the elderly in Canada is explored in
the light of ageing of the baby-boom generation by Johnson (2003).
Schroder and Widmann (2007) note that destinations — which con-
sciously cater to the senior segment, i.e. spas and health-oriented loca-
tions — will be able to profit from demographic change.

Other factors

Terrorism has had a significant impact particularly on some types
of tourism in recent years. For example, Tate (2002) examines the
impact of the 11 September 2001 events on the world tourism and
travel industry and reviews some of the recovery strategies adopted
by the industry. These are lower prices, shorter duration of vis-
its, changes in booking habits, changes in motivation for travel
and new approaches to product and service promotion. One com-
mentator suggested the following impacts of 11 September 2001
on the tourism industry: a growing demand for security; a shift in
focus towards tourism in domestic markets (i.e. less foreign travel);
for foreign travel, an increasing tendency to travel to relatively close
and familiar destinations (i.e. those in the same geographic region);
greater importance being placed on visiting friends and relatives as a
reason for travelling; a growth in the number of short trips and city
breaks (although not to large city destinations); a decreasing interest
in adventure tourism and a growing interest in travel that empha-
sizes experiencing local cultures or proximity to nature. Arafa and
Leon (2008) note that terrorism and threats to national security have
impacts on tourism demand and their research focusses on the short-
run impacts of the September 11 attacks in New York on tourist
preferences for competing destinations in the Mediterranean and the
Canary Islands. Their findings show that the attacks caused a shock
to tourists’ utility and a change in the image profile of destinations.
However, it was found that whilst some destinations experienced a
strongly negative impact on their image and attractiveness, others
were upgraded as a consequence of terror events.

THE SUPPLY OF RECREATION, LEISURE AND
TOURISM PRODUCTS

Supply and own price

Generally as the price of a good or a service increases, the supply
of it rises, ceteris paribus. This gives rise to the supply curve which
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The supply of four-star hotel rooms
Price ($) 220 200 180 160 140 120 100

Supply 4400 4000 3600 3200 2800 2400 2000
(per day)

220 Supply
200
180

160

Price ($)

140

120 T

100

—>

0 2000 2400 2800 3200 3600 4000 4400
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Figure 3.3 The supply curve for four-star hotel rooms.

is illustrated in Table 3.4 and Figure 3.3. The supply curve slopes
upwards to the right and plots the relationship between a change
in price and supply. The reason for this is that, as prices rise, the
profit motive stimulates existing producers to increase supply and
induces new suppliers to enter the market. Notice that as price
changes, we move along the supply curve to determine the effect on
supply so that in Figure 3.3, as the price of four-star hotel rooms
rises from $100 to $120, supply rises from 2000 units a week to
2400 units a day.

Supply and other factors

The following factors also affect the supply of a good or service:

prices of other goods supplied
changes in production costs

technical improvements

taxes and subsidies

other factors (e.g. industrial relations).



PART 1

Organizations and Markets

S

Exhibit 3.6 Carry on cruising

The Cruise Lines International Association (CLIA) is the world’s largest
cruise association and is dedicated to the promotion and growth of the
cruise industry. CLIA is composed of 24 of the major cruise lines serving
North America. A statement by CLIA reports that despite the economic
recession of 2008/2009, the cruise industry is growing strongly. Its figures
show that approximately 13.445 million guests sailed on CLIA member
cruises in 2009 and forecasts a total of 14.3 million passengers in 2010,
representing a 6.4 per cent growth. This means that the economic impact
of the cruise industry is considerable. In 2008, direct spending in goods
and services by CLIA cruise lines and their passengers totalled $19.07
billion.

The growth in the supply of the cruise industry continues apace. In 2009,
CLIA members introduced 14 new ships at a total investment of $4.7
billion. In 2010, CLIA members invested an additional $6.5 billion with
12 new vessels. New additions to this fleet include:

e American Cruise Line’s Independence, 101 passengers

e Avalon Waterways’ Luminary, 138 passengers

e Avalon Waterways’ Felicity, 138 passengers

o Celebrity Cruises’ Celebrity Eclipse, 2850 passengers

e Costa Cruises’ Costa Deliziosa, 2260 passengers

e Cunard Line’s Queen Elizabeth, 2092 passengers

e Holland America Line’s Nieuw Amsterdam, 2100 passengers

e MSC Cruises’ MSC Magnifica, 2550 passengers

e Norwegian Cruise Line’s Norwegian Epic, 4200 passengers

e Pearl Seas Cruises’ Pearl Mist, 110 passengers

e Royal Caribbean International’s Allure of the Seas, 5400 passengers
e Seabourn Cruise Line’s Seabourn Sojourn, 450 passengers.

For the future CLIA member lines have 26 new ships on order between
2010 and 2012 which means an increase in capacity of 53,971 beds or
18 per cent of total.

Source: Adapted from CLIA Report http.//iwww.cruising.org

Since the supply curve describes the relationship between supply
and price, these other factors will affect the position of the supply
curve and changes in these factors will cause the supply curve to
shift its position to the left or to the right. Exhibit 3.6 describes the
increase in the supply of cruise ships over recent years.

Prices of other goods supplied

Where a producer can use factors of production to supply a range
of goods or services, an increase in the price of a particular product
will cause the producer to redeploy resources towards that particu-
lar product and away from other ones. For example, the owners of a
flexible sports hall will be able to increase the supply of badminton
courts at the expense of short tennis, if demand changes. In the long
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run, a rise in the price of hotel rooms will cause owners of build-
ings and land to consider changing their use. Airlines are particu-
larly able to adapt their routes and redeploy their aircraft as demand
patterns change.

Changes in production costs

The main costs involved in production are labour costs, raw material
costs and interest payments. A fall in these production costs will tend
to stimulate supply shifting the supply curve to the right, whereas a
rise in production costs will shift the supply curve to the left.

Technical improvements

Changes in technology will affect the supply of goods and services in
the leisure and tourism sector. An example of this is aircraft design:
the development of jumbo jets has had a considerable impact on the
supply curve for air travel. The Airbus A380 represents a big tech-
nological leap forward here, extending the capacity of aircraft. Such
developments mean that the supply curve has shifted to the right,
signifying that more seats can now be supplied at the same price.
Technology has had a large impact on the production of leisure goods
such as mobile devices, televisions, personal computers, games, con-
soles and cameras. The supply curve for these goods has shifted per-
sistently to the right over recent years, leading to a reduction in prices
even after allowing for inflation.

Taxes and subsidies

The supply of goods and services is affected by indirect taxes such
as sales taxes and also by subsidies. In the event of the imposition
of taxes or subsidies, the price paid by the consumer is not the same
as the price received by the supplier. For example, assume that the
government imposes a $20 sales tax on hotel rooms. Where the price
to the consumer is $200, the producer would now only receive $180.
The whole supply curve will shift to the left since the supplier will
now interpret every original price as being less $20. Table 3.5 shows
the effects of the imposition of a tax on the original supply data.
The effects of an imposition of a tax are illustrated in Figure 3.4.
Notice that the supply curve has shifted to the left. In fact the vertical

The effects of the imposition of a tax on supply

Price () 220 200 180 160 140 120 100

Original supply 4400 4000 3600 3200 2800 2400 2000
(per day SO)

New supply 4000 3600 3200 2800 2400 2000

(per day S1)
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Figure 3.4 The effects of the imposition of a tax on supply.

distance between the old (SO) and the new (S1) supply curves repre-
sents the amount of the tax. Similarly, the effects of a subsidy will be
to shift the supply curve to the right.

Other factors

There are various other factors which can influence the supply of lei-
sure and tourism goods and services, including strikes, wars and the
weather. The year 2010 was a particularly difficult year for airlines
as their services were subject to severe and prolonged disruption
from the volcanic ash cloud that drifted across much of Europe from
Iceland.

EQUILIBRIUM PRICE

Equilibrium is a key concept in economics. It means a state of bal-
ance or the position towards which something will naturally move.
Equilibrium price comes about from the interaction between the
forces of demand and supply. There is only one price at which the
quantity that consumers want to demand is equal to the quantity that
producers want to supply. This is the equilibrium price. Figure 3.5
brings together the demand schedule from Table 3.1 and the supply
schedule from Table 3.4. The equilibrium price in this case is $160,
since this is where demand equals supply, both of which are 3200
units per day.
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Figure 3.5 Equilibrium price in the market for four-star hotel rooms.

It can be demonstrated that this is the equilibrium by consider-
ing other possible prices. On the one hand, at higher prices, supply
exceeds demand. In the example, at a price of $180 there is excess
supply of 800 units a day. Excess supply will tend to cause the price
to fall. On the other hand, at lower prices demand exceeds supply.
At a price of $140 there is excess demand of 800 units a day. Excess
demand causes the price to rise. Thus, the equilibrium price is at
$160, since no other price is sustainable and market forces will pre-
vail, causing price to change until the equilibrium is established.

CHANGES IN EQUILIBRIUM PRICE

Equilibrium does not mean that prices do not change. In fact, prices
are constantly changing in markets to reflect changing conditions of
demand and supply.

The effect of a change in demand

We have previously identified the factors that can cause the demand
curve to shift its position. Table 3.6 reviews these factors, distin-
guishing what will cause the demand curve to shift to the right from
that which will cause it to shift to the left.

In the example of four-star hotel rooms, a fall in the price of sub-
stitutes, for example five-star hotels, will cause the demand curve
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Table 3.6

Demand curve shifts to the left Demand curve shifts to the right
Fall in income (normal goods) Rise in income (normal goods)
Rise in income (inferior goods) Fall in income (inferior goods)

Rise in price of complementary goods Fall in price of complementary goods

Fall in price of substitutes Rise in price of substitutes
Unfashionable Fashionable

Less advertising More advertising

Less leisure time Increased leisure time

Fall in population Rise in population

Table 3.7

Price ($) 220 200 180 160 140 120 100
Original demand 2000 2400 2800 3200 3600 4000 4400
(per day DO)

New demand 2000 2400 2800 3200 3600 4000
(per day D1)

Supply (perday 4400 4000 3600 3200 2800 2400 2000
S0)

to shift to the left from DO to D1. The supply curve will remain
unchanged at SO. This is illustrated in Table 3.7. Figure 3.6 shows
the effect of this on equilibrium price. The original price of $160 will
no longer be an equilibrium position since demand has now fallen
to 2800 units a day at this price. There is now excess supply of 400
units per day, which will cause equilibrium price to fall until a new
equilibrium is achieved at $150 where demand is equal to supply at
3000 units a day. Similarly, if the demand curve were to shift to the
right as a result, for example, of an effective advertising campaign,
the excess demand created at the original price would cause equilib-
rium price to rise.

The effect of a change in supply

The factors which cause a leftward or rightward shift in supply are
reviewed in Table 3.8. In the example of four-star hotel rooms the
effect of the imposition of a tax is shown in Table 3.9. A tax will cause
the supply curve to shift to the left from SO to S1, but the demand
curve will remain unchanged at DO as illustrated in Figure 3.7. The
original price of $160 will no longer be in equilibrium since supply

69



Q The market for recreation, leisure and tourism products

SO
220
200
180
Demand has fallen
Therefore, excess supply of 400
P~ 160 F=======—~ N/ “= Therefore, price falls
Py : |\ New equilibrium
L2 price
= 140 / |
| |
120 ol
| |
| |
100 ! !
| | D1 DO
| |
| |
| |
| |
1 I

0 2000 2400 2800 3200 3600 4000 4400
Quantity (per day)

Figure 3.6 The effects on price of a shift in the demand curve.

Shifts in the supply curve

Supply curve shifts to the left Supply curve shifts to the right

Rise in price of other goods that could Fall in price of other goods that could

be supplied by producer be supplied by producer
Rise in production costs Fall in production costs
Effects of taxes Effects of subsidies
Effects of strikes Technical improvements

Shifts in the supply of four-star hotel rooms

Price ($) 220 200 180 160 140 120 100

Original demand 2000 2400 2800 3200 3600 4000 4400
(per day DO)

New demand 4400 4000 3600 3200 2800 2400 2000
(per day SO)

Supply 4000 3600 3200 2800 2400 2000
(per day S1)

has now fallen to 2800 units a day at this price. There is now excess
demand of 400 units per day, which will cause equilibrium price to
rise until a new equilibrium is achieved at $170 where demand is
equal to supply at 3000 units a day.
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Figure 3.7 The effects on price of a shift in the supply curve.

Similarly, if the supply curve were to shift to the right as a result
of an improvement in technology, for example, the excess supply
created at the original price would cause equilibrium price to fall.

THE PRICE MECHANISM IN ACTION

Maximum prices and black markets

It is common in the leisure sector to interfere with free market pric-
ing. The effects of this are particularly evident at prestige sports and
music events where the capacity of the stadium is fixed as illustrated
in Figure 3.8. The capacity of the Rugby Football Union (RFU)
ground at Twickenham in the UK, for example, is about 70,000,
and thus the supply curve (S) is fixed and vertical at this point.
The demand curve for tickets is downward sloping (D). The RFU
fixes a price (P0O) which is considerably below the equilibrium price
(P1). At the RFU official price there is considerable excess demand
(a to b). Equilibrium is restored through the activities of ticket touts
in the black market. Prices charged by touts rise and the effects
of this can be shown by moving along the demand curve (b to ¢)
until demand falls sufficiently to match supply. Exhibit 3.7 reports
on how ticket touts are able to exploit the principles of elementary
economics.
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Figure 3.8 The effects of setting a maximum price below equilibrium price.

Exhibit 3.7 Ticket touts

The BBC has reported on research that claims ticket touts are selling
tickets for major sports and music events on online auction sites with

a typical profit of 59 per cent. A ticket tout is a person who buys up
tickets for major events, generally at face value with a view of selling the
tickets on at a profit where demand significantly outstrips supply. Touts
traditionally operated by targeting fans outside concerts, matches and
other events. However, they increasingly operate on the Internet with
auction sites such as e-bay being popular outlets and where they can
maximize their profit. Examples of ticket prices sold by touts include

e A pair of Paul McCartney tickets sold for £450 — some 235 per cent
over face value.

e Two tickets for the V Festival sold for £430. The pair had a face value
of £162.50.

e A £35 international rugby ticket selling for £85.

Source.! Adapted from BBC News www.bbc.co.uk/news/10137075

REVIEW OF KEY TERMS

Effective demand: demand backed by cash.
Ceteris paribus: all other things remaining unchanged.

Perfect market: many buyers and sellers, rational players, perfect
knowledge, no interference.
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* Normal good: demand rises as income rises (also called superior
good).

¢ Inferior good: demand falls as income rises.

« Substitute: good that can replace good in question.

¢ Complement/joint demand: good that is used with the good in
question.

¢ Equilibrium price: where demand equals supply.

2 Data Questions

Task 3.1 Anyone for tennis?

Recap Questions

1 If a local council decided to build OB tennis courts, what would
happen if they decided to make these free?

2 If the council wished to create a market equilibrium, what price
should they charge?

3 What problems arise from charging an equilibrium price?
4 How would the courts be allocated if they were provided free of
charge? (see Figure 3.9)

Supply

Price

Demand

0 B C
Quantity

Figure 3.9 The demand and supply curves for tennis courts.

Task 3.2 What am | bid for a week in the sun?

The reporter for a TV holiday programme was looking pleased with him-
self as he sipped a cocktail on a Caribbean beach. He had managed to
book a week in Cuba’s winter sun for couple of hundred pounds, and he
was keen to make a point. It was not long before his camera crew had
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a Task 3.2 continued

found a couple to gloat over. Gill and Tom had paid over £500 each for an
identical holiday and they had booked several months before. Enter cam-
era left a man who stole the show £110 — for 2 weeks. So how can the
price of the same holiday go up and down like share prices and currencies?

The answer lies back in main tourism-generating countries where
the late bookings section of one of the major tour operators resembles
a share dealing room with banks of flickering screens. Here analysts
change holiday prices several times a day. They are not alone — their
competitors change their holiday prices every day too. Each uses the
latest information on the other’s prices to adjust their own prices to
maximize profits. They get much of their information on competitors’
prices through the Internet. When demand for their products is strong
and supply is tight, the companies push up prices. However, faced with
a half-empty plane departing in 2 days time, prices plummet as the tour
operator teams try to get bums on seats that would otherwise earn noth-
ing at all. One operator’s team has developed some ground rules for
pricing. These include the observbation that there is nothing like grey
skies and rain at home to move prices up on the day.

Somehow in the face of all this Gill and Tom managed to keep their
smiles fixed.
Source: The author.

Recap Questions

1 Tllustrate, using demand and supply diagrams, how a tour operator’s
late bookings section sets prices.

2 Why is it difficult to keep to the prices printed in brochures?

3 How does a plane with empty seats represent market disequilibrium
and how do tour operators attempt to restore equilibrium?

4 What is the significance of information and knowledge to market prices?

5 What impact has the Internet had on holiday prices?

Task 3.3 Journal article: Munoz, T.G., 2007. German demand
for tourism in Spain. Tourism Management 28, 12-22.

Munoz notes that Spain is one of the most important tourism destina-
tions in the world. She cites World Tourism Organization (WTO) data
that places Spain second in the ranking of countries by international tour-
ism earnings. She further notes that international tourism contributes to
approximately 6 per cent of the country’s gross domestic product (GDP).

Germany has traditionally been one of the most important sources of
tourism for Spain. Because of this, Munoz suggests that knowledge of
the main determinants of the demand of German tourists would be use-
ful for policy makers and those in the industry. Munoz refers to previous
studies where the most commonly tested explanatory variables for tour-
ism demand are income, population, relative prices, exchange rates and
transportation costs. Munoz bases her own research on a panel data set
consisting of inbound German tourism in 17 Spanish destinations. Her
results suggest that:

1 tourism demand in the previous period has an important effect on
current tourism demand;

2 German tourism is very sensitive to prices;
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3 the demand for tourism in Spain is a luxury for Germans;

4 tourism demand is highly dependent on the evolution of relative
prices and cost of travel between Germany and the destination.

eI (]2

Recap Questions

1 List in two columns the factors described above which would tend to:
(a) Shift the demand curve for tourism in Spain to the left.
(b) Shift the demand curve for tourism in Spain to the right.

2 What do you think are the main factors that have affected German
demand for tourism in Spain in the past 3 years?

3 Identify and explain the likely affects of German demand for tourism
in Spain of:
(a) A rise in oil prices.
(b) A fall in the value of the Turkish lira.
(c) A rise in unemployment in Germany.

4 How can the Spanish National Tourism Organization use economic
theory to increase the amount of tourism to Spain?

MULTIPLE CHOICE

1 Which of the following will shift the demand curve for four-star
hotel accommodation in New York to the right?
(a) A rise in the value of the US dollar against other currencies.
(b) A fall in incomes of consumers.
(c) A successful advertising campaign.
(d) A terrorist threat to New York.
2 Which of the following statements is not true?
(@) As income increases the demand for inferior goods rises.
(b) As income increases the demand for inferior goods falls.

(c) As income increases the demand for normal or superior goods
rises.

(d) As income falls the demand for normal or superior goods falls.
3 Which of the following statements is not true?
(a) The income consumption curve for inferior goods is upward
sloping to the right.
(b) The income consumption curve for inferior goods is
downward sloping to the right.
(c) A typically demand is inversely proportionate to price.
(d) At the point of equilibrium, demand equals supply.
4 Which of the following is not true?
(a) A rise in the price of air travel causes demand to fall.

(b) A rise in the price of air travel causes a rise in the demand for
train travel over similar routes.
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(c) Where the price of air tickets is above equilibrium, supply will
exceed demand.
(d) Air travel is an inferior good.

5 SNCEF is the monopoly supplier of rail travel in France. This
means that:

a) The rail market in France is a perfect market.

(@)
(b) There are no perfect substitutes for a rail journey in France.
(c) Demand for rail travel in France rises as price rises.

(d) Ceteris paribus is not useful in analysing the market for

French rail travel.

REVIEW QUESTIONS

1 Distinguish between the factors which cause a movement along a
demand curve and those which cause a shift of the curve.

2 ‘An increase in the price of a good may arise from an increase in
the price of its substitute, ceteris paribus’. Explain this statement.

3 Distinguish between a normal and an inferior good using
examples from the leisure and tourism sector.

4 What is the likely effect of setting the maximum price of a good
below its equilibrium price?

Websites of interest

Burj Al Arab Hotel, Dubai: http://www.jumeirah.com/en/hotels-and-
resorts/destinations/dubai/burj-al-arab/

The Airbus A380: www.airbus.com/en/aircraftfamilies/a380/
Tourism Spain: www.spain.info

Where to Ski and Snowboard: www.wheretoskiandsnowboard.com
World Airline Awards: www.worldairlineawards.com

Cruise Lines International Association: http://www.cruising.org
Population Reference Bureau: www.prb.org


http://www.jumeirah.com/BurjAlArab
http://www.jumeirah.com/BurjAlArab
http://www.airbus.com/en/aircraftfamilies/a380/
http://www.spain.info
http://www.wheretoskiandsnowboard.com
http://www.worldairlineawards.com
http://www.cruising.org
http://www.prb.org
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Demand: time preference, elasticity and forecasting

Objectives and learning outcomes

This chapter looks in more detail at demand. First it considers the choice
between leisure and work and asks whether we are becoming a Leisure
Society. Various concepts of demand elasticity are explained, and the
importance of these concepts to the recreation, leisure and tourism sector
examined. Finally the chapter considers some techniques of demand
forecasting, their uses and shortcomings. By studying this chapter
students will be able to:

e evaluate the work/leisure trade-off;

e evaluate the notion of a ‘Leisure Society’;

e understand and apply the concept of price elasticity of demand;

e understand and apply the concept of income elasticity of demand;

e understand and apply the concept of cross-price elasticity of demand;
e describe simple methods of demand forecasting;

e evaluate techniques of demand forecasting.

THE DEMAND FOR LEISURE

We approach the demand for leisure by assuming that consumers act
rationally to maximize their satisfaction given a range of economic
choices. Leisure time represents an element in the choice set avail-
able to consumers, and maximization of consumer satisfaction will
therefore also involve choice about how much leisure time to take.
Just as when choosing between other goods and services, consum-
ers will consider the extra satisfaction they derive from leisure time
against the price or cost of leisure time.

Consumers face the problem of limited time. There are only 24
hours in a day, and thus the most fundamental choice that consum-
ers face is whether to devote their limited time to leisure or work. We
can consider the cost or price of leisure time as its opportunity cost
or what has to be given up in order to enjoy leisure time. The oppor-
tunity cost of leisure time can be thought of as earnings that are lost
through not working. An interesting question is what will happen to
the trade-off between work and leisure when income changes? Let
us consider the case of an increase income. There are two potential
effects of an increase in income on the demand for leisure time.

First, an increase in income means an increase in the opportunity
cost of leisure time, in terms of greater loss of earnings per hour. In
this case we may expect consumers to demand less leisure time. This
is called the substitution effect. Consumers will tend to substitute
work for leisure to reflect the increased opportunity cost of leisure.
However, an increase in income will also result in consumers hav-
ing more income and spending power. Leisure time can be classed
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as a ‘normal service’ and in common with other ‘normal’ goods and
services, as income increases more will be demanded. This is called
the income effect. So after an increase in income we are faced with
two competing forces that relate to our new demand for leisure
time. There are complex set of forces which will determine whether
the income or substitution effect is greater. One possibility is that as
income increases, consumers have the ability to get more satisfaction
out of their leisure time, thus resulting in a strong income effect. The
satisfaction derived from labour is also influenced by psychological
and social factors. Some individuals may favour long leisure hours
which they can happily fill with cheap or free activities such as read-
ing, watching television, sleeping or walking. Other individuals may
have a low boredom threshold and thus get less satisfaction from lei-
sure time. Equally there are cultural influences at work. There appears
to be a greater work ethic in countries such as Germany and Japan
than in other countries, particularly those with warmer climates.

CHOICE OR RIGIDITY?

The extent to which choice can actually be exercised in the work/
leisure trade-off depends on flexibility in the labour market. When
choosing between most goods and services, consumers can readily
vary the amounts consumed in response to changing relative prices.
Consumers generally have less choice in their participation in labour
markets. Many jobs have standardized hours where individuals can-
not choose to add or subtract hours in response to changes in wages.
However, workers can express their general preferences through
trade unions and staff associations, and these may be taken into
account in determining the overall work package of pay, hours and
holiday benefits.

Some jobs offer flexibility in offering overtime provision, and some
individuals may have extra employment in addition to their main job.
In these cases individuals will be in a position to exercise more pre-
cisely their choice between work and leisure. Finally the unemployed
are generally not acting out of choice but by lack of opportunity in
their allocation of leisure time. However, there has been consider-
able debate regarding social security benefits and incentives to work.
Right-wing economists argue that benefit levels are distorting the
labour market so that some unemployed maximize their satisfaction
by remaining unemployed rather than entering the labour market.

TRENDS IN WORK AND LEISURE:
A LEISURE SOCIETY?

It was the French sociologist Joffre Dumazedier (1967) who wrote
tantalizingly about the imminent arrival of the Leisure Society in
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the 1960s. Politicians warmed to this theme and in the UK, Prime
Minister MacMillan reminded the British electorate that they would
never had it so good. Landmarks of the emerging Leisure Society
may be glimpsed in subsequent years. The 1970s witnessed the
release of Ian Drury’s Sex and Drugs and Rock and Roll, Disneyland
conquered Europe and Japan in the 1990s and opened and in 1994
Sony launched the Playstation. Ibiza (Spain), Cancun (Mexico) and
the beaches of Southern Thailand seem to have hosted non-stop
parties for most of the last decade and Dennis Tito became the first
Space Tourist in 2001 and recently five-star hotels have been topped
by seven-star arrivals such as the Burj Al Arab in Dubai. So are we
having it even better? Have we become a Leisure Society?

Certainly in the developed world the opportunities for leisure have
never been better, fuelled by rising incomes, technological advances
and a dazzling array of new products. Only a fraction of our income
is needed to fulfil basic needs of food, clothing and shelter, and much
of our rising income is devoted to leisure spending. Almost every
household now possesses a television and computer — all consid-
ered luxury items in the 1960s. Labour-saving devices such as wash-
ing machines, Hoovers and dishwashers increase our leisure time.
So what do we do in our non-working time? Our homes are popu-
lated with even more sophisticated leisure devices — TVs, PCs, mobile
devices and increasingly more than one of each. Outside the home we
walk, play sports, go to cinemas, clubs, gyms, attractions, restaurants
and bars and we shop. We travel further abroad and more frequently.
International tourist arrivals reached 600 million in 2000 and are
predicted to rise to 1500 million by 2020. Indeed the growth of
tourism is such that it now claims to be the world’s biggest industry.
Other discernible trends include the influence of particular interest
groups (witness the importance of the Homo-Euro in Sitges, Spain),
the strength of the over-40s leisure markets and the displacement of
traditional industries by leisure. On Sundays churches are increas-
ingly deserted in favour of shopping malls. IKEA, the MacDonald’s
Golden Arches and the Spires of the Magic Kingdom of Disneyland
all trumpet leisure as our new religion.

But there are several paradoxes surrounding the development of a
Leisure Society. The first concerns leisure as a social activity. We have
equipped our homes for more comfortable and more sophisticated
entertainment with videos, DVDs, widescreen TVs, cable, digital
and surround-sound. Yet, despite this, cinema attendance has grown
steadily in recent years. It seems we still like the spectacle of the cin-
ema and the atmosphere created by a larger audience. The cinema
at least provides an opportunity for social interaction in leisure. But
there are also signs of a retreat from leisure as a social activity to that
of a solitary one. This is symbolized in a book called Bowling Alone
where Robert Putnam (2000) describes the individual who now goes
bowling alone, rather than with friends.
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Plate 4 Porters in Nepal. Source: The author

A Leisure Society also suggests leisure for all. Certainly there
are more opportunities than ever for mass consumption of leisure,
but herein lie other problems. First, there is that of involuntary lei-
sure. Unemployment has remained obstinately high in many parts
of Europe. This means that a significant group of people have large
swathes of leisure time, but insufficient income to participate in
what has become an increasingly marketized activity, and this cre-
ates a frustrated leisure class. Second, for large populations in many
parts of the world, working conditions are harsh, pay is low and
paid holidays are uncommon. Plate 4 illustrates porters in action in
Nepal. Each porter carries the rucksacks of two to three tourists in
the Himalayan mountain range. Not only is the work hard for mod-
est pay but some porters are not equipped with high-altitude clothing
(note the flip-flops in the picture). In some cases they have lost toes
through frostbite.

The phrase ‘money rich, time poor’ has become a popular man-
tra for those in employment and suggests that achieving a perfect
state of leisure may be illusive. The evidence portrays a mixed picture
here. Research in the UK suggests that British people have decreased
their working hours by 2 hours 40 minutes per week since the 1950s,
representing a modest gain of 7 extra weekly hours of leisure over
the century. The average holiday entitlement of EU manual workers
is 4-5 weeks a year. The European Work Directive has capped the
working week at 35 hours for most employees. Perhaps the division
here is between the Mediterranean and Anglo Saxon traditions since
for the latter Juliet Schor (1992) pointed up an unexpected decline of
leisure in the book The Overworked American. In the USA, annual
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holidays rarely exceed 2 weeks. In the UK, a survey by the Chartered
Institute of Personnel and Development found that over one-fifth of
employees are working more than 48 hours a week and 56 per cent
of these said the balance between their work and personal life was
weighted too much towards their job. This gives rise to contrast-
ing effects. In the UK, the term TINS (Two Incomes No Sex) pith-
ily describes those couples who are too exhausted by work for sex.
On the other hand in France and Spain a new architecture of leisure
emerges. Bridges are formed by adding leave days to public holidays
to form extended weekends, and some French workers have con-
structed ambitious viaducts to take most of May off. Unsurprisingly
a study by the French Employment Ministry found that 59 per
cent of workers felt their daily lives had improved as a result of the
shorter hours.

In terms of working patterns the other significant feature is the
steady increase of working women. The upside of this is the con-
comitant increase in disposable income available for leisure pur-
chases by women (and a notable result of this, in the UK at least,
is a marked increase in female alcohol consumption). However, the
amounts of time women have available for leisure depends largely
on their ability to reduce their historical burden of unpaid house-
work activities.

Another intriguing paradox exists between the terms leisure and
leisurely. Bertrand Russell wrote In Praise of Idleness and Other
Essays (1932), an essay in favour of the 4 hour working day. In con-
trast, Staffan Linder’s (1970) The Harried Leisure Class provided an
insight into what might frustrate the opportunities for greater lei-
sure. He noted that as earnings per hour increase workers are faced
with a notional increase in the cost of not working. Hence rational
individuals will be tempted to reallocate time towards paid work or
at least increase the intensity of their leisure consumption. A stark
choice arises between less leisure and unleisurely leisure, and our
growing obsession with fast food is surely the paradigm example of
the latter.

A further paradox in leisure is that of individualism versus massi-
fication. There are strong forces at work leading to the latter and the
homogenization of leisure. Global brands such as Nike, Holiday Inn
and Sony are strengthening their grip on their markets and lessening
our exposure to global cultural differences. Equally, a particular view
of culture is transmitted through the cinema where films from the
USA account for a majority of box-office receipts in the EU. Package
holidays still sell in their million by offering low prices based on
economies of scale. In his book The McDonaldization of Society,
Ritzer (1993) describes the spread of the principles of fast food pro-
duction. In leisure, MacDonald’s itself, as well as Disneylands and
shopping malls, illustrate this process at work with an emphasis
on predictable experiences and calculable and efficient production
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techniques. Against this the French theorist Bourdieu (1984) stresses
the importance of individualism or ‘distinction’ where leisure enables
the individual to construct a distinctive lifestyle and to assert indi-
viduality in a modern society. So we face the paradox of searching
for difference and distinctiveness in a world of increasing similarity.

We are surrounded by the symbols and signals of a Leisure Society.
Our economic circumstances surely permit us to live in a Leisure
Society. That we do not always fully claim our leisure or feel the full
pleasure of it is due partly to personal and partly to political choices.
It is the latter which must cause some worry. Perhaps as leisure has
displaced religion it has also become the new opium of the people.
Where we used to work and pray we now work and play. This leaves
insufficient time for participation in the politics of leisure and deci-
sions about what kind of Leisure Society we want to create. For
despite the obvious richness, diversity and accessibility of leisure
experiences available, we do not appear to be a Society at Leisure.
Time seems ever more at a premium. We are not a calm or contem-
plative society. Rather we are a frenetic society that not only still
works remarkably hard but now plays hard too.

PRICE ELASTICITY OF DEMAND

Price elasticity of demand measures the responsiveness of demand to
a change in price. This relationship can be expressed as a formula,
and Exhibit 4.1 shows a worked example for calculating price elas-
ticity of demand.

Percentage change in quantity demanded
Percentage change in price

Where demand is inelastic it means that demand is unresponsive to
a change in price, whereas elastic demand is more sensitive to price
changes.

The range of possible outcomes is summarized in Figure 4.1.

Exhibit 4.1 Price elasticity of demand: a worked example

When the price of four-star hotel rooms rose from $160 to $180, demand
fell from 3200 to 2800 rooms per week. Calculate elasticity of demand.

1 To calculate percentage change in quantity demand, divide the change
in demand (AQ = 400) by the original demand (DO = 3200) and
multiply by 100

2 400/(3200 x 100) = 12.5

3 To calculate percentage change in price, divide the change in price
(AP = 20) by the original price (PO = 160) and multiply by 100

4 20/(160 X 100) = 12.5

5 Elasticity of demand = 12.5/12.5 = 1
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Figure 4.1 Elasticity of demand.

It should be noted that, since a rise in the price of a good causes
a fall in demand, the figure calculated for price elasticity of demand
will always be negative. Economists generally ignore the minus sign.
Note that the demand curve, which has elasticity of demand of 1

throughout its length, is a rectangular hyperbola.

Factors affecting price elasticity of demand

The following are the main factors which influence price elasticity of

demand:

necessity of good or service

number of substitutes

addictiveness

price and usefulness

time period

consumer awareness.
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Necessity of good or service

Goods and services which are necessities generally have a lower
price elasticity of demand than goods which are luxuries.

Number of substitutes

Goods and services which are provided in conditions of near mono-
poly tend to have inelastic demand, since the consumer cannot shop
elsewhere should the prices increase. Competition in a market makes
demand more elastic.

Addictiveness

Goods such as cigarettes which are addictive tend to have inelastic
demand.

Price and usefulness

Cheap and very useful goods and services tend to have inelastic
demand since an increase in a low price will have little impact on
consumers’ purchasing power.

Time period

Demand elasticity generally increases, and more time is allowed
to elapse between the change in price and the measurement of the
change in demand. This is because consumers may not be able to
change their plans in the short run. For example, many holidaymak-
ers book holidays 6 months in advance. Thus a fall in the value of
the US dollar might have limited effect on the demand for US holi-
days in the short run since consumers have committed holiday plans.
It may not be until the next year that the full effects of such a deval-
uation on demand can be measured.

Consumer awareness

Package holidays represent a bundle of complementary goods and ser-
vices which are bought by consumers and consumers may be attracted
to the bottom-line price of a holiday. Consumers may be unaware of
destination prices. For this reason, elasticity of demand for services
such as ski passes may be inelastic for UK holidaymakers due to lack
of information. It should also be noted that the rise of the Internet
provides consumers with better knowledge about prices and is there-
fore likely to lead to demand becoming more price sensitive (elastic).

Elasticity of demand and total revenue

The concept of price elasticity of demand is useful for firms to fore-
cast the effects of price changes on total revenue received from

87



a Demand: time preference, elasticity and forecasting

selling goods and services, as well as for governments wishing to
maximize their tax receipts.
Total revenue is defined as:

Total revenue = Price X Quantity sold

Consider a rise in the price of a good by 10 per cent. If demand
is elastic, quantity sold will fall by more than 10 per cent and thus
total revenue will fall. However, if demand is inelastic, it will fall
by less than 10 per cent and thus total revenue will rise. Similarly,
a fall in the price of a good will lead to a rise in total revenue in the
case of elastic demand and a fall in total revenue where demand is
inelastic. Exhibit 4.2 illustrates the application of these principles to
tourism in New Zealand. Here relatively moderate price elasticity of
demand means that New Zealand tourism is not very sensitive to
changes in prices. Tourism revenues are likely to remain resilient in
the face of price rises, for example those that might be caused by
high oil prices or Emissions Trading Schemes (ETS). Equally heavy
discounting of prices is unlikely to be a successful policy in terms of
increasing overall tourism revenues.

Several other studies have been made into price elasticity of demand
in the leisure and tourism sector of the economy. For example,
Boviard et al. (1984) researched elasticity values for National Trust
sites in the UK. Time-series analysis was used and changes in visi-
tor numbers were compared with changes in admission prices, with
account being taken of other factors such as changes in the weather,

Exhibit 4.2 Demand elasticity estimates for New Zealand tourism

Schiff and Becken (2010) estimated demand elasticities for New Zealand
tourism for 16 different international visitor segments using time-series
data. Their findings showed that overall price elasticities of tourist arrivals
and demand are moderate (with the exception of the Asian markets). The
authors point out some of the implications of this for policy. They note,
for example, that lack of price sensitivity means that New Zealand as a
destination is not put at particular risk of tourism revenue declines from
increases in prices. The authors further note that this means that tourism is
likely to remain strong even in the face of possible global oil price shocks
or increased prices that might result from or the introduction of an ETS.
Schiff and Becken also note that the low elasticities in some of the key
markets has implications for discounting and that current trends for lower
prices will not necessarily lead to higher overall revenues. They note that
Australian tourists, in particular, are not likely to change their behaviour in
response to cheaper on the ground products.

Source.! Adapted from Schiff and Becken (2010) http.//www.sciencedirect.com/
science?_ob=ArticleURL&_udi=B6VIR-505G29B- 1&_user=62692668&_coverDate=
05%2F26%2F2010&_rdoc=1&_fmt=high&_orig=search&_origin=search&_sort=d&_
docanchor=&view=c&_searchStrid=1462229390& _rerunQOrigin=scholar.google&_
acct=C000047720&_version=1&_urVersion=0&_userid=62692668&md5=3dcfc09a3f10cf
3cc059d3f5f0845857&searchtype=a
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travel costs, unemployment and inflation. Using data from 1970 to
1980, estimates for price elasticity varied from 0.25 at Wallington to
1.05 at Hidcote, but with most results lying in the inelastic range.

INCOME ELASTICITY OF DEMAND

Income elasticity of demand measures the responsiveness of demand
to a change in income. This relationship can be expressed as a
formula:

Percentage change in quantity demanded
Percentage change in income

Calculation of income elasticity of demand enables an organization
to determine whether its goods and services are normal or inferior.

Normal or superior goods are defined as goods whose demand
increases as income increases. Therefore their income elasticity of
demand is positive (+/+ = +). The higher the number, the more an
increase in income will stimulate demand. Inferior goods are defined
as goods whose demand falls as income rises. Therefore their income
elasticity of demand is negative (—/+ = —).

Knowledge of income elasticity of demand is useful in predicting
future demand in the leisure and tourism sector. For example, Song et al.
(2000) undertook an empirical study of outbound tourism demand in
the UK. Their results show that the long-run income elasticities for
the destinations studied range from 1.70 to 3.90 with an average of
2.367. These estimates of income elasticities imply that overseas holi-
days are highly income elastic. In other words, demand for outbound
tourism should continue to grow with economic growth. The study
also considered own-price elasticities and found that the demand for
UK outbound tourism is relatively own-price inelastic.

Knowledge of income elasticity of demand also helps to explain
some merger and take-over activity as organizations in industries
with low or negative income elasticity of demand attempt to ben-
efit from economic growth by expanding into industries with high-
positive income elasticity of demand. Such industries show market
growth as the economy expands.

CROSS-PRICE ELASTICITY OF DEMAND

Cross-price elasticity of demand measures the responsiveness of
demand for one good to a change in the price of another good. This
relationship can be expressed as a formula:

Percentage change in quantity demanded of good A
Percentage change in price of good B
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Cross-price elasticity of demand measures the relationship between
different goods and services. It therefore reveals whether goods are
substitutes, complements or unrelated. An increase in price of good
B will lead to an increase in demand for good A if the two goods are
substitutes. Thus substitute goods have a positive cross-price elastic-
ity of demand (+/+ = +). For goods which are complements or in
joint demand, an increase in the price of good B will lead to a fall in
demand for a complementary good, good A. Therefore complemen-
tary goods have negative cross-price elasticity of demand (—/+ = —).
An increase in the price of good B will have no effect on the demand
for an unrelated good, good A. Unrelated goods have cross-price
elasticity of demand of zero (0/+ = 0).

Canina et al. (2003) undertook a study to quantify the effects
of gasoline price increases on hotel room demand in the USA.
Their analysis was based on data from 1988 to 2000. They found
that each 1 per cent increase in gasoline prices is associated with a
1.74 per cent decrease in lodging demand. In other words, there is
a negative cross-price elasticity of demand between gasoline prices
and lodging demand which can therefore be seen as complementary
items. However, they noted that changes in gasoline price changes do
not affect all industry segments equally. The segments that feel the
greatest effects of gasoline price increases are full-service mid-market
properties and highway and suburban hotels. High-end hotels seem
to be immune to the negative effects of fuel price increases.

DEMAND FORECASTING

The supply of leisure goods and services cannot generally be changed
without some planning and in particular the supply of capital goods
such as aircraft requires long planning cycles. Similarly, tour opera-
tions require considerable planning to book airport slots and hotel
accommodation. Equally, leisure and tourism services are highly per-
ishable. It is not possible to keep stocks of unsold hotel rooms, air-
craft and theatre seats, or squash courts. Whilst the supply of some
leisure goods, such as golf balls and tennis rackets, can be more readily
changed, and stocks of unsold goods held over, there is clearly a need
for forecasting of demand for leisure and tourism goods and services.

Exhibit 4.3 reports on forecasts from the Boeing Corporation for
aircraft demand.

Methods for forecasting demand (Frechtling, 2001) include:

naive forecasting
qualitative forecasts
time-series extrapolation
surveys

Delphi technique
models.



PART 2
Further Issues of Demand and Supply 91

Exhibit 4.3 Aircraft set for take off

The Boeing Corporation, manufacturers of airplanes, released its 20-year
forecast for new commercial aircraft in which the following major points
were made:

e 2010 was a year of falling air traffic demand.

e Passenger traffic will rise 5.3% annually led by emerging markets
especially those of China, India and Southeast Asia.

e By 2029 the global airline fleet will expand by around 64% to 30,900
aircraft from 18,890 in 2010.

e This is driven by the proliferation of low-cost airlines and emerging
markets such as China.

e About 47% of this growth will be for narrow-body planes.

e About 45% of growth will be for wide-body planes.

e Particular opportunities exist in the Asia-Pacific region for narrow-body
planes.

o Traffic for the Asia-Pacific region is forecast to grow on average by
7.1% per anum.

o Traffic for the North American region is forecast to grow on average by
2.8% per anum.

e The Asia-Pacific region will be the world’s most important aerospace
marketplace within 20 years.

e Forecasts are based on an assumption that the global economy will
grow by an average of 3.2% per anum.

Source: Adapted from Boeing Forecasts as reported in e-turbo news www.eturbonews.
com/17284/boeing-forecasts-64-global-airline-fleet-expansion-2029

Naive forecasts

Naive forecasting makes simple assumptions about the future.
At its simplest, naive forecasting assumes that the future level of
demand will be the same as the current level. Naive forecasting may
also introduce a fixed percentage by which demand is assumed to
increase, for example, 3 per cent per annum.

Qualitative forecasts

Qualitative forecasts consider the range of factors which influence
the demand for a good or service, as discussed in Chapter 3. These
factors are then ranked in order of importance, and each of them
is in turn analysed to reveal future trends. Although statistical data
may be consulted at this stage, no attempt is made to construct a
mathematical formula to describe precise relationships between
demand and its determinants. Such forecasts rely on a large measure
of common sense and are likely to be couched in general terms such
as ‘small increase in demand’ or ‘no change in demand envisaged’.


http://www.eturbonews.com/17284/boeing-forecasts-64-global-airline-fleet-expansion-2029
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Time series of sales of a product

Year a (174 a3 (17} Total

1 112 205 319 421 1057
2 124 220 350 460 1154
3 90 245 383 503 1221
4 138 267 412 548 1365
& 160 285 450 595 1490

Note: Q1, Q2, etc. = year quarters.
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Figure 4.2 Time-series data, trend and forecast.

Time-series analysis

A time series is a set of data collected regularly over a period of time.
An example of such data is given in Table 4.1.

First, this data can be seen to exhibit seasonal features. Sales of
this product rise within each year to a peak in the fourth quarter and
drop back sharply in the first quarter of the next year. Second, there
seems to be a trend. The figures for each quarter and the yearly totals
nearly all display an upward movement. Third, the figure for the first
quarter in year 3 does not fit in with the rest of the data and appears
as an unusual figure. This may well have been caused by a random
variation such as a strike or war or natural disaster.

Forecasting using time-series data first averages seasonal and ran-
dom variations from the data, to reveal the underlying pattern or
trend. The trend can then be used to predict future data, for general
yearly totals and adjusted to indicate future seasonal totals. This is
illustrated in Figure 4.2 and is a process known as extrapolation.
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Time-series forecasting is useful in predicting future seasonal
demand and adjusting supply to anticipate seasonal fluctuations.
This is particularly important in the leisure and tourism sector where
demand tends to be very seasonal (tennis equipment in early summer,
leisure centre use after work and at weekends, and holiday demand).

However, care must be taken in using time-series data. Planning
ski holiday capacity using time-series data may be useful in predict-
ing market growth, but seasonal fluctuations due to school holidays
are not best predicted from past events (which would give the aver-
age date) but by looking to see when Easter falls to find the precise
date. Equally it is random events that can cause significant changes
in the demand for ski holidays. Clearly snowfall and exchange rates
are two key factors that cannot be forecast using time-series analy-
sis. It is important therefore that time-series analysis should be used
as part of a package of forecasting techniques.

Surveys

Surveys may be carried out by the organization itself or contracted
out to a specialist market research organization. Alternatively use
may be made of published forecasts constructed using surveys.
Surveys can be useful ways of forecasting demand for new or revised
products where no time-series data exist. However, survey results
are only as valid as their underlying methodology; so care must be
taken to ensure that the sample used for the survey is a true reflec-
tion of an organization’s potential customers, and is of a large
enough size to be valid. Additionally, a pilot survey needs to be con-
ducted and analysed to iron out any problems of interpretation of
words or leading questions. In fact, surveys turn out to be more use-
ful for testing ideas such as advertising campaigns or design, where
respondents are asked to choose between real and concrete alterna-
tives. Hypothetical questions are generally used in demand forecast-
ing, and respondents’ answers may not necessarily reflect what they
would actually do if they had to spend money.

Delphi technique

The Delphi technique is a method of forecasting which attempts to
harness expert opinion on the subject. Questionnaires are used to
discover opinions of experts in a particular field. The results of the
forecasts are then fed back to the participants with the aim of reach-
ing a consensus view of the group.

Modelling

More complex forecasting methods attempt to describe accurately
the relationship between demand for a product and the factors
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determining that demand. They consider a number of variables, and
use statistical techniques of correlation and regression analysis to test
relationships and construct formulae. Some include econometric tech-
niques which forecast key economic variables such as growth rates,
interest rates and inflation rates to construct a comprehensive model
which relates general economic conditions to the factors affecting
demand for a particular product to the demand forecasts for that
product.

Problems with forecasts

There are several problems which arise from using forecasts. First,
the forecasts are only as good as the assumptions of the model being
used. For example, the assumption that the past is a good guide to
the future limits the validity of extrapolation using time-series anal-
ysis. However, there are equally questionable assumptions included
in some very complex models. It is important to know what these
assumptions are so that should any of these assumptions prove to be
incorrect, forecasts can be re-evaluated. The major problem, how-
ever, is the unpredictability of economic trends and outside events
such as wars or strikes or disasters. For example, the events of
11 September 2001 undermined the accuracy of many forecasts and
caused severe financial problems to those who had relied on overly
optimistic predictions of future levels of demand. This does not mean
that forecasts are useless, but that those who use them should be
constantly monitoring their operating environment to detect any fac-
tors which will upset the forecasts they are using.

REVIEW OF KEY TERMS

Income effect: change in demand caused by change in income.
Substitution effect: change in demand caused by change in
relative prices.

Price elasticity of demand: the responsiveness of demand to a
change in price.

Inelastic demand: demand is unresponsive to a change in price.
Elastic demand: demand is responsive to a change in price.
Income elasticity of demand: the responsiveness of demand to a
change in income.

Cross-price elasticity of demand: the responsiveness of demand
for one good to a change in the price of another good.

Time series: a set of data collected regularly over a period of time.

Seasonal variation: regular pattern of demand changes apparent
at different times of year.
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Extrapolation: extending time-series data into the future based
on trend.

Delphi technique: finding consensus view of experts.

Source: The author, from news cuttings.

Ifa Data Questions

Task 4.1 Teleworking

An office worker who works for 48 weeks a year and has a 90 minute
journey to and from work clocks up some alarming statistics. An aver-
age of 720 hours each year are spent on commuting. That is 30 whole
days. Over the last decade, commuting has reached new heights, largely
because of high inner-city house prices and motorways. Cheaper house
prices in out-of-city locations, together with the development of a com-
prehensive network of motorways, have encouraged people to increase
their time spent on commuting and to cast a wider net in search of well-
paid employment. It may be, though, that we are nearing the peak of
commuting. The technological revolution in the office means that the
possibility for people to work from home is becoming a reality. Why
spend a fortune in time and money sending people to the office, when
the office can be sent to the people? The fax, digitalization of informa-
tion, the telephone network, PCs, modems and videoconferencing are all
enabling the spread of teleworking. Meanwhile, environmental concerns
have encouraged the government to increase taxes to curb the use of car
journeys.

Many companies are experimenting with teleworking schemes.
This has resulted in the creation of a new class of full-time and part-
time teleworkers. Telecoms companies are major potential benefactors
of increased teleworking, since teleworking means more use of data
links. However, many telecoms organizations also use the scheme itself.
Telephone number enquiries’ operators can now work at home where
they have databases with telephone numbers installed on PCs and calls
rerouted. To the customer there is no apparent change in service.

The choice for workers looks fairly straightforward. It has been esti-
mated that the overall benefit to a $25,000-a-year employee who is
able to work at home for 4 days a week and cut commuting to 1 day a
week is of the order of $7080 a year. This is calculated mainly in terms
of increased leisure time priced at $6335. To these benefits employees
can add more flexibility in terms of house location and hours worked
and less commuting stress. On the other hand, some psychologists have
pointed out the important functions that a place of work may fulfil, par-
ticularly pointing to the friendship factor, and the benefits of a physi-
cal separation of work and home. A key question posed by the release
of commuting time is how it will be spent. Will people choose to use it
as leisure time or might they instead seek to increase their earnings by
working more hours?

Recap Questions

1 Economic theory assumes that people act rationally and maximize
their total satisfaction. Explain this proposition and discuss whether
people who spend 30 days a year commuting fulfil these assumptions.
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Task 4.1 continued

2 ‘For individuals, the advantages of teleworking are usually believed
to have more to do with quality of life than with economics’. Can
economic theory consider the quality of life?

3 The value of the extra leisure time made available to the employee
cited above is $63335.

(a)How might this calculation be made?
(b)What factors will determine what the person will do with the extra
leisure time?

4 If the benefit to individuals of teleworking is so clear, why do not
more people telework?

5 How might teleworking affect the leisure sector?

Task 4.2 Journal Article: Li, G., Wong, K.K.F,, Song, H.,

Witt, S.F, 2006. Tourism demand forecasting: a time varying
parameter error correction model. Journal of Travel Research
45, 175.

In this article Dr Gang Li and his co-researchers present elasticity of
demand data for tourists from the UK to the destinations of France,
Greece, Italy, Portugal and Spain (Table 4.2).

Elasticity of demand data for tourists from the UK to the
destinations of France, Greece, Italy, Portugal and Spain

Generating  Destination Measurement  Income Price
market data elasticity  elasticity
UK France Expenditure 2.817 —1.163
UK Greece Expenditure 1.834 —1.959
UK [taly Expenditure 1.935 —1.184
UK Portugal Expenditure 1.779 —0.161
UK Spain Expenditure 2.22 —1.28

Recap Questions

1 Classify UK tourism income elasticity of demand in these destinations
as inferior/normal.

2 Classify UK tourism price elasticity of demand in these destinations as
elastic/inelastic

3 Comment on these findings.

4 What implications do these figures have for policy makers and tourist
organizations in the destination countries?

5 Devise a method of estimating price and income elasticity of demand
for cinema attendance, explaining any problems foreseen.

Task 4.3 Air Traffic Forecasts for Europe

A report by EUROCONTROL presents Long-Term Forecast of
Instrument Flight Rules (IFR) traffic in Europe to 2030 (see Table 4.3).
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http://www.eurocontrol.int/statfor

a Demand: time preference, elasticity and forecasting

a Task 4.3 continued

The forecast uses four scenarios to capture the possible futures for the
aviation industry. The four scenarios are:

e Scenario A: Global Growth: Strong economic growth in an
increasingly globalized economy, with technology used successfully
to mitigate the effects of challenges such as the environment and
security.

e Scenario B: Business as Usual: Moderate economic growth and little
change from the status quo, that is, trends continue as currently
observed.

e Scenario C: Regulation & Growth: Moderate economic growth, but
with stronger regulation to address growing environmental challenges
for aviation and for Europe more generally.

e Scenario D: Fragmenting World: A world with increasing tensions
between regions, with knock-on effects of weaker economies, reduced
trade and less long-haul travel.

Recap Questions

1 What additional information would you like before trusting these
estimates?

2 What factors would be taken into account in preparing demand
forecasts for the air transport industry?

3 Which organizations will use these forecasts, and how?

4 Which of the four scenarios do you think is the most plausible?

MULTIPLE CHOICE

1 Which of the following statements is always true?
(a) An increase in wages increases the opportunity cost of leisure.
(b) An increase in wages will cause workers to work less.
(c) US workers have longer holidays than European workers.
(d) All of the above.

2 When the price of a leisure good rose by 10 per cent demand
remained the same. Which of the following best describes the
price elasticity of demand for this good?

(a) Perfectly elastic.

(b) Perfectly inelastic.

(c) Unit elasticity.

(d) Neither elastic nor inelastic.

3 Which of the following will cause the demand for air travel to
destination x to be more inelastic?

(a) Punctuality of service.

(b) Consumer awareness of the prices of competitors.
(c) The absence of close competition.

(d) x representing a long-haul destination.
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4 Which of the following statements is true?
(a) Normal goods have positive income elasticity of demand.

(b) An increase in price will cause total revenue to rise when
demand is elastic.

(c) Income elasticity of demand for foreign travel tends to be
negative.

(d) An elastic demand curve generally has a steep gradient.
5 The Delphi technique for forecasting involves:

(a) Time-series analysis.

(b) Regression analysis.

(c) Extrapolation.

(d) Asking expert opinion.

REVIEW QUESTIONS

1 What degree of income elasticity of demand would you expect
for summer holiday breaks to an exotic destination?

2 What cross-price elasticity of demand would you expect to find
between:

(a) Price of dollars/holidays in the USA?

(b) Holidays in Spain/holidays in Greece?

(c) Sony games consoles/Sony games cartridges?
3 What is meant by extrapolation?

Websites of interest

Boeing Corporation: www.boeing.com
Eurocontrol: www.eurocontrol.int/statfor


http://www.boeing.com
http://www.eurocontrol.int/statfor
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Objectives and learning outcomes

Some airlines provide ‘Shuttle’ services which operate on a turn-up-and-
fly principle, so their operations divisions have to be able to provide a
flexible service in order to meet sudden changes in demand. Air traffic
control routes across Europe and hotel accommodation on the other
hand are fairly inflexible — they are sometimes unable to cope with
sudden surges in demand and this can lead to supply problems in peak
times of the year. This chapter looks behind the supply curve at issues
such as these. It investigates how easily the supply of leisure and tourism
products is able to respond to changes in demand, using the concept

of elasticity. It also considers how an organization’s costs respond to
changes in output and distinguishes between private costs and social or
external costs.

By studying this chapter students will be able to:

e understand and utilize the concept of elasticity of supply;

e identify the factors of production;

e distinguish between fixed and variable factors of production;

e analyse the relationship between costs and output in the short
and long run;

e establish the relationship between costs and the supply
curve;

e understand the reasons for economies of scale;
e identify methods and rationale for growth;

e distinguish between social and private costs.

PRICE ELASTICITY OF SUPPLY

Elasticity of supply measures the responsiveness of supply to a

change in price. This relationship may be expressed as a formula:

Percentage change in quantity supplied
Percentage change in price

Exhibit 5.1 shows a worked example of how to calculate elasticity

of supply.

Where supply is inelastic it means that supply cannot easily be
changed, whereas elastic supply is more flexible. The range of pos-

sible outcomes is summarized in Figure 5.1.

Note that any straight line supply curve passing through the ori-

gin has supply elasticity of 1.
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Exhibit 5.1 A worked example

When the price of four-star hotel rooms rose from $160 to 180, supply rose
from 3200 to 3600 rooms per week. Calculate the elasticity of supply.

1 To calculate percentage change in quantity supplied, divide the change in
supply (AQ = 400) by the original supply (SO = 3200) and multiply by 100.
= 400/(3200 X 100) = 12.5.

2 To calculate percentage change in price, divide the change in price
(AP = 20) by the original price (PO = 160) and multiply by 100.
= 20/(160 X 100) = 12.5.

3 Elasticity of supply = 12.5/12.5 = 1.

Numerical

value Graph Explanation Term
P S
Supply is
0 unresponsive Perfectly
to a change in inelastic
price
0 Q
P S
Supply changes
>0<1 by a smaller Inelastic
proportion than
price
0 Q
P S
S Supply changes
1 by the same Unit
proportion as elasticity
price
Q
P
5 Supply changes
>1<oo / by a larger Elastic
proportion than
price
0 Q
P Suppliers can
S | supply any amount Perfectly
°° at_the current clastic
price but none
0 @) if price falls

Figure 5.1 Elasticity of supply.

Factors affecting price elasticity of supply

The following are the main factors which influence price elasticity of
supply:

¢ time period

 availability of stocks
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S0 S1
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QO Q1 Q2

Quantity

Figure 5.2 The effects of time period on elasticity of supply.

spare capacity
flexibility of capacity/resource mobility.

Time period

Generally the longer the time period allowed, the easier it is for sup-
ply to be changed. This is illustrated in Figure 5.2.

In the immediate time scale, it is difficult to change supply and thus
supply is relatively inelastic, and a change in price of PO to P1 results
in supply being unchanged at Q0 on curve SO. In the short run, it
may be possible to divert production or capacity from another use
and thus supply becomes more elastic. This is shown by supply curve
S1, where a rise in price from PO to P1 results in a small rise in sup-
ply from QO to Q1. In the long run, it is possible to vary fixed factors
of production (e.g. build more factories or invest in more capacity).
Supply is thus more elastic during this time period, as shown by curve
S2, where a rise in price from PO to P1 results in a rise in supply from
QO0 to Q2. For example, if there is a sudden increase in demand for
air travel from Paris to Lyon due to a rail strike, airlines will not be
able to provide more supply. If the increase in demand is sustained
airlines could lease extra planes or transfer them from other less well-
used routes to increase supply in the short run. In the long run, new
planes could be purchased to provide increased supply.

Availability of stocks

For manufactured goods, the availability of stocks of goods in
warehouses will enable supply to be more flexible and more elastic.
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‘Just-in-time’ methods of production are geared towards enabling
manufacturing to be more sensitive to market needs without recourse
to large stocks. However, for some leisure services (e.g. theatres
and hotels), it is impossible to keep standby stocks and so supply is
inelastic in the short run.

Spare capacity

The existence of spare capacity either in terms of service capacity or
manufacturing capacity will make supply more elastic. Examples here
include airlines that have spare aircraft available for deployment.

Flexibility of capacity/resource mobility

Flexibility of capacity means that resources can easily be shifted from
provision of one good or service to another. Flexible sports halls,
for example, enable capacity to be shifted from one leisure service
to another to respond to changes in demand and thus make supply
more elastic. Flexibility of the labour force is also a key factor here,
and many organizations train staff to be multi-skilled to enable them
to shift from one task to another when temporary bottlenecks arise.
In contrast, changing the supply of specialist goods or services may
require the use of specialist skills or machines. These may be difficult
or expensive to hire in the short period and hence will tend to make
supply inelastic. For example, the training period for pilots is lengthy
and this can make supply of air travel inelastic in the short period.

Significance of price elasticity of supply to
leisure sector

The supply of some tourist attractions is totally inelastic. For exam-
ple, there is only one tomb of Chairman Mao in Beijing, there is
only one Sistine Chapel and there is only one home of Sir Winston
Churchill at Chartwell in the UK. It is clearly not possible to replicate
these sites as it is for other popular attractions such as Disney World.

Considerable thought therefore has to be given to managing
such sites. The market could establish an equilibrium if prices were
allowed to fluctuate, but the heritage aspect of such sites generally
precludes such a solution since they are generally meant to be uni-
versally accessible. Inevitably, then, there is excess demand for these
sites at the given price and this problem is managed differently at
each site. At Mao’s tomb, capacity is raised substantially by hav-
ing the queue divided into two to pass each side of Mao’s body.
White-gloved attendants furiously wave people by and thus queuing
is kept to a minimum despite free admission. At the Sistine Chapel
large queues do form, but they are accommodated in an imagina-
tive way by making the detour, through the Vatican museum, to the
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Sistine Chapel progressively more and more circuitous. The problem
of inelastic supply and excess demand at Chartwell is addressed by
issuing timed tickets to visitors.

In general terms, price elasticity of supply determines the extent to
which a rise in demand will cause either a change in price or short-
age. Tour operators generally have relatively fixed capacity in ski
resorts and thus the supply curve is inelastic. When demand rises,
for example, during school holiday periods, supply is unable to
expand to meet the increased demand and so price rise considerably.

SUPPLY AND COSTS

Leisure and tourism outputs

We need to distinguish between different forms of output in the lei-
sure and tourism sector. Where manufacturing of a product takes
place, for example in the production of sports clothing, then output
is measured in terms of physical product. Where the provision of a
service takes place, output is measured in terms of capacity.

Leisure and tourism inputs

Inputs (or factors of production) are classified in economics under
the following general headings.

Land: This includes natural resources such as minerals and land
itself and can be divided into renewable and non-renewable
resources (see Chapter 16).

Labour: This includes skilled and unskilled human effort.
Capital: This includes buildings, machines and tools.
Enterprise: This is the factor which brings together the other
factors of production to produce goods and services.

For example, a soccer club such as Arsenal FC needs a plot of land.
Arsenal’s new Emirates Stadium occupies 27 acres of prime inner city
land (although this is quite modest compared with the 100-acre
Manchester United site and the 130-acre Wembley complex). Addi-
tionally, it required capital to develop the land (mainly the provision
of a stadium and facilities). Its labour force would include skilled
employees such as players and accountants and less-skilled stew-
ards and catering staff. But without enterprise, none of these factors
of production would be brought together in this way. Enterprise is
offered through the club’s directors.

In tourism, land is a significant resource for some destinations
(e.g. beaches for Tobago and Thailand and Coral for diving in the
Red Sea). For other destinations, cultural capital is a key attraction
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(e.g. museums and historical buildings). Williamson and Hirsch (1996)

discuss the process of tourism development in Koh Samui, Thailand

and the form that this took, in particular, the building of bungalows.

It examines the changing control over factors of production and the

importance of land, labour and capital in bungalow development.
Factors of production are further classified as:

o fixed factors
o variable factors.

Fixed factors of production are defined as those factors which can-
not be easily varied in the short run. Examples of fixed factors of
production in the provision of leisure and tourism services include
the actual buildings of theatres and hotels, whilst factories and com-
plex machinery are examples in leisure manufacturing. Variable fac-
tors of production on the other hand can be changed in the short run
and include unskilled labour, energy (e.g. electricity, gas and oil) and
readily available raw materials. The existence of fixed and variable
factors of production means that changes in output will be achieved
by different means in the short and long run.

Production

Entrepreneurs bring together factors of production in order to sup-
ply goods and services in the market and maximize their profits.
There are generally several possible ways to produce a given level of
output or to provide a service. Profit maximization implies cost min-
imization and thus entrepreneurs will seek to combine inputs to pro-
duce the least-cost method of production. Input prices themselves are
constantly changing to reflect changing conditions in their markets.
As input prices change, entrepreneurs will adapt production meth-
ods to maintain lowest costs, substituting where possible factors of
production which are rising in price with cheaper ones. For example,
in travel retailing (as in most areas) there is a long-term move to sub-
stitute capital for labour. In this case, the Internet is increasingly used
for bookings instead of the telephone or high street travel agent.

Short-run costs

Fixed costs

The existence of fixed factors of production means that the costs asso-
ciated with that factor will also be fixed in the short run. Such costs
are sometimes called indirect costs or overheads since they have to be
paid irrespective of the level of production. So, for example, whether
a plane flies to New York empty or full, its fixed costs or overheads
are the same. Exhibit 5.2 illustrates fixed costs for art galleries.
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Exhibit 5.2 High fixed costs for art galleries

The demand for art fluctuates according to the state of the economy.
When economic growth is strong, galleries can be full of buyers, but these
soon disappear when economic times are hard. During a recent downturn
in the economy one commentator reported that ‘buyers had gone into
hibernation’ and many art galleries were forced out of business.

A major factor in this is the high fixed costs that galleries face which can
be easily accommodated when sales are strong. But the point about fixed
costs is that they cannot be changed in the short term. If demand falls
suddenly they can force a gallery into bankruptcy since they must still be
paid even when there are few or no customers. Galleries are located in
prime locations and so their major fixed costs are rent and property taxes.
In addition, galleries typically produce three or four catalogues a year with
a typical cost of US$10,000 per edition.

Source: The author, based on article from The Independent.

Variable costs

Variable costs are those costs which vary directly with output. They
are sometimes called direct costs. For the production of leisure goods
they would include raw materials, energy and unskilled labour costs,
but for the provision of services such as air transport they are pro-
portionately small and would include such items as meals and pas-
senger handling charges.

Total costs

Total costs are defined as total fixed costs plus total variable costs.
This distinction is an important one when deciding whether to con-
tinue to operate facilities out of season. A firm which is not covering
its costs is making a loss and in the long term will go out of business.
However, in the short run a firm which is covering its variable costs
and making some contribution to its fixed costs may stay in business.
This is because it has to pay for its fixed costs anyway in the short run
and thus some contribution to their costs is better than none at all.

Average costs

Average Costs (ACs) (or unit costs, or cost per item) are defined as
total costs divided by output.

Marginal costs

Marginal Costs (MCs) are defined as the cost of supplying one extra
unit of output.

Relationship between output and costs in the short run
(production)

Figure 5.3 shows a typical short-run average cost(s) curve for the
production of goods in the short run. If a manufacturer has planned
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Costs

Q1 Qo0 Q2
Output

Figure 5.3 Short-run average cost(s) for typical manufacturing firm.

for a level of output 000, then 0CO represents the average cost(s) of
production. These will represent the least-cost method of production
and combination of factors of production since profit maximization
is assumed. However, if the level of output should subsequently be
changed in the short run, then by definition only variable factors of
production can be changed and fixed factors remain constant. aver-
age cost(s) will therefore rise as the mix of inputs resulting in the
least-cost method of production cannot be maintained.

Consider first a fall in output to 0Q1. average cost(s) will rise to
0C1.This is because the fixed costs will now be borne by a smaller
level of output. For example, if a UK football premier division team
is relegated to a lower division it is likely to see its match attendance
fall — but it will still have to pay its stadium costs so its average
cost(s) per spectator will rise. Similarly, if output rises to 002, aver-
age cost(s) rises to 0C1 the fixed factors of production become over-
crowded and production less efficient. This is related to the law of
eventual diminishing returns.

Relationship between output and costs in the short run
(services)

The provision of services often involves different cost relationships
from the provision of goods. For a hotel, a theme park or a theatre,
for example, fixed costs represent a large proportion of costs in the
short run. marginal cost(s) for extra visitors to a theme park or a
theatre are negligible up to the capacity level. Figure 5.4 illustrates
typical cost curves for the provision of a service with high fixed costs.
Notice that the average cost(s) curve falls all the way to short-run
capacity and that for much of its range the marginal cost(s)is low and
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Costs
Capacity

el ____T

Quantity

Figure 5.4 Costs for a firm providing a service with high fixed costs.

constant. The existence of low or sometimes zero marginal cost(s)
explains some marketing activity for the service sector. Theatres sell
standby seats to students at low prices but students still have to pay
full prices for ice creams.

Long-run costs

In the long run, all factors of production are variable and so organiza-
tions are not faced with the problems of fixed factors or diminishing
returns. Output can be satisfied by the most suitable combination of fac-
tors of production. Figure 5.5 illustrates three possible ways in which
average cost(s) of production may vary with output in the long run. For
the long-run average cost (LRAC) curve 1, ACs fall for the entire range
as output rises, illustrating economies of scale. In the case of LRAC2,
the curve flattens out after point A when constant returns to scale are
achieved. For the curve LRAC3, ACs begin to rise again after point A
where diseconomies of scale begin to set in. For Arsenal Football Club,
the move from its stadium at Highbury with a capacity of only 38,000 to
its new Emirates stadium with a capacity of 60,000 resulted in significant
economies of scale — particularly economies of increased dimensions.

Internal economies of scale

Economies of scale arise from increases in the size of an organiza-
tion and can be summarized as follows:

financial
buying and selling
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Figure 5.5 Long-run average cost.

* managerial/specialization

o technical

e economies of increased dimensions
o risk bearing.

Financial

Large organizations tend to have bigger assets. When they borrow
money, they often raise large amounts and these two factors lead to
financial economies. Borrowing from banks is likely to be at prefer-
ential rates of interest reflecting the security offered by large organi-
zations and the amount borrowed. Additionally, larger organizations
have the option of raising funds directly from capital markets by,
for example, a rights issue of shares which can be an economical
method of financing large projects.

Buying and selling

Buying and selling economies arise from buying and selling in bulk.
On the buying side this leads to bulk purchase discounts, and on
the selling side costs such as advertising are spread out over a large
number of sales.

Managerial/specialization

As firms grow, the potential for managerial and specialization econo-
mies becomes greater. The proprietor of an independent travel agency,
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for example, will have to act across a range of managerial functions
and may lack specialist knowledge. Large travel agency chains, how-
ever, will have the scope for employing experts in functional areas
such as accounting, marketing and personnel.

Technical

Technical economies are also possible as firms grow. These relate in
particular to the utilization of complex and expensive technology
and machinery. A large hotel may employ a computerized reserva-
tions and accounting system since the cost per guest per year will be
relatively insignificant. A small boarding house, however, may have
insufficient business to justify the capital outlay.

Economies of increased dimensions

Economies of increased dimensions are well illustrated by the exam-
ple of jumbo jets. Although these have the capacity of perhaps three
conventional jets, they do not cost 3 times as much to buy or to staff
or to run. Thus, the cost per seat of a jumbo jet is less than that in a
conventional jet. Economies of increased dimension mean that costs
rise proportionately less than increases in built capacity. Exhibit 5.3
illustrates economies of scale at work in the airline industry with the
introduction of the Airbus A380 which is illustrated in Plate 5.

Risk bearing

Risk-bearing economies derive from the ability of large organiza-
tions to weather setbacks. This arises from two factors. First, many
large organizations have diversified interests and thus a fall in
demand in one area can be compensated for by business elsewhere.
Second, large organizations with substantial assets are able to sus-
tain short-term losses from their reserves.

External economies of scale

External economies of scale result not from the size of an organiza-
tion but from the concentration of similar organizations in a partic-
ular location. For example, hotels in a particular resort benefit from
resort as well as their own advertising, and may attract visitors on
the strength of complementary attractions supplied by neighbour-
ing organizations. Another example is that of Dive companies in the
Red Sea resorts. The existence of so many companies in a defined
area brings benefits to each individual company. These include the
existence of a pool of skilled labour (e.g. instructors), the provision
of specialist supplies (e.g. dive ships and oxygen suppliers) and the
availability of specialist support (e.g. decompression chambers).
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Exhibit 5.3 The Airbus A380: facts and figures

e The Airbus A380 is the world’s first full-length double-deck airliner.

e It is manufactured by the European manufacturer, Airbus Industries.

e It made its first commercial flight in October 2007 with Singapore
Airlines flying from Singapore to Sydney.

e It has a cabin floor space of 478.1 m? which is almost 50 per cent more
than its closest rival the Boeing 747-400.

e |ts seating configurations are 525 in a typical three-class configuration
or up to 853 people in its all-economy class configuration.

e Air Austral ordered the Airbus in a single-class configuration for its
service between La Reunion in the Indian Ocean and Paris, France with
an 840-passenger capacity.

e Although it can carry 35 per cent more passengers than its competitor,
the A380 burns 12 per cent less fuel per seat.

e Cost reductions also arise from reduction in flight numbers and the
need for fewer take-off slots.

Source: Airbus S.A.S. http.//www.airbus.com/en/aircrafttamilies/a380/

Additionally, the area becomes known for its diving facilities and
this offers marketing benefits.

Diseconomies of scale

Internal diseconomies

The main reason for the occurrence of diseconomies of scale is
managerial capacity. For some organizations, it becomes difficult to
manage efficiently beyond a certain size and problems of control,
delegation and communications arise. These may become significant
enough to outweigh economies of scale generated in other ways.
Diseconomies of scale may also arise from growth due to mergers
when the two firms find that there is insufficient fit between them-
selves in terms of systems of management or organizational culture.

External diseconomies

The negative side of concentration of organizations in a particular area
can be overcrowding and the associated congestion and pollution costs.

How firms grow?

The main methods by which firms grow are by:

internal growth
mergers and takeovers.
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Plate 5 The Airbus A380.

Internal growth is often a slow process and firms can accelerate
their growth by mergers and takeovers. The difference between these
is that mergers are a joint agreement for two organizations to join
together whereas a takeover does not necessarily have the agree-
ment of the target firm. It is also useful to identify different types of
integration:

* vertical integration
e horizontal integration
* conglomerate merger.

Vertical integration

This occurs when a firm takes over or merges with another firm in
the same industry but at a different stage of production. It is termed
backward integration when the merger is in the direction of suppli-
ers, and forward integration when it is towards the consumer. Many
tour operators demonstrate vertically integrated organizations with
ownership of airlines and distribution chains.

The key motive in forward vertical integration is in ensuring a
market for an operator’s product. This may be offensive — selling
your product at the expense of your rivals — or defensive — making
sure your rivals do not monopolize retail outlets and thus block the
selling of your product. Backward integration gives your organiza-
tion control over suppliers, and means that you have better control
over quality. In each case integration can add to profits.
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Horizontal integration

This occurs when a firm merges with another firm in the same indus-
try and at the same stage. For example:

¢ 2007: Merger between tour operators TUI Tourism and First
Choice to form TUI Travel.

¢ 2010: PartyGaming and Bwin announce a merger of their online
gambling companies to create the world’s biggest in online
gambling company.

e 2010: BA announced a merger with Iberia.

Economies of scale are a prime motive for horizontal inte-
gration. For example, advertising costs per holiday fall and bulk
purchase discounts can be maximized. Market share and market
domination are also key motives. Horizontal acquisition can also
occur in purchasing firms operating in complementary areas. The
interest of the TUI Travel in companies such as Exodus (a special-
ist cycling and walking company) and Crystal (a ski company) is
to extend its portfolio beyond the sun markets. There is also scope
for cost savings through rationalization of activity and the closing
down of sites which duplicate work (TUI Tourism and First Choice
merger). Horizontal integration also buys into an existing market
(e.g. BA merger with Iberia) and acquires an extended customer
base and can be an effective way of reducing competition. Another
argument made in support of mergers is the potential for service
improvement. In a study of the lodging industry, Canina (2001)
found that the equity markets view lodging mergers and acquisi-
tions in a favourable light. For a sample of 41 acquisitions from
1982 to 1999, the stock price reaction was significantly positive for
both the acquiring firms and their targets. This finding stands in
contrast to the results for the overall market, where fewer than half
of all mergers add value in terms of equity prices suggesting that
the scale economies predicted for mergers may be less than often
supposed.

Diversification

A conglomerate merger or diversification occurs when a firm takes
over another firm in a completely different industry. The motives
for such activity may include first a desire to spread risks. Second,
growth prospects in a particular industry may be poor, reflecting a
low or negative income elasticity of demand. In such circumstances,
diversification into an industry with high-income elasticity of demand
may generate faster growth. Third, it may be possible to get ben-
efits of synergy, where the benefits of two firms joining exceed the
benefits of remaining separate. For example, Time Warner is the
world’s leading media and entertainment company, whose businesses
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include filmed entertainment, interactive services, television net-
works, cable systems, publishing and music. Its interests span media
and communications:

Time Inc
Time Warner Cable.

as well as entertainment and networks:

Home Box Office
Turner Broadcasting System
Warner Bros. Entertainment.

A recent study examined a sample of Chinese tourism compa-
nies from 2001 to 2007 to determine the impacts of diversification
on their financial performance. Its findings showed that in gen-
eral a diversification strategy improves the performance of tour-
ism companies. However, further analysis revealed that whilst this
finding applies particularly to attraction-operating companies,
diversification does not enhance the financial performance for hotel
companies.

Declutter

A problem that may occur from diversification is that an organiza-
tion may lose sight of its aims and objectives and find strategic man-
agement difficult. Under such circumstances ‘decluttering” may take
place, whereby an organization disposes of its fringe activities and
concentrates on its core business. For example, the UK conglomer-
ate Whitbread, the company behind Premier Inn and Costa Coffee
brands embarked upon a period of declutter selling off:

UK brand franchises for Marriott hotels and two chains, TGI
Friday and Pizza Hut;

David Lloyd Leisure rackets clubs and gyms;

the majority of the group’s pub restaurant holdings.

Social and private costs

Private costs of production are those costs which an organiza-
tion has to pay for its inputs. They are also known as accounting
costs since they appear in an organization’s accounts. However, the
production of many goods and services may result in side effects.
Violent videos may, for example, result in more violent and antiso-
cial behaviour. A nightclub may result in noise pollution. These are
classed as external or social costs. They do not appear in an orga-
nization’s accounts and do not affect its profitability although they
may well affect the well-being of society at large. These issues are
discussed more fully in later chapters.
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REVIEW OF KEY TERMS

o Price elasticity of supply: responsiveness of supply to a change in
price.

¢ Factors of production: land, labour, capital and enterprise.

¢ Fixed factor: one that cannot be varied in the short run.

¢ Variable factor: one that can be varied in the short run.

e Average cost: total cost divided by output.

¢ Marginal cost: the cost of producing one extra unit of output.

o Vertical integration: merger at different stage within same
industry.

o Horizontal integration: merger at same stage in same industry.

* Conglomerate merger: merger into different industry.

o Private costs: costs which a firm has to pay.

o Social costs: costs which result from output but which accrue to
society.

2 Data Questions

Task 5.1 Journal article: Palmera, A., Mathelb, V., 2010.
Causes and cons evelopment. Tourism Management 31 (6),
925-935.

Palmera and Mathelb undertook a qualitative and quantitative study of
holiday home owners at a ski resort in France. The resort chosen was
Valmeinier which is located at the southern end of the Alps close to the
Italian border. The resort covers a total area of 5500 hectares and four
skiing areas are spread out from heights of 1500-2600m. The authors
were interested to investigate the fact that many owners of holiday
homes in tourist resorts choose not to rent out their property when they
are not making personal use of it. This phenomenon results in underutili-
zation of tourist resort capacity, typified by the problem of ‘empty beds’.

Eighty-six respondents participated in the research which the authors
considered to be a good representation of all property owners in the
resort. The authors found that the personal use of holiday home proper-
ties was low but furthermore that 40 per cent of owners had never rented
out their property. Their analysis of the data collected in their study
resulted in on four themes emerging that explained this reluctance to rent
out. The themes were as follows:

o Fears about the social habits of renters: Here the authors report on
the ‘significance which owners attached to their properties, and it
became evident that owners had invested emotions in their properties
and used their property to augment their personal identity. Fear of
strangers using their property was a demotivator for renting out a

property’.
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Task 5.1 continued

o

Issues of freedom and flexibility in use of their property: The research
found that ‘the ability to visit their property at any time without
having to fit around prearranged rental agreements appeared to be

an important factor deterring participants from renting out their
property’.

Life course changes which affected renting/non-renting decisions:
Palmera and Mathelb noted here that as the owners ‘became more
affluent, or approached retirement, their financial needs became less,
and their availability of leisure time to use the apartment for personal
use became greater’.

Financial issues: Here the authors report that ‘for the majority of
people (55.8%), return on investment was seen as important’ and that
this was especially important for younger owners with mortgages to
pay off.

Recap Questions

1

Explain what factors influence the capacity of a ski resort.

How does room capacity relate to elasticity of supply in a ski resort?
From the understanding provided by Palmera and Mathelb explain
how holiday home owners might be persuaded to add their properties
to the supply of accommodation in Valmeinier.

What are MCs and what are the MCs for holiday home owners of
letting out their properties?

Task 5.2 Come fly with me

Merger activity in the airline business has included the following major
tie-ups:

Delta Airlines and Northwest Airlines (USA)
United Airlines and Continental Airlines (USA)
Southwest Airlines and Air Tran Airlines (USA)
BA (UK) and Iberia (Spain).

Commentaries on these mergers include the following:
Delta Airlines and Northwest Airlines:

The merged Delta Airlines and Northwest Airlines operate under the
Delta Airlines name.

According to Richard Anderson, Delta CEO, ‘Delta and Northwest
are a perfect fit’.

The merger will create a better global route system.

Its combined fleet comprises around 800 aircraft with approximately
75,000 employees.

A key member of the SkyTeam alliance.

Greater financial stability.

United Airlines and Continental Airlines:

The new airline to be owned by United Continental Holdings, Inc.
The merger was a $3.2 billion all-stock merger.
The new airline is the world’s largest carrier measured by revenues.

It overtakes Delta Airlines, which claimed top position in 2008 after
merging with Northwest Airlines.
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o It flies approximately 5800 flights a day to 371 destinations.

e The merger expects to capitalize on synergies of about $1 billion of
which about $400 million should come from costs savings.

e A key member of the Star Alliance.

Southwest Airlines and Air Tran Airlines (USA):

e Southwest Airlines announced plans to buy Air Tran Airlines for $1.4
billion.

e A key motive for the merger is to obtain a larger market share.

e Southwest would be able to schedule more flights in and out of major
airports such as La Guardia in New York and Logan Airport in
Boston and operate from Atlanta’s Hartfield-Jackson International
Airport — the largest hub in the USA.

British Airways and Iberia:

e The merger creates the world’s third biggest airline.

e The combined airline operates 419 aircraft flying to 205 separate
destinations.

e The merger needed approval by the European Commission.

e Synergies were expected to save the two airlines $594 million in costs
each year.

e Both airlines retain their unique brand identity.
e Key players in the Oneworld alliance.

Recap Questions

1 Distinguish between horizontal and vertical integration. What type of
merger is illustrated by these cases?

2 What economic factors explain the increase in merger activity and
concentration of airline ownership in this sector?

3 Discuss the relationship between fixed, variable and MCs for the
airline sector.

4 What other major merger activity has there been in the airline sector?
5 What are the major advantages of mergers in the airline sector?
6 Are there any drawbacks or limits to mergers in this sector?

Task 5.3 Small luxury hotels and economies of scale

The combination of small hotels and economies of scale seem to present
a paradox since the very idea of economies of scale is that they are
achieved by size. Small luxury hotels on the other hand suggest the oppo-
site of economies with special attention to items such as standards of
service, uniqueness, high quality food and wine and particular attention
paid to luxury and comfort. All these things point to rising rather than
falling costs.

But economies of scale is the very thing on offer from the ‘Small
Luxury Hotels of the World” group. On its website that is designed to
attract more members to the group it claims:

Becoming part of SMALL LUXURY HOTELS OF THE WORLD™
enables you to benefit from the economies of scale typical of large
hotel chains while preserving your independence and exclusivity.

Amongst the benefits the group offers are membership of a brand
which boasts over 500 hotels in more than 70 countries and a strong

eIe (IR
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a Task 5.3 continued

brand awareness in key source markets. Hotels marketing themselves as

part of this group include:

e The Dorset Square Hotel: An English townhouse style in London, UK.

e The Banke Hotel: A flamboyant interior design in the Opera quarter
in Paris, France.

e The Hoteldorf Griiner Baum: Situated in a unique traditional spa
village in Bad Gastein, Austria.

Recap Questions

1 Define the term economies of scale.

2 Explain how each of the following economies of scale might be
achieved in the hotel sector and which are likely to be achieved by
membership of the ‘Small Luxury Hotels of the World’ group:

a)financial
b)buying and selling

d)technical

(

(

(c) managerial/specialization

(

(e) economies of increased dimensions
(f) risk bearing.

3 Explain the relationship between MCs and last-minute price deals at
hotels.

MULTIPLE CHOICE

1 Which of the following is not a factor of production?
(a) Land.
(b) Labour.
(c) Wages.
(d) Capital.
2 When price increases by 10 per cent supply increases by 20 per
cent. Which of the following is true?
(a) Supply is elastic.
(b) Supply is inelastic.
(c) Elasticity of supply is 0.5.
(d) Marginal cost(s) doubles.
3 Which of the following is false?
(a) average cost(s) is total cost divided by output.
(b) Fixed costs cannot be altered in the short run.
(c) ‘Economies of scale’ means that total costs fall as output rises.
(d) The takeover of the airline Go by its rival easy]Jet is an
example of horizontal integration.
4 A U-shaped LRAC curve demonstrates:
(a) Economies of scale followed by diseconomies of scale.
(b) Diseconomies of scale followed by economies of scale.
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(c) Falling sales followed by rising sales.

(d) External economies of scale followed by internal economies of
scale.

5 Which of the following is an example of a financial economy of
scale?

(a) Delta Airlines is able to borrow money more cheaply than
smaller airlines.

(b) Delta Airlines is able to buy aviation fuel cheaper than smaller
airlines.

(c) Delta Airlines has bigger profits than smaller airlines.
(d) Delta Airlines operates jumbo jets.

REVIEW QUESTIONS

1 Why an organization’s average cost(s) of production rise as
output rises in the short run, but fall in the long run?

2 What is the marginal cost(s)of selling an empty seat on a
scheduled flight?

3 Distinguish between private costs and social costs in the
provision of air travel.

4 How elastic is the supply of:
(a) Hotel rooms?
(b) Theatre seats?
(c) Package holidays?

5 Distinguish between vertical and horizontal integration.

6 Distinguish between fixed costs, variable costs, the short and
long run.

Websites of interest

Arsenal Football Club: www.arsenal.com

TUI Travel: www.tuitravelplc.com

British Airways: www.ba.com

Iberia: www.iberia.com

Time Warner: www.timewarner.com

Whitbread: www.whitbread.co.uk

Delta Airlines: www.Delta.com

United Continental Holdings, Inc: www.unitedcontinentalholdings.com
Small Luxury Hotels of the World: http://www.slh.com


http://www.arsenal.com
http://www.tuitravelplc.com
http://www.ba.com
http://www.iberia.com
http://www.timewarner.com
http://www.whitbread.co.uk
http://www.Delta.com
http://www.unitedcontinentalholdings.com
http://www.slh.com
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Objectives and learning outcomes

In the real world it is often difficult to relate prices to the simple demand
and supply analysis presented in Chapter 3. For example, we find leisure
centres and fitness centres offering similar services at vastly different
prices. It has been said that an airline running a jumbo jet carrying 350
passengers will charge 100 different prices. A simple T-shirt can cost as
little as $3. Print the word ‘Billabong’ or ‘Versace’ on it and its price can
rise to more than $50. Some shops have as many sale and offer days as
normal trading days. This chapter investigates how prices are determined
in the real world.

By studying this chapter, students will be able to:

e understand how and why firms come to be price takers, price makers
or price shapers;

e analyse the pricing strategies that result from different market
situations.

PRICING IN THE PRIVATE SECTOR

Private sector organizations which seek to maximize profits will
attempt to minimize their costs and maximize their revenue.
Revenue is composed of price multiplied by quantity sold, and the
price that an organization can charge for its product depends largely
on the type of market within which it is operating.

PRICE TAKERS

Perfect competition

At one extreme, economic theory describes the model of perfect
competition. In this model there are many buyers, many sellers,
identical products, freedom of entry and exit in the market and
perfect knowledge about prices and products in the market. Firms
which operate in this type of market have to accept the market
price. This is because any attempt to increase their own price over
and above market price will lead to consumers purchasing identi-
cal goods or services from competitor firms. This is illustrated in
Figure 6.1.

Figure 6.1A shows the market demand curve DM, the market
supply curve SM and the equilibrium price P0O. Figure 6.1B shows
the demand curve faced by an individual firm, DF. Note that it is



PART 3

Markets in Practice

(A) (B)

DF

Quantity Quantity
Market price Firm’s demand curve

Figure 6.1 (A) The market and (B) the firm under perfect competition.

perfectly elastic. This is derived from the conditions of perfect com-
petition. Consumers with perfect knowledge about other prices will
buy an identical product from one of the other many sellers if an
individual firm attempts to raise prices above the prevailing market
rate. What level of profits do firms earn in such markets? They earn
normal profits. Normal profit is defined as that level of return which
is just sufficient incentive for a firm to remain in its present busi-
ness. Any excess profits will lead new firms into the industry and
this extra supply will drive prices down to the level where normal
profits are restored.

It is interesting to note that consumer ignorance (i.e. lack of per-
fect knowledge) about other prices means that perfect competition
is less prevalent than it might be. For example, in the UK Amazon
sells top 50 CDs for as little as £6.99. Regular retailers (e.g. HMV)
charge £9.99 for an identical product. Despite this HMV still man-
ages healthy sales of its more expensive CDs. However, it is likely
that increasing use of the Internet will lead consumers to better
knowledge of prices of competing goods, thus promoting more com-
petition and lower prices.

Whilst free market prices and normal profits are good for con-
sumers, profit-maximizing producers will aim to increase and pro-
tect profits. Thus there are few examples in the real world of price
takers, and if firms are not in the fortunate position of being price
makers, they will generally take steps to become price shapers. They
may achieve this by introducing imperfections into the market.
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PRICE MAKERS

At the other extreme from perfect competition, some firms exist in
conditions of monopoly or near-monopoly and thus have consider-
able control over prices.

Monopoly pricing

A monopoly is literally defined as one seller, and monopoly power
is maintained by ensuring that barriers to entry into the industry are
maintained. In the case of one seller the firm’s demand curve is the
same as the industry demand curve. Because of this, the monopolist
is in a position to be a price maker.

There are examples of near-monopolies in the leisure and tourism
sector. For example, there are only two car ferry services to the Isle
of Wight (an island off the South coast of the UK) and these oper-
ate on different routes, thus giving each operator some control over
price. Unique tourist attractions also have some degree of monop-
oly power. There is no similar attraction to the London Eye in the
UK, although to some extent the main visitor attractions in London
all compete with each other. Manchester United Football Club,
like many other sporting clubs, is unique. Table 6.1 shows typical
demand data for a unique attraction. It demonstrates the trade-off
that a monopoly producer faces — it can raise prices but as it does

Monopoly attraction demand data

Price (£) Quantity demanded Total revenue? Marginal revenue®
(visitors/hour)

10 0 0

9 10 90 9
8 20 160 7
7 30 210 &
6 40 240 €
5 50 250 1
4 60 240 -1
8 70 210 8
2 80 160 =5
1 90 90 =7
0 100 0 -9

Total revenue: price X quantity sold.
bMarginal revenue: the extra revenue gained from attracting one extra customer
(ATR + AQ), where TR = total revenue and Q = quantity.
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so demand falls (but does not disappear as would be the case under
perfect competition). So the question that arises for a monopolist is
what is the best price to charge? The answer is that price that will
maximize total revenue.

The price that maximizes total revenue for this organization is
one of £5 when total revenue of £250 per hour is generated. This
is illustrated in Figure 6.2. In Figure 6.2A, D represents the firm’s
demand curve using the data from Table 6.1. In Figure 6.2B, TR
represents the firm’s total revenue curve. This is found by multiply-
ing quantity sold at each price. Price £5 generates total revenue of

(A)
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Figure 6.2 (A) Demand and (B) revenue-maximizing price for monopolist.
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£250 per hour, whilst a higher price of £8 or a lower price of £2
causes total revenue to fall to £160.

This confirms the relationship between changes in price, changes
in total revenue and elasticity of demand discussed in Chapter 4.
Where demand is inelastic, a rise in price will cause an increase in
total revenue. Where demand is elastic, a rise in price will cause a
fall in total revenue. Profit maximization therefore occurs where
demand elasticity is —1. In Figure 6.2 the demand curve is elastic in
the range X to Y, inelastic in the range Y to Z and has unit elasticity
at point Y.

To summarize, monopolists can choose a price resulting in high
profits, without fear of loss of market share to competitors. The
actual price chosen will reflect both demand conditions and the firm’s
cost conditions. Exhibit 6.1 shows how top UK football clubs can
exploit their market position but how difficult market conditions can
reduce their monopoly power.

Price-discriminating monopolist/yield management

Some firms sell the same goods or services at different prices to dif-
ferent groups of people. For example, BA return fares from London
to New York (2011) are: £5474 (first class), £2184 (club class), £937
(premium economy), £1238 (flexible economy), £356 (restricted
economy), £123.80 (staff 10 per cent standby) and £0 + tax (staff
yearly free standby/holders of airmiles or frequent-flyer miles).

Exhibit 6.1 Chelsea fans: sold out

Price increases for season tickets at Chelsea Football Club for the
1998-1999 season were in some cases as high as 47 per cent as against
inflation of around 2.5 per cent in the UK economy. This meant that

the cheapest season ticket for supporters rose to £525, while the most
expensive rose to £1250.

Top premier clubs find themselves in monopoly positions. Stadiums are
full to capacity and price increases do not lead fans to choose alternative
products elsewhere. Nearby Fulham or Arsenal do not offer alternative
football for Chelsea fans in the way that different brands of beer can be
seen as substitutes.

However, conditions of a deep economic recession mean that even near-
monopoly organizations have to consider their pricing strategies more
carefully. For the 2010-2011 season Chelsea Football Club announced
that their season ticket prices would rise for the first time since July 2005.
The increases, which follow a 4-year price freeze, saw the cheapest
season ticket in the family stand priced at £550 and the most expensive
excluding hospitality a West Upper Stand ticket priced at £1210. This
means that between 1998 and 2010 the cheapest season ticket rose in
price by only £25 whilst the most expensive fell by £40.

Source: Adapted from The Guardian and FootballTadeDirectory.com by the author.
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In fact, BA is not a monopolist since there is much competition
on this route. It should also be recognized that the fare differential
for club and first-class passengers is not strictly price discrimination
since these represent different services with different costs. But since
all economy-class passengers receive an identical service, why should
BA charge different prices and why do passengers accept different
prices? The answer is that by price discrimination companies can
increase their profits by charging different prices according to how
much different market segments are prepared to pay.

The conditions for price discrimination to take place are as
follows:

* The product cannot be resold. If this were not the case,
customers buying at the low price would sell to customers at the
high price and the system would break down. Services therefore
provide good conditions for price discrimination.

¢ There must be market imperfections (otherwise firms would all
compete to the lowest price).

o The seller must be able to identify different market segments with
different demand elasticities (e.g. age groups and different times
of use).

Figure 6.3 illustrates a typical demand curve for economy-class
travel. If a single price of £500 is charged as in Figure 6.3A, then 250
seats are sold and total revenue is £125,000. Figure 6.3B shows a sit-
uation in which three prices are charged. One hundred seats are sold
at £800, the next 150 seats are sold at £500 and the next 150 seats
are sold at £200, producing a total revenue of £185,000, an increase
of £60,000 over the single price situation.

Airlines must consider the behaviour of costs when price discrimi-
nating. Once the decision has been taken to run a scheduled service,
marginal costs are low up until the aircraft capacity, when there is
a sudden large jump. Airlines are able to discriminate by applying
travel restrictions to differently priced tickets. So, for example, full-
fare economy tickets are fully refundable and flights may be changed
at no cost. Cheaper tickets are non-refundable and have advance
purchase and travel duration restrictions.

Yield management is a sophisticated form of price discrimina-
tion. Hamzaee and Vasigh (1997) discuss a model for establishing
the optimal allocation of available seats to different classes of air-
fare. Computer technology is able to identify patterns of demand for
a particular product and compare it with its supply. A request for a
hotel reservation or an airline ticket will result in the system suggest-
ing a price that will maximize the yield for a particular flight or day’s
reservations. So for budget airlines, for example, seats on a Friday
or Sunday night or in school holidays tend to be expensive whilst a
seat to the same destination on a Tuesday morning would be much
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Figure 6.3 (A) Single price and (B) price discrimination.

cheaper. Exhibit 6.2 shows how orchestras are hoping to exploit this
system to maximize revenue at concerts.

PRICE SHAPERS

Whilst firms operating under conditions of perfect competition are
price takers and those operating under conditions of monopoly are
price makers, firms operating in markets between these two extremes



PART 3
Markets in Practice 133

Exhibit 6.2 Orchestras conduct research into pricing

Managers from an airline and a Premier League football club offered
advice to help Britain’s symphony and chamber orchestras increase their
profits from selling concert tickets. A marketing manager for the airline
easyJet and the marketing manager for Everton Football Club offered
advice at an annual conference of the Association of British Orchestras,
which represents 60 orchestras across the country.

The idea is to exploit ‘yield management’ techniques (Plate 6). This is a
favourite device of no-frills airlines whose tickets become more expensive as
departure dates approach. Transferring the idea to concerts could mean that
concert-goers who book their tickets in advance might pay £10 for the best
seat while those who buy nearer the day of the concert could pay up to £30.

The director of communications at the City of Birmingham Symphony
Orchestra said: ‘At present we do not have the ability to track demand and
make prices elastic as it peaks and falls. | know the Chicago Symphony
has a marketing director who comes from the airline industry and they
have been experimenting with this. | think it is a really interesting concept.’

Source: Adapted from The Guardian Newspaper by the author.

Plate 6 Virgin Blue: ticket prices determined by yield management system.
Source: The author,

can exert some influence on price. Such firms are called price
shapers. The two main market types which will be examined are:

« oligopoly pricing
¢ monopolistic competition.

Oligopoly pricing

An oligopoly is a market dominated by a few large firms. An
example of this is the cross-channel (UK to France) travel market.
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Quantity demanded

Figure 6.4 The kinked demand curve.

Aguilé et al. (2003) examined the prices of package holidays to the
Balearic Islands, Spain, one of the Mediterranean’s leading tour-
ist destinations, offered by a sample of 24 German and 20 UK tour
operators studied in 2000. They concluded that tour operators’
strategies and price structures are characteristic of an oligopolistic
market. Oligopoly makes pricing policy more difficult to analyse
since firms are interdependent, but not to the extent as in the per-
fectly competitive model. The actions of firm A may cause reaction
by firms B and C, leading firm A to reassess its pricing policy and
thus perpetuating a chain of action and reaction. For these reasons
firms operating in oligopolistic markets often face a kinked demand
curve. This is illustrated in Figure 6.4.

Consider the demand curve D, which might illustrate the demand
curve for a cross-channel car ferry firm. The prevailing price is PO.
Notice that the demand curve is elastic in the range X to Y. This is
because, if a firm decides to increase its price, for example from PO
to P1, it will lose customers to its competitors and demand will fall
sharply from QO to Q1 and the firm will suffer a fall in total revenue.
On the other hand, if it should decide to reduce its price from PO to
P2, it is likely that its competitors will match the reduction in price to
protect their market share, and there will be only a small increase in
demand from QO to Q2, resulting in a fall in the firm’s revenue. Thus
the demand curve is inelastic in the range Y to Z, and the demand
curve is kinked at point Y. In this situation it is clearly not in the
interests of individual firms to cut prices, and thus such markets tend
to be characterized by price rigidities. Marketing and competition
under oligopoly conditions are often based around:

advertising
free gifts and offers
quality of service or value added
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¢ follow-the-leader pricing — pricing is based on the decisions of the
largest firm

¢ informal price agreements

¢ price wars occasionally break out if one firm thinks it can
effectively undercut the opposition.

Braun and Soskin (1999) investigated the transformation of the
Florida (USA) theme park industry during the 1990s. Here Anheuser
Busch carried out a series of acquisitions to complete a successful hor-
izontal merger of the three major competitors to the market leader
Walt Disney World. Busch then mobilized its financial resources to
match Disney’s $10 billion investment programme. Next the entry of
Universal Studios with its considerable financial investment deterred
other entrants to the market. Finally, aggressive pricing strategies con-
solidated the market share and drove out smaller competitors. In the
1980s, Walt Disney World operated like a dominant firm. The other
firms matched Walt Disney World with a lag. However, the authors
concluded that the late 1990s illustrate behaviour characteristic of an
interdependent oligopoly. Price increases have been tempered, relative
prices have converged and prices have become more stable.

Monopolistic competition

This is a common type of market structure, exhibiting some fea-
tures of perfect competition and some features of monopoly. The
competitive features are freedom of entry and exit and the existence
of a large number of firms. However, firms which are operating in
essentially competitive environments may attempt to create market
imperfections in order to have more control over pricing, market
share and profits.

It is competition from other sellers with homogeneous products
that forces market prices down, and thus firms will often concentrate
on these two issues in order to exert more market power. The more
inelastic a firm is able to make its demand curve, the more influence
it will have on price, and thus firms will attempt to minimize compe-
tition by:
¢ product differentiation
¢ acquisitions and mergers
e cost and price leadership.

Product differentiation

This entails an organization in making its product different from
those of its competitors and exploiting unique selling points (USPs).
The rationale for product differentiation is to make the demand
for a good or service less elastic, giving the producer more scope
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to increase prices and/or sales and profits. There are a number of
routes to product differentiation.

The first is by advertising. One of the aims of persuasive advertis-
ing is to create and increase brand loyalty even if there are no major
differences between a firm’s product and that of its competitors. The
second route to product differentiation is through adding value to
a good or service. This may include, for example, making improve-
ments to a good or service or adding value somewhere along the
value chain. The value chain can be thought of as all the intercon-
necting activities that make up the whole consumer experience of a
good or service. Table 6.2 demonstrates aspects of the value chain
for Singapore Airlines’ business class where it is able to differentiate
its product at all parts of its value chain.

Exhibit 6.3 shows how Accor Hospitality brings product differ-
entiation to its hotels. The point of adding value and differentiating

Value chain for Singapore Airlines’ business class

Pre-check-in

Advertising

Valet parking

Check-in Arrival Post-flight
Dedicated check-in Dedicated cabin Rapid transit Frequent-flyer
Express security/ Luxury meal SMENgEE o SRS
passport route Seat size clieEate Complaints
Dedicated lounge Increased staff ratio pleselie

Exhibit 6.3 Accor Hospitality

Accor Hospitality is a global hotel operator. It has over 40 years of
experience, operates in over 100 countries with 4000 hotels and around
500,000 beds. It has developed a market strategy to cover all the key
market segments. These include:

o Luxury: Sofitel

e Upscale: Pullman, MGallery

e Midscale: Novotel, Mercure, Suitehotel, Adagio

e Economy: Ibis, All seasons

e Budget: Etap, Hotel, Formule 1, hotelF1 and Motel 6.

The characteristics of each of these segments are as follows:

Luxury and upscale: These hotels have an emphasis on unique,
non-standardized offers with a commitment to exceptional service.

Midscale and economy: These brands offer quality accommodation at
competitive local value.

Budget: These hotels are functional and cheap. Low prices are
possible from an offer of standardized offering in clean but basic
accommodation in sub prime locations.

Source. The author.
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product is that it enables firms to charge a premium price but still
retain customers.

Acquisitions and mergers

These are discussed in detail in Chapter 5, but they are an important
consideration in pricing strategy as they can:

¢ reduce competition (and thus reduce downward pressure on
prices);

» lead to economies of scale (which can underpin price leadership
strategies).

Cost and price leadership

Another key strategic move to increase market share and profitability
is through cost and price leadership. Cost leadership involves cutting
costs through the supply chain - squeezing margins from suppli-
ers, and economizing where possible in the production of goods or
provision of services by stripping out unnecessary frills. The aim of
cost leadership may be to increase margins, but this is unlikely to be
achieved since consumers are likely to resist lower quality of goods
or services without any compensation in price.

Equally it is difficult to maintain cost leadership since other
firms will attempt to achieve similar cost reductions. However,
where cost leadership is translated into low prices, it may be pos-
sible to increase market share. This can then lead to the creation
of a virtuous circle where increased market share leads to econo-
mies of scale which enable lower costs and thus lower prices to be
maintained ahead of rival firms. The no-frills airlines again pro-
vide good examples here. Virgin Blue (Australia), for example, has
been competing strongly with the Australian flag carrier Qantas.
Similarly, the UK low-cost airline Ryanair now carries more pas-
sengers than BA.

Figure 6.5 provides a summary of the main differences between
different market types.

Type of Number Entry Product Firm’s demand Control

market of firms barriers differentiation over price

Perfect Many None No Perfectly elastic None
competition

Monopolistic Many None Yes Elastic Limited
competition

Oligopoly Few Some Yes Kinked demand Some

Monopoly One Total Unnecessary Inelastic Considerable

Figure 6.5 Market structure
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PRICING IN THE PUBLIC SECTOR

Prices of public sector goods and services will depend upon the mar-
ket situation which prevails in a particular industry as well as the
objectives set for a particular organization. These might be:

profit maximization

break-even pricing

social cost/benefit pricing.

Profit maximization

In the case where public sector organizations have profit-maximizing
aims, its pricing policy will follow the pattern set out earlier in this
chapter. However, public sector organizations are rarely allowed to
exploit a monopoly situation if they have one.

Break-even pricing

Break-even pricing aims at a price which is just sufficient to cover
production costs rather than one which might take advantage of
market imperfections and maximize profit. In this case price will be
set to produce a total revenue which covers total costs.

Social cost/benefit pricing

Where the aim of public provision is to take fuller account of pub-
lic costs and benefits, the supply will be subsidized to produce
a price either lower than market price (partial subsidy) or at zero
price (total subsidy). More detailed analysis of this can be found in
Chapter 7.

PRICING AND THE MACROECONOMY

The condition of the economy at large also has an influence on a
firms’ pricing policy. If the demand in the economy is growing
quickly there may be temporary shortages of supply in the economy
and firms will take advantage of boom conditions to increase prices
and profits. Similarly, during a recession, there may well be overca-
pacity in the economy and demand may be static or falling. These
conditions will force firms to have much more competitive pricing
policies to attract consumers.
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REVIEW OF KEY TERMS

o Price taker: a firm in a perfectly competitive market which cannot
directly influence price.

¢ Price maker: a firm in a monopoly market which sets its desired
price.

o Price shaper: a firm in an oligopoly or imperfectly competitive
market which may seek to influence price.

o Perfect competition: many buyers and sellers, homogeneous
products, freedom of entry and exit to market.

¢ Monopoly: one seller, barriers to entry.

¢ Oligopoly: a small number of powerful sellers.

*  Monopolistic competition: many buyers and sellers, freedom of
entry and exit, products differentiated.

» Product differentiation: real or notional differences between
products of competing firms.

* Price discrimination: selling the same product at different prices
to different market segments.

ffa Data Questions

Task 6.1 Ups and downs of cross-Channel prices

The English Channel is the name of the sea between the southern
coast of England and the North Coast of France. Its narrowest point is
between the English port of Dover and the French port of Calais, and
this for a long period of time was the main route chosen by UK holiday-
makers heading for France and further afield in Europe. The market was
dominated for years by a few ferry companies and notorious for high
ticket prices, but in 1994 a major new competitor entered the market in
the form of the Channel tunnel. The story below charts the changes in
the competitive environment on the cross-Channel route.

1994: The Channel tunnel opens and the fares for Le Shuttle, the
train that will ferry motorists and their cars under the Channel, have
been set higher than expected. They range from £125 return for a car-
load in winter to a peak price of £310. Most are a little higher than the
equivalent ferry fare.

There was an almost audible sigh of relief from the Channel ports
as Christopher Garnett, Eurotunnel’s commercial director, outlined the
structure; at least the tunnel was not trying to undercut the ferries. Asked
by the Independent on Sunday whether Eurotunnel would respond if
the ferries cut their fares, Mr Garnett said: ‘We would not be follow-
ing. We’re not going to get involved with price wars. We’re not going to
get involved in discounting.” Richard Hannah, an analyst with UBS
and a close follower of Eurotunnel, is sceptical: T'm convinced there will
have to be a price war because of the excess capacity created by the tun-
nel.” He said fares would have to come down sharply to generate the
extra volumes needed to meet Eurotunnel’s ambitious revenue targets. ‘Even
if Eurotunnel captured the entire existing cross-Channel business from the
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Task 6.1 continued

ferry companies, it would still not generate enough revenues even to cover
its costs.” He argued that Eurotunnel had to create a fresh wave of demand
for cross-Channel travel, and it could only do that by cutting prices.

Mr Garnett sees Le Shuttle’s advantages over ferries as speed, con-
venience and reliability. But the other unknown quantity in the calcu-
lation is the response of the ferry companies and the ports. According
to Chairman, Mr Dunlop, P& O has spent £400 million over the past
5 years modernizing its fleet. “We’ve revolutionized the ferry industry in
the last five years, creating an attractive product.” Certainly its newer
vessels, such as the Pride of Dover and the Pride of Calais, are a far cry
from the shabby, vomit-smelling, beer-soaked, cramped, crowded tubs
that used to ply their trade across the Channel. ‘The ferry crossing is
now part of the holiday’, said Mr Dunlop.

Source: Adapted from the Independent on Sunday, 16 January 1994.

1999: No one pays £310 to cross the channel any more. The open-
ing of Eurotunnel gave rise to a period of intense competition and the
‘Channel war’ was a consumer’s dream. The competition has seen the
merger between the two ferry companies, P&O and Stena, but even so
there continue to be good deals.

e Le Shuttle: A 35-minute crossing. A 5-day return costs £95 per car
with four departures an hour during the day and three an hour at
night. Few facilities but weatherproof.

e Sally Line: Ferry from Ramsgate to Ostend, from £25 for a car and
two passengers. Smorgasbord restaurant, cafeteria facilities and a
supervised créche.

e P&O Stena Line: Car and passengers £95 for a 5-day return and
£159 for a standard return. Restaurants, games arcade, cinema and
club class available.

e Hoverspeed: Standard return on the Hovercraft for a car and
passengers is £158. Crossing time is 35 minutes. Same price but
S50-minute crossing on SeaCat.

2002: Prices seem to have crept back up again. The following are for
a return car journey from Dover to Calais in summer 2002:

e P&O Stena Line from Dover to Calais: £234.
e SeaFrance from Dover to Calais: £209.

e FEurotunnel from Folkestone to Calais: £237.
e Hovercraft from Dover to Calais: £278.

2003: The European commission launches a surprise investigation
into cross-Channel ferry and rail prices and raided the offices of P&O and
Eurotunnel in its hunt to uncover supporting evidence. The commission said
that it suspected an illegal price-fixing cartel was in operation and that it was
acting on complaints from British consumers, Amelia Torres, a commission
spokeswoman said: ‘Many consumers are concerned about the market and
the commercial practices of firms who operate cross-Channel services and we
have to take those concerns very seriously. We have a duty to investigate.’

The Dover—Calais ferry route is thought to be the busiest route in the
world. It is dominated by the Anglo-French firm Eurotunnel which has a
50 per cent market share. P&O has about 25 per cent, SeaFrance 15 per
cent and Hoverspeed and Norfolk Line account for the rest.

Source: Adapted from The Guardian, 4 September 2003.
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2011: The following prices for summer 2011 reflect a new economic and
competitive environment for cross-Channel operators. A weak economy,
still suffering from the effects of a recession, and sustained competi-
tion from low-cost airlines which means that many tourists prefer to fly
direct to a destination and hire a car, means that prices on cross-Channel
routes have softened.

eI (12

e Norfolkline — Dover to Dunkerque — Crossing time 120 minutes:
£48.00;

e SeaFrance — Dover to Calais — Crossing time 70 minutes: £93.00;
e P&O - Dover to Calais — Crossing time 90 minutes: £95.00;

e Eurotunnel — Folkestone to Calais — Crossing time 35 minutes:
£137.00.

Recap Questions

1 What degree of competition exists in the cross-Channel market?
Explain why the Channel Tunnel’s initial strategy was not price based.

3 What elements of product differentiation strategy are illustrated and
what is the logic of these?

4 What have been the key factors affecting price in the cross-Channel
market between 1994 and 2011? Explain this using economic theory
and diagrams.

5 What pricing strategies would you recommend to P&O Stena Line to
maximize revenue?

6 What is the economics behind price fixing?

Task 6.2 Researching prices and markets

Conduct local research in one of the following areas:
Air travel suppliers and prices.

Hotel accommodation suppliers and prices.
Restaurant suppliers and prices.

Package holiday suppliers and prices.

Cinema suppliers and prices.

Other leisure markets in your locality.

AN L AW

Your research should concentrate on a specific product or service (e.g.
return airfare from Auckland to New York) and identify the main sup-
pliers, prices and product differences.

Recap Questions

1 Identify the market conditions which operate in your chosen market.
Account for the patterns of pricing which emerge from your research.

3 To what extent and why does your chosen market deviate from the
model of perfect competition?

4 Is there any evidence of price discrimination or price leadership in
your chosen market?

If so, explain the reasons and consequences.
If not, explain the reasons and consequences.

5 Compare and contrast your results with those of obtained in a
different market.
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Task 6.3 Journal article: Shaw, S., Lu, F., Chen, J., Zhou,
C., 2009. China’s airline consolidation and its effects on
domestic airline networks and competition. Journal of
Transport Geography 17 (4), 293-305.

In this article the authors reflect on the fact that there has been
fast growth and major reforms in the past three decades in air trans-
portation in China. They note China’s transformation from a centrally
planned economy to a market economy and suggest that an interesting
question is whether experience in China is similar to the experiences
of airline industry liberalization that have occurred in other countries.
Shaw et al. point to the United States Airline Deregulation Act in 1978
as a key catalyst towards a more global movement towards liberaliza-
tion of airlines.

The article outlines four significant phases of development in civil avi-
ation following the founding of the People’s Republic of China in 1949:

o The first phase identified is that of 1949-1978 which was a period of
a carefully regulated environment. The Civil Aviation Administration
of China (CAAC) was set up under military control. Control
extended to all aspects of aviation including fares, schedules, routes
market entry and exit. This was a period of no market competition.

e The second phase identified is that of 1978-1987 with the introduction
of economic reforms. Here a key aim was to move the air transport
sector towards profit-seeking goals. Importantly here the military was
removed from control of the CAAC in 1980 but the CAAC continued
in it regulatory role for the air transport industry. However, in 1985
private sector airlines were allowed to enter the market.

e The third phase spans the period 1987-2002. In 1987 the
administrative and the operational roles of the CAAC were separated
and between 1987 and 1991 six state-owned airlines (Air China,
China Eastern Airlines, China Southern Airlines, China Southwest
Airlines, China Northwest Airlines and China Northern Airlines)
were established and encouraged to make and retain profits.

e The fourth phase commenced in 2002 and heralded a period of
CAAC-led airline consolidation. Three major airline groups were
formed around Air China, China Eastern Airlines and China Southern
Airlines.

The article concludes that China employed a reform programme in
which the state remains a strong influence on the airline industry. This,
it is noted, was different from the free market liberalization approach
implemented in the USA. Of particular note is that the CAAC pursued
a goal of creating three major airlines of roughly equal size and tried to
orchestrate minimal direct competition between them. In contrast, air-
line deregulation in the USA followed a strong free market philosophy
with minimal state intervention and maximum competition.

Recap Questions

1 What kind of market type for airlines is evident:
(a) In China and how has the market changed?
(b) In the country in which you are studying?

2 Are airlines price makers or price takers? Use diagrams to explain
your answers.
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3 What are the likely consequences of each of the four phases described
in the article for fares and service quality?

4 Distinguish between oligopoly, monopoly and competition using
examples from the global airline industry.

5 Investigate recent merger activity amongst major airlines: How is
market structure and pricing affected by this?
6 On what basis do airlines set fares?

eI (]2

MULTIPLE CHOICE

1 The demand curve for a firm under perfect competition is as
follows:

(a) Perfectly inelastic.
(b) Upward sloping.
(c) Perfectly elastic.
(d) Of unit elasticity.
2 The kinked demand curve is a typical feature of the following:
(a) Public sector markets.
(b) Oligopoly.
(c) Perfect competition.
(d) Monopoly.
3 Which of the following is not a feature of perfect competition?
(a) Barriers to entry for firms.
(b) Perfect knowledge of products.
(c) Identical products.
(d) Many sellers.
4 Which of the following is found under monopolistic competition
but not under perfect competition?
(a) Product differentiation.
(b) Many buyers.
(c) Freedom of entry for firms.
(d) Many sellers.
5 Which of the following is not true?

(a) Under price discrimination firms are able to increase their
revenue in comparison to charging a single price.

(b) Yield management systems charge differing prices according
to predicted demand levels.

() An oligopoly is a market dominated by a few large firms.
(d) A private sector monopoly will operate break-even
pricing.
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REVIEW QUESTIONS

1 What kind of market structures do the following operate in:
(a) Package tour operators?
(b) London five-star hotels?
(c) Destinations?
(d) McDonalds?
2 Explain the elasticity of demand of a kinked demand curve.
3 Why will a monopolist choose not to produce in the inelastic
range of its demand curve?
4 Why are there so few examples of perfectly competitive markets?

5 Under what circumstances is price leadership likely to lead to
increased profits?

Websites of interest

British Airways: www.ba.com

Amazon: www.amazon.com

Accor Hospitality: www.accorhotels.com

Virgin Blue: www.virginblue.com.au

Ryanair: www.ryanair.com

P&O Ferries: www.poferries.com

Eurotunnel: www.eurotunnel.com

Air China: www.airchina.com

China Eastern Airlines: www.flychinaeastern.com


http://www.b.a.com
http://www.amazon.com
http://www.accorhotels.com
http://www.virginblue.com.au
http://www.ryanair.com
http://www.poferries.com
http://www.eurotunnel.com
http://www.airchina.com
http://www.flychinaeastern.com
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e Market intervention
Objectives and learning outcomes

The price mechanism as described in Chapter 3 seems to offer a simple
yet effective system of signalling consumer demands to producers. It is
often contrasted with systems of state planning — particularly as practised
in former communist Eastern Europe. Many commentators noted that
the Berlin Wall was built to stop people escaping from Eastern Europe

to Western Europe, not the other way round. The economic landscape

of Eastern Europe was characterized by queues for goods and services,
empty shops, shoddy goods and service sector workers who exhibited
indifference to their customers. For example, Burns (1998) discusses
some of the problems associated with developing a modern tourism
industry in Romania. He finds that the main problem confronting
tourism is the lack of a market ethos, and a prevailing view that service
is demeaning to the server and concludes that a new customer-focussed
service sector needs to be developed. Free market economies, on the other
hand, boast shops full of attractive consumer goods, few queues and a
world of slick advertising and attention to service quality.

However, critical analysis of the market mechanism raises issues of
concern. Sex tourists signal an effective demand for prostitution which
suppliers satisfy for profit as demonstrated in Exhibit 7.1. Similarly, the
demand for snuff, and child pornography videos, and for addictive drugs
is met by the operation of market forces. The market has also created the
tower blocks of Benidorm.

The objectives of this chapter are first to examine whether leisure and
tourism provision should be left to the free market, and second to
consider reasons for, and forms of, market intervention.

By studying this chapter, students will be able to:

e evaluate the benefits of the free market;

e evaluate the problems of the free market;

e understand the methods of market intervention;
e justify market intervention;

e understand recent developments in public sector provision.

Exhibit 7.1 Brazil is overtaking Thailand as sex tourism destination

A BBC documentary has recently focussed on the growing problem of
sex tourism in Brazil. The documentary reports on the particular issue of
child prostitution. lts presenter explains how he encountered groups of
young girls on the street corners of Recife and how one girl appearing
to be about 13 years of age approached him and offered him sex for
US$5. Another young girl, also about 13 years of age, tells him how she
generally has more than 10 clients a night each paying her 10 reais for
her services. The programme cites UNICEF data that estimates that
there are around 250,000 child prostitutes in Brazil.

The rise in child prostitution is fuelled by a number of factors. On the
demand side the British charity Happy Child International reports on
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increasing numbers of international tourists who travel to the north-
east of Brazil for the specific intent of sex tourism. ‘Love motels’ which
hire rooms by the hour are part of the infrastructure. On the supply
side many of the girls live in poverty in favelas (shanty towns) and
prostitution is a way to earn money to buy foods for their families. They
then come under the control of pimps who may threaten them with
violence and introduce them to drugs to exercise power and control
over them.

Source.: Adapted from http.//www.bbc.co.uk

THE FREE MARKET

The benefits of free markets

Adam Smith wrote in The Wealth of Nations of the main benefits of
the free market (Smith, 2003). He drew attention to the fact that peo-
ple exercising choice in the market in pursuit of their own self-interest
led to the best economic outcome for society as a whole. The concept
that ‘the market knows best’ was also a central plank of the economic
philosophy of the Thatcher (UK) and Reagan (USA) administrations
of the 1980s. Indeed, Mrs Thatcher’s economic minister summed up
this thinking as: “The business of government is not the government
of business.” The post-1980 period has seen free market economics
gain favour in much of Europe and Australia. More significantly it
witnessed the collapse of communism in Soviet Russia and its replace-
ment with economies in transition (from central planning to free
markets).
In particular, free markets have the potential to deliver:

* economic efficiency

» allocative efficiency

e consumer sovereignty
¢ economic growth.

Economic efficiency

Economic efficiency means having the maximum output for the
minimum input. Profit maximization and competition between firms
both result in firms choosing least-cost methods of production and
economizing on inputs, as well as using the best technological mix
of inputs. This is because profit maximization is achieved by the
twin track routes of revenue maximization and cost minimization.
Exhibit 7.2 illustrates how competition in the market place and ris-
ing fuel costs stimulate organizations such as airlines into a drive for
economic efficiency.
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Exhibit 7.2 Competition and costs drive airline fuel efficiency

An article in the US Wall Street Journal recently reviewed the fuel efficiency
of major US airlines. It found that the three worst major US carriers for fuel
efficiency were the three biggest:

e Delta
e American
e United Airlines.

The best US airlines in terms of fuel economy were found to be:

e Alaska Airlines
o jetBlue Airways
e Continental Airlines.

The survey was based on figures from the Department of Transportation.
Interestingly, economies of scale do not necessarily apply when it comes
to fuel consumption. For example, the Airbus A380 jumbo jet when

fitted out with a 500 seats configuration averages around 65 miles per
(US) gallon per seat. However, the smaller Airbus plane, the A320, in its
configuration of 150 seats, averages around 77 miles per gallon per seat.

Fuel efficiency is affected by factors such as the age of the aircraft and

its engines, the length of the flight, the speed of the flight and the weight
of the aircraft and the article explains how and why Alaska achieved its
position as most fuel efficient US airline.

The why is simple — the spike in oil prices caused all airlines to review their
fuel efficiency.

The how included the following steps:

e Retiring its fuel-inefficient MD80 planes.

e Concentrating its fleet on Boeing 737s and reducing the average age
of the fleet.

e Adding vertical fins to its fleet’s wing tips. These ‘Winglets’ improve
aerodynamics and so fuel efficiency.

e Reducing plane weight by, for example, the installation of smaller water
tanks on its planes.

e Ensuring that auxiliary electrical power is promptly plugged into
arriving flights which allows faster shut down of engines.

e Using its ‘Required Navigation Performance’ route planning that
enables shorter routings and carefully controlled ascents and
descents.

Source.! Adapted from The Wall Street Journal, http.//europe.wsj.com/home-page

Allocative efficiency

Allocative efficiency is related to the concept of Pareto optimality
and means that it is not possible to reallocate resources, for example,
by producing more of one thing and less of another, without making
somebody worse off. It results first from economic efficiency and sec-
ond from consumers maximizing their own satisfaction and implies
maximum output from given inputs and maximum consumer satis-
faction from that output.
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Consumer sovereignty

Consumer sovereignty means that consumers are able to exercise
power in the marketplace. It implies that production will be driven
by consumer demand rather than by government decisions. In a free
market system, firms which survive and grow will be those which
make profits by being sensitive to consumer demand.

Economic growth

Economic growth will be encouraged by the free market since those
firms which are the most profitable will survive and flourish. Under
conditions of competition, firms will compete to increase productiv-
ity and thus in the market system resources will be allocated away
from unprofitable and inefficient firms towards those which are
profitable and efficient, thus generating economic growth.

In summary, under a competitive free market system consumers
will get the goods and services they want at the lowest possible prices.

Criticisms of the market solution

Criticisms of the free market focus on the following:

o the inappropriateness of the perfect market assumption
¢ reservations about consumer sovereignty

« externalities

¢ public goods

+ realities of economic growth

° equity.

Perfect market assumption

For free markets to deliver economic and allocative efficiency, perfect
markets as outlined in Chapter 3 are assumed, that is many buyers
and sellers, homogeneous products, perfect knowledge, freedom of
entry and exit in markets and no government interference. The exis-
tence of market imperfections will reduce the efficiency of the free
market system. The Thatcher (UK) and Reagan (USA) administra-
tions in fact devoted considerable legislation to the removal of market
imperfections, particularly in the labour markets. However, in prac-
tice markets are far from perfect. Omerod (1994, p. 48) pointed out
that the competitive equilibrium model is ‘a travesty of reality. The
world does not consist, for example, of an enormous number of small
firms, none of which have any degree of control over the market in
which it is operating.” Instead, many markets are dominated by a few
suppliers, and considerable product differentiation occurs by produc-
ers attempting to make their goods or services different from the com-
petition in order to minimize price competition. These factors mean
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that consumers may not get the benefits of lowest prices afforded by
perfect markets.

Consumer sovereignty

There are a number of factors at work in market economies that
undermine the concept of consumer sovereignty. The first is lack
of information. In the complex world of competing goods and ser-
vices — particularly for technical products — consumers may not have
enough information about the range of goods available and may find
it difficult to make comparisons beyond the superficial. Second, con-
sumers are subject to persuasive advertising from producers, the aim
of which is to interfere with the consumers’ exercise of free choice.

Externalities, merit and demerit goods

It is also evident that free markets fail in their signalling function
in some areas. For example, there are some missing markets. There
is no market for the ozone layer. There is no market for peace and
quiet. There is no market for views and landscapes. It is therefore dif-
ficult for people to register their preferences in these areas. Equally
markets do not always consider the full range of costs and benefits
associated with production, or consumption of certain goods and ser-
vices. The selling of alcohol is associated with the private benefit of
feeling happy but has the unwanted public cost of fighting and acci-
dents. Missing markets and externalities are closely linked. Consider
a plan for a development of holiday apartments on a piece of farm-
land adjacent to the sea. In a free market situation the developer will
have to consider the costs of the land, materials and labour. However,
the development will clearly have an impact on the landscape, the
view and the tranquillity of the area. But no one owns these rights,
so there is no market in them and there is no price associated with
the using up of them to develop the site. In this case there is a clear
difference between the private costs of development and the public or
social costs of development.

In Figure 7.1, MPC is the marginal private costs of the develop-
ment. This shows the additional private costs of supplying extra units
and represents the supply curve, S. The demand curve, D, shows the
quantity demanded at different prices and the marginal private ben-
efit (MPB). In this case it is assumed that there are no external ben-
efits to consumption and thus this curve also represents the marginal
social benefit (MSB). A market equilibrium price is achieved at price
PO and the development will go ahead with a quantity of QO.

However, MXC represents marginal external costs, that is the
costs in terms of amenities lost such as views and tranquillity. Adding
MXC to MPC gives the marginal social cost curve (MSC). In this case
it can be seen that the external costs are such that no equilibrium is
achieved in the market, since the marginal social cost curves exceed



PART 3

Markets in Practice

MSC = MPC + MXC

S=MPC

L

Price/costs/benefits

D =MPB =MSB

Q0
Quantity of holiday appartments

Figure 7.1 External costs and private costs: different equilibrium solutions.

S=MSC =MPC

MSB = MPB + MXB

Price/costs/benefits

 ——+———— _ D=MPB

MXB

Q0Q
Quantity of fitness clubs provided

Figure 7.2 External benefits and private benefits: different equilibrium solutions.

the marginal social benefits at all prices. Thus we can see that the free
market overproduces goods and services which have significant exter-
nal costs.

A similar argument may be deployed to demonstrate that the free
market under-produces goods and services which provide external
benefits to society over and above the private benefits enjoyed by the
consumer. In Figure 7.2, MPB is derived from the use of fitness clubs
and represents the demand curve, D. S is the supply curve which

151



e Market intervention

Exhibit 7.3 KPMG says tax breaks could boost health clubs sector

The consulting company KPMG has reported that the introduction of
US style tax breaks in the UK could provide a useful boost to the private
health club industry.

In the USA, the federal government encourages businesses to subsidize
worker’s exercise regimes by letting companies claim the contributions as
income tax deductions. The International Health, Racquet & Sportsclub
Association (IHRSA) has consistently lobbied the government to offer tax
breaks to fitness clubs.

KPMG feels that similar tax measures in the UK could help boost
membership at private health and fitness sectors. It reported ‘A tax break
for employees in the UK could be just the tonic to restore the health of the
sector. Robust and increasing demand for private health clubs is firmly
rooted in personal health. It is not a fashion fad, health club membership is
considered by many to be a non-discretionary expenditure.’

Source: Adapted from Health Club Management.

shows the quantity supplied at different prices and the marginal pri-
vate costs. In this case it is assumed that there are no external costs
to provision and thus this curve also represents the marginal social
cost curve. A market equilibrium quantity is achieved at Q0. MXB,
however, represents external benefits, that is the benefits to the com-
munity at large of the use of fitness clubs which might include a fitter
and more productive workforce, less costs to the health service and
a reduction in petty juvenile crime. Adding MXB to MPB gives the
MSB curve. In this case it can be seen that the equilibrium quantity
rises to Q1. Exhibit 7.3 demonstrates industry moves to capture tax
breaks for the fitness industry.

Goods which include substantial external costs are sometimes
termed demerit goods. A demerit good is one which the government
feels that people will over-consume and which therefore ought to be
banned or taxed. Goods which include substantial social benefits
are sometimes termed merit goods. A merit good is one which the
government feels that people will under-consume and which there-
fore ought to be provided free or subsidized. Coalter (1998) exam-
ines the centrality of the merit good rationale to the public provision
of leisure, suggesting that the leisure studies’ defence of recreational
welfare and leisure needs is not wholly coherent.

Public goods

The market has an incentive to produce private goods or services
because it can charge for them and make profits. It is very difficult
to charge consumers for public goods and services and thus they are
not provided in free markets. A public good is defined as a good or
service which has features of non-rivalry and non-excludability and
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as a result would not be provided by the free market. Signposts to
tourist attractions are an example of a public good since:

o they are non-excludable (you cannot exclude people who do
not want to pay for them from seeing them); this is sometimes
referred to as the free-rider problem;

¢ consumption is non-rival (if I use the sign it does not prevent
anyone else from using it — unlike a tennis court).

Sable and Kling (2001) describe the ‘double public good” model
that can be applied to cultural heritage. They argue that social wel-
fare is modelled on both public and private benefits of households’
production of individual heritage experience. This in turn depends on
the stock of historic assets (a public good) and access effort (a private
good). The public benefit of private experience arises from ‘shared
experience’ that fosters cultural identity and social understandings.
They thus demonstrate the public good (i.e. merit aspects) of the
public good (i.e. non-excludable) aspects of heritage.

Economic growth

There is considerable debate as to whether the free market left alone
will provide the fastest route to economic growth. It is true that the
free market provides a kind of Darwinian natural selection process
where profitable industries survive and unprofitable ones perish.
However, the free market is also subject to economic upswings and
downswings and does not include any inbuilt tendency to promote
sustainable growth.

Equity

Consumer sovereignty only exists for those who have the spending
power to influence the market. Those with insufficient purchasing
power to influence a market do not exercise any power over supply
decisions. Therefore, production in unregulated free markets may
favour the rich at the expense of the poor.

MARKET INTERVENTION

The following forms of market intervention are often proposed
in order to address the problems inherent in a pure free market
economy:

¢ central planning

« control of monopolies and mergers

¢ laws, planning controls and permits

¢ taxes and subsidies

¢ public provision.
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Methods and benefits of market intervention

Central planning

The most drastic solution to market failures is the adoption of state
or central planning of production. In this model, production deci-
sions are made by state planning teams rather than in response to
consumer demand and profitability. This is the main way in which
resources were traditionally allocated in China and Cuba; although
both countries are increasingly liberating their markets.

Control of monopolies and mergers

One of the aims of monopolies and mergers legislation is to protect
the consumer from the disadvantages of the monopolization of an
industry by a single firm. The key disadvantages are higher prices
and the reduction in choice that may result from concentration of
ownership in an industry. The key aspects of monopolies and merg-
ers legislation are firstly the power to prevent mergers that could lead
to market domination that is against the consumer interest and sec-
ondly to investigate firms where monopoly conditions appear to con-
flict with consumer interests.

One way to measure the degree of monopoly in an industry is to
examine the concentration ratio. Thus the four-firm concentration
ratio shows the market share achieved by the largest four compa-
nies. In the US airline industry before the Continental Airlines and
United Airlines merger in 2010 the four-firm concentration ratio was
54.9 per cent. This rose to 62.6 per cent after the merger indicating
a heightened degree of market imperfection and potential monopoly
power.

The UK’s monopoly prevention legislation was built around a num-
ber of pieces of key legislation, although much of its controls now
operate under EU directives. Its original national legislation included:

1948 UK Monopolies and Restrictive Practices Act: This set up
the Monopolies and Restrictive Practices Commission which
could investigate any industry referred to it that had a market
share of more than 30 per cent, and investigate whether the
public interest was being served.

1956 UK Restrictive Trade Practices Act: This banned formal
restrictive practices (e.g. price agreements between firms) that
were not in the public interest.

1965 UK Monopolies and Mergers Act: This instigated a name
change to the Monopolies and Mergers Commission and allowed
examination of proposed mergers that might create a monopoly.
Such mergers could be blocked.

1973 UK Fair Trading Act: This reduced the definition of
monopoly to 25 per cent of market share.
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e 1980 UK Competition Act: This widened the terms of reference
of the Monopolies and Mergers Commission to include public
corporations.

The EU has strict controls over monopolies that extend across all
its member states. These include:

o European Union Article 85: This bans agreements and restrictive
practices which prevent, restrict or distort competition within the
EU and affect trade between member states.

o European Union Article 86: This prohibits a firm from abusing a
dominant position in the EU which affects competition and trade
between member states.

e 1990 European Union Merger Control Regulation: This gave
the European Union Commission (as opposed to national
government regulators) responsibility for control over large-scale
mergers which have a significant EU dimension. The European
Commission is able to fine firms up to 10 per cent of their
turnover if they are found to be in contravention of Articles 85
or 86.

Examples of proposed mergers which had to be cleared by the
European Commission include:

¢ the BA/Iberia merger
o the TUI Tourism/First Choice merger.

The main elements of the anti-trust (monopolies and mergers) leg-
islation in the USA are the:

o Sherman Act (1890)
e Clayton Act (1914)
o The Federal Trade Commission.

The Sherman Act has two main components. Section 1 forbids
trade restraints that hurt competition and section 2 aims to curtail
monopolization. The Clayton Act specifies actions that are illegal
including price discrimination that hurts competition and exclusive
dealing. The Federal Trade Commission enforces anti-trust legislation
which examines the markets and investigates anti-competitive behav-
iour. In the USA, Eckard (2001) examined the creation of the first
professional athletic labour market restriction in 1879. Here, profes-
sional baseball club owners agreed that each could reserve five players
whom the others would not sign without permission, justifying the
action by claiming that it was in the ‘public interest’. Eckard found a
lack of support for the public interest arguments proffered by own-
ers and concludes that the more likely motive for the reserve rule was
collusion to exploit the power of the clubs.

In Australia it is the Competition and Consumer Commission
(ACCC), an independent statutory authority, that administers leg-
islation and informs government policy relating to competition and
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Plate 7 Holidaymakers relaxing on a car ferry: Bargain fares or restrictive practices?
Source: The author.

anti-trust law. It promotes competition and fair trade for the benefit
of consumers, businesses and the community. The key pieces of anti-
trust legislation are:

o the Trade Practices Act 1974
o the Prices Surveillance Act 1983.

Exhibit 7.4 reports on the Australian Competition and Consumer
Commission (ACCC) verdict on an application by Air New Zealand
and Air Canada to enter into a Cooperation Agreement.

There are also arguments for allowing large, potentially monopoly
firms to prosper. These include competition with other large firms in
the global markets, the ability to engage in expensive research and
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Exhibit 7.4 ACCC denies authorization to Air New Zealand
and Air Canada’s proposed Cooperation Agreement

The Australian Competition and Consumer Commission has denied
authorization to Air New Zealand and Air Canada to enter into a Cooperation
Agreement. Under the agreement, the airlines would share the revenue from
Air Canada’s direct Sydney Vancouver route and Air New Zealand’s direct
Auckland-Vancouver route, and would jointly promote the flights.

The statement from the ACCC contained the following observations:

e The ACCC is concerned that the agreement would reduce competition
between Air New Zealand’s indirect flights and Air Canada’s Australia-
Canada direct flights, since Air New Zealand will receive revenue from
the direct flights.

e The ACCC can authorize such an agreement where it meets a public
benefit test but the ACCC considers that the test has not been met here.

e The ACCC considers it is important to ensure effective competition
in aviation markets to continue delivering choice and lower fares to
consumers.

e On balance, the ACCC considers that the public benefits of the
Cooperation Agreement are not likely to outweigh the public detriments.

Source.: Adapted from The Australian Competition and Consumer Commission,
WWWw.accc.gov.au

development and the fact that competition is difficult where a nat-
ural monopoly exists. The latter is particularly true for firms that
depend on an infrastructure that cannot feasibly be duplicated — for
example, a rail network.

Laws, planning controls and permits

Governments use laws, planning controls and permits to prevent the
free market from operation in certain areas. For example, licensing
laws limit the hours that licensed premises may open and who may
be served with alcohol. Betting and gaming are regulated by the law.
Similarly, some goods and services are banned outright. For example,
possession of a whole range of drugs is illegal. Interestingly, legislat-
ing against something is not sufficient to prevent a market emerging
and so black markets have arisen for the supply of drugs. However,
because of the risk involved in supplying drugs, the market price
reflects considerable profit. Planning control affects new buildings
and change of use and is generally the function of local or state gov-
ernment. Without planning controls there would be a considerable
erosion of the countryside and loss of areas of outstanding natural
beauty by new building projects.

Taxes and subsidies

Taxes and subsidies may be used to encourage the consumption
of merit goods and discourage the consumption of demerit goods.
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Figure 7.3 The effects of imposition of a tax on the market for cigarettes.

Cigarette smoking, for example, is subject to large taxes although it
is not entirely clear whether the main purpose of taxation is to col-
lect revenue, or to cut consumption.

The effect on the market is illustrated in Figure 7.3. Originally,
equilibrium price is established at PO where demand equals supply at
Q0. The effects of the imposition of a tax of TX is to shift the supply
curve to the left, the vertical distance between the two supply curves
representing the amount of the tax. Equilibrium price rises to P1
and cigarette consumption has been reduced to Q1. Notice that the
demand curve has been drawn to reflect the relative demand inelas-
ticity for cigarettes and thus the effect of a tax on quantity bought
and sold is relatively modest.

If it were possible to measure marginal external costs of provision
of a good or service, it would be possible to restore an optimum level
of output in a market by the imposition of a tax. This is illustrated in
Figure 7.4. The equilibrium price is at PO with an equilibrium quan-
tity of Q0. However, the existence of external costs MXC establishes
the MSC curve to the left of the supply curve S, which only reflects
marginal private costs. This would suggest an optimal price of P1
and quantity of Q1, but since the marginal external costs are purely
national and do not actually affect the supply curve, overproduction
of Q0-Q1 occurs. This could be remedied by the imposition of a tax
which would shift the supply curve to STX and result in an equilib-
rium quantity of Q1.

Taking another example, a tax on airlines could be used to reduce
the amount of noise pollution. But the use of taxation for this purpose
demonstrates a flaw in this approach. Whilst the problem would be
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Figure 7.4 The use of taxation to restore optimal provision of goods with externalities.

addressed from an overall perspective (i.e. output would be adjusted
to where MSB equals MSC), it would be the government that benefits
from the tax and not those who are directly affected by the noise.

Similarly, where there are significant marginal social benefits
involved in the supply of a good or service, a subsidy could be used
to ensure that the market equilibrium occurred where marginal social
cost curve equal marginal social benefits, rather than where marginal
private benefits equal marginal private costs. This is the economic justi-
fication for the subsidy of arts and recreation and such a policy results
in more provision than would result from free market activity alone.

Public provision

Public provision consists of supply through public corporations and
local government ownership. The rationale for public ownership
has included a mixture of political and economic aims. In the lei-
sure and tourism sector in the UK the British Airports Authority and
BA were both privatized, although around the world there are still
many examples of nationalized airlines, Air India and the rail sys-
tem in France being prime examples. There are many examples of
public sector broadcasting in evidence and O’Hagan and Jennings
(2003) examined the key issues in the debate in Europe over public
sector broadcasting. They considered the arguments for public sec-
tor broadcasting under five headings, namely diversity, democracy/
equality, network externalities, innovation and investment and public
broadcasting as ‘insurance’. At a local level arts centres and leisure
centres are often publicly owned.
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Economic arguments for public ownership have included first:

economies of scale
rationalization
avoidance of competitive costs.

These arguments all stem from government ownership of a whole
industry. The resulting size of operation leads to economies of scale
where bulk purchasing can result in considerable cost reductions.
Rationalization — making processes and products uniform and cut-
ting waste — is also then possible, and competitive costs such as
advertising can be eliminated. These arguments were powerful rea-
sons for maintaining state monopolies in rail transport.

The second group of arguments in support of public ownership
includes:

control of monopoly power and excess prices
consideration of externalities

provision of merit and public goods
employment provision.

Under private ownership monopoly industries are able to charge
high prices in the absence of competition, and profit maximization
will encourage such industries to do so. State ownership enables non-
profit-maximizing pricing strategies to be adopted. Price may be set,
for example, to ensure that the industry breaks even to protect con-
sumers from excess prices. In the case of an industry supplying merit
goods or public goods, price may be set below market price where
marginal social cost curve equals marginal social benefit. Such a pric-
ing strategy would involve the industry making an accounting loss
(since total private revenue would be less than total private costs)
and thus require government subsidy. The use of public sector indus-
tries to provide employment would also be based on wider economic
considerations, including social costs and benefits, rather than the
narrow considerations of private costs and benefits. Exhibit 7.5 illus-
trates public preferences for leisure facilities offered by the City of
Auckland, NZ. It shows which facilities the public would like to see
under private ownership, which should be public funded and which
should have mixed funding.

Problems of market intervention

Resource allocation in disequilibrium

Where goods and services are provided free of charge — changing the
guard at Buckingham Palace, roads and children’s playgrounds, for
example — price is not able to bring demand and supply into equi-
librium. The problem of excess demand often arises and therefore
allocation of goods and services occurs in some other way. Queuing,
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Exhibit 7.5 Spectrum of public support for leisure, Auckland, NZ.

Parks Not for profit clubs Museums Fitness centres
Libraries Sportsfields ~ Swimmingipools Z00 Cafes
Walkways Arts organizations Art gallery Kelly tarltons
Playgrounds Recreatioh centres Aotea centre
Open space  Casual equip in parks Artstation Town hall Pay and play sport
Council events Chamberlain park  Civic theatre
Community events Some library services Golf courses (non-public)
Shopping malls
Free of charge mostly User pays mostly

Source: City of Auckland.

first come first served, and ability to push through to the front of
crowds are all methods in which goods and services may then be
allocated in the absence of an effective market.

Public ownership: efficiency and culture

The profit motive engenders an organizational culture of efficiency
and customer service. A criticism of public ownership is that lack of
incentive leads to waste and poor service.

Side effects of subsidies and taxes

The provision of subsidies to industry has to be paid for. Subsidies
are financed from increasing taxes or from reducing government
spending elsewhere, or from government borrowing. Increasing the
level of taxes can cause problems since it may reduce incentives in
the economy. Similarly, it is rarely prudent to pay for current expen-
diture by borrowing since this merely postpones the raising of taxes
to a future generation.

Loss of consumer sovereignty

In the extreme case of total state planning, consumer sovereignty
is replaced by decision-making by state officials, often leading to a
mismatch between what consumers want and what the state pro-
vides. Government subsidies or ownership also reduce consumer
sovereignty. Consumers’ spending power is reduced by taxes, and
government then makes decisions about how taxes will be spent.
A key question here is whether the government is well qualified to
choose, for example, what art should be produced.
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Measurement of external costs and benefits

Private costs and benefits are easily measured since they all have
market prices. On the other hand, it is very difficult to measure
social costs and benefits which are not directly priced — What is the
cost of the loss of a view for example?

Equity

In order to subsidize recreation and leisure services, taxes need to be
collected. This can lead to cross-subsidization of high-income earn-
ers (e.g. opera goers) by low-income earners.

Government interference and changing objectives

A fundamental problem of state ownership of industry has been the
lack of consistency of aims. As government policy and, indeed, as
governments themselves change, so publicly owned organizations
are given different aims. Governments sometimes interfere in pur-
chasing decisions for political reasons. Public corporations are also
hypersensitive to the condition of the general economy. Governments
may interfere with public sector pay to control inflation, and invest-
ment funds may suddenly disappear when public sector borrowing
becomes too high.

Trends in public sector provision

Central planning

This has been abandoned by Eastern bloc countries and the two
remaining significant examples of this — Cuba and China — are allow-
ing the free market an increasing role in their economies. This has
been long established in China and even Cuba is allowing the free
market more emphasis in the economy.

Privatization

Since the 1980s, the scale of public ownership has been drastically
reduced. Government-owned companies have been privatized, their
shares floated on the stock exchange and their aims have become
those of profit maximization. Examples include Lufthansa in
Germany and the railways in the UK. Those organizations remain-
ing in the public sector have been subject to greater accountability.
Exhibit 7.6 demonstrates an example of privatization in Russia.

Service standards

These defined the rights, complaints procedures and compensation
provision for customers.
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Exhibit 7.6 Privatization of leisure in Russia

In the late 1990s the city government of Moscow extended its privatization
programme by putting 200 hotels up for sale for an expected price of
about $1 billion. The portfolio on offer was a mixed one. It included the
five-star National near to Red Square but also a number in a poor state

of repair which required substantial refurbishment and in some cases
reconstruction. The city had already been actively promoting joint ventures
with foreign companies and at this time had an equity stake in at least

80 hotels and restaurants.

The privatization was subjected to two conditions. First, the freeholds

of the hotels, some of which are on prime sites would not be sold, but
instead renewable leases of up to 49 years would be offered. Second, the
city would retain a 25 per cent interest in the joint stock companies that
are sold.

The main advantages to the city of Moscow were an immediate income
from the asset sales and the inflow of foreign investment that is needed to
bring the hotels up to international standards. Transfers of management
expertise would also be beneficial as would be the spreading of a

service culture mentality from incoming multinational firms such as Hilton
International and Marriott. Hotel management would be freed of the
bureaucracy of local government ownership and control and uncertainties
about finance and policy.

However, in the longer term, income would be lost to the city and profits
of many cases would be repatriated to foreign multinational organizations.
Employment prospects appeared to be mixed. Efficiency requirements
meant a loss of jobs and some jobs would be taken by foreign employees.
However, the long-term development of the hotels would probably provide
new jobs in the future. In terms of state planning, another small part of the
economy would be lost to city control. Pricing policy, employment levels
and the future development of these hotels would all be transferred to the
free market.

Source. The author, from press cuttings.

Performance targets and indicators

Public sector organizations are increasingly required to define their
provision in terms of measurable outcomes. These outcomes are
often subject to interorganizational comparison — ‘league tables’ and
targets for improvement from year to year.

Contracting out

Where local or national government takes responsibility for the
provision of leisure (and other) services there are two main ways of
doing this. First the government authority can provide the service
directly creating its own service departments and directly employ-
ing labour and owning facilities. Another possibility is by contract-
ing out of such services. Here the government authority determines
service standards and then invites private sector organizations to bid
for contracts to provide these service levels by competitive bidding.
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Robinson and Taylor (2003) report on the results of a project
from Sport England, which establishes performance indicators and
national benchmarks for performance by local authority sports halls
and swimming pools in England.

REVIEW OF KEY TERMS

Consumer sovereignty: goods and services produced according to
consumer demand.

Economic efficiency: maximum output from minimum input.
Allocative efficiency: maximum output from given inputs and
maximum consumer satisfaction from that output.
Externalities: costs or benefits which have social significance.
Merit goods: goods with external benefits.

Demerit goods: goods with external disbenefits.

Public goods: goods which are non-excludable and non-rival.

Concentration ratio: percentage of market share held by top
companies.

lfa Data Questions

Task 7.1 The art of the Ann Arbor City budget by Tom Gantert

The debate in Ann Arbor (a US city), where firefighters are being laid off
due to a multimillion dollar budget deficit, is over an $850,000 piece of art.

That is how much the city has agreed to pay German artist Herbert
Dreiseitl for a three-piece water sculpture that would go in front of the
new police and courts building right by the City Hall.

The city has the money to do it because in 2007, it agreed to set aside
for public art one per cent of money that went into capital improvement
projects that were $100,000 or larger. Most capital projects involve
streets, sewers and water.

Ann Arbor City Council member Stephen Kunselman, a Democrat,
opposed the art deal. ‘I think it is incredibly insensitive’, Kunselman said.
‘It is insensitive to the staff and their morale. It is insensitive to the com-
munity. There are people out there struggling financially, and here we are
spending a large amount of money on a piece of art.’

Kunselman said the city is also eliminating the solid waste coordi-
nator from the budget, which oversees trash pickup, and hiring an art
coordinator.

City Administrator Roger Fraser wrote in an e-mail that the solid
waste coordinator position was eliminated as a cost-cutting measure
because the solid waste millage had decreased. Fraser wrote that the art
coordinator position would be paid for by the public art fund.

Fraser noted that the public art dollars did not come from the city’s
general fund, which is used to pay salaries and benefits, and that less
than $6000 of the art money came from the general fund.
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The art projects also must have a ‘thematic connection’ to the source
of funding, Fraser wrote. The $850,000 art project is water-themed,
because the money came from storm water funds.

But some critics say that a city creative enough to fund art from
storm water projects should be able to find money to cover essential city
services.

‘That’s the classic argument’, said Glenn Thompson, an Ann Arbor
resident and longtime critic of city spending. ‘But the city has become
very, very good at shuffling money in and out of the general fund when
they want. These people are very good at putting it in and out of the gen-
eral fund when they wish.’

Michael LaFaive, the director of the Mackinac Center for Public
Policy’s Morey Fiscal Policy Initiative, said non-essential services are
being funded throughout the state.

‘Administrators cry poverty while lavishing money on the beauti-
ful people’, LaFaive said. ‘The threat to dismiss firefighters often comes
while officials protect golf courses, wave pools and art. No city can cry
poverty while it defends recreation and aesthetics such as art.’

LaFaive said administrators get creative with budgets to fund pet
projects.

It doesn’t mean officials can’t find ways to redirect the money’,
LaFaive said. ‘It appears on the surface that they are redefining what a
capital improvement is, by designing a sculpture instead of true munici-
pal infrastructure projects such as roads and bridges.’

Source: ©The Mackinac Center for Public Policy (USA) (www.macki-
nac.org) reproduced with kind permission.

eI (12

Recap Questions

1 Evaluate the case for and against subsidizing the arts under the
following headings:
(a) opportunity cost,

b)tax burden and borrowing,

¢) merit goods and externalities,

d)consumer sovereignty,

e) equity.

2 Do you think that the city of Ann Arbor should use public funds to
purchase this piece of art?

3 Construct a graph to justify the subsidy of merit goods.

(
(
(
(

4 What recreation and leisure activities are currently subsidized in
the country in which you are studying. What are the arguments for
spreading or reducing such a subsidy?

Task 7.2 European Commission prohibits acquisition of
Aer Lingus by Ryanair

The following are the highlights of the European Commission 2007

judgment on this case:

e On 27 June 2007 The European Commission prohibited the proposed
takeover by Ryanair of Aer Lingus.

e It based its decision on EU Merger Regulations.


http://www.mackinac.org
http://www.mackinac.org

Market intervention

Task 7.2 continued

e The Commission analysed the competitive effects of the proposed
merger on the basis of the competitive situation on individual routes.
Its evidence included:

e questionnaires sent to competing scheduled airlines, charter
airlines, airports, corporate customers, slot coordination
authorities, civil aviation authorities and transport authorities;

e econometric submissions from Ryanair, Aer Lingus and other third
parties;

» regression analysis to identify the level of competitive constraints
exercised between Ryanair and Aer Lingus and by their competitors;

e price correlation analysis for individual airport pairs and city pairs;

¢ a customer survey at Dublin Airport.

o Its judgment cited the following reasons:

o The acquisition would combine the two leading airlines that

operate from Ireland.

o These airlines currently compete vigorously against each other.

o The merger would harm consumers by removing this competition.

o The merger would create a monopoly or a dominant position on
35 routes operated by both airlines.

o The merger would reduce choice.

o The merger would probably lead to higher prices for passengers
using the affected routes to and from Ireland.

o There exist significant barriers to entry to individual routes to/
from Ireland (and in particular Dublin) for competitors of Ryanair
and Aer Lingus including the strong position of Ryanair and Aer
Lingus in Ireland, their recognized brands and Ryanair’s history of
aggressive competition against new entrants.

o The Commission’s investigation and market test of remedies
offered by Ryanair demonstrated that these remedies were
inadequate to remove the competition concerns.

The Commission therefore concluded that the concentration would sig-
nificantly impede effective competition within the European Economic Area
or a substantial part of it and was incompatible with the common market.

In 2010 Ryanair was unsuccessful in its appeal against the decision:
e The EU General Court dismissed Ryanair’s appeal against its decision

of June 2007 (case T-342/07).

e The Court acknowledged the Commission’s very detailed and careful
analysis of the competitive effects and the proposed remedies.

e The Court confirmed the Commission’s analysis that the proposed
merger would have significantly impeded competition on 35 routes to
and from Ireland.

Recap Questions

1 What are the general principles of EU/UK/US and Australian anti-
trust (monopoly) laws?

2 Why did the European Commission prohibit the Ryanair/Aer Lingus
merger?

3 What was the evidence collected to support the European
Commission’s judgment?
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4 Are there any potential drawbacks of the European Commission’s
decision?

5 Given that Ryanair is known for its cheap fares do you think the
European Commission’s decision was a good one?

eIe (IR

Task 7.3 Journal article: Grinols, E., Mustard, D., 2006.
Casinos, crime, and community costs. Review of
Economics and Statistics 88 (1), 28-45

Do casinos cause an increase in crime? This was the question that
prompted this research project in the USA. The theoretical basis of
Grinols and Mustard’s article included a number of factors which may
either reduce or increase crime following the introduction of casinos.

Taking the crime-reduction factors first the authors suggest two pos-
sible arguments:

e First, casinos may provide better job opportunities for low-skilled
workers leading to a reduction in crime.

e Second, the expansion of casinos may lead to economic development
effects and this general raising of economic activity gambling might
reduce crime.

Grinols and Mustard also set out five arguments whereby casinos
may lead to an increase in crime:

e First, casinos may drain the local economy of resources and so harm
economic development.

e Second, casinos may lead to increased possibilities for criminal
proceeds which might result in more crime.

e Third, pathological gambling may increase with the spread of casinos
and this can lead to more crime to feed the gambling habit.

e Fourth, criminals may be attracted to regions with casinos bringing
more crime with them.

e Fifth, casinos may cause changes in the local population
characteristics whereby they become more likely to commit crimes.

With a clear rationale for their research provided by various theoreti-
cal viewpoints, Grinols and Mustard undertook an exhaustive research
project to analyse the relationship between casinos and crime. Their
research covered a significant number of regions in the USA and consid-
ered a variety of control variables in a project that collected data over a
period of several years. Using the data obtained the authors constructed
a model of model crime rates.

Their model found that crime had fallen in both casino and non-
casino counties during the period they researched. However, the authors
also found that crime rates dropped by 12 per cent more in non-casino
counties compared to in casino counties. The authors therefore con-
cluded that there are higher crime rates in casino counties and that these
are caused by the presence of casinos.

The research also found that whilst there is little or no effect of casi-
nos on crime for the first 2 or 3 years after the opening of a casino, by
the fourth and fifth years most forms of crime begin to increase. Grinols
and Mustard then combined their estimates of crime effects with estimated
costs of these crimes to arrive at estimated cost of crime by casinos.

These were calculated as $75 per adult in US casino-hosting counties.
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Task 7.3 continued

Recap Questions

1 What is:
(a)a demerit good?

B1e (T2 a

(b)a merit good?
2 Is gambling a merit or demerit good? Explain your answer.

(68}

Should governments control gambling? Why?

4 One method of government control of goods and services that have
negative economic consequences is by state ownership. Assess the
economic arguments for public ownership of casinos.

5 What other steps might government take to control gambling?

MULTIPLE CHOICE

1 A merit good is one that:
(a) People should be rewarded with for good behaviour.
(b) Is non-excludable.
(c) Has external benefits.
(d) Improves consumer sovereignty.
2 The free market tends to:
(a) Overproduce merit goods.
(b) Under-produce merit goods.
(c) Produce goods and services inefficiently.
(d) Limit consumer sovereignty.

3 Which of the following is 7ot an approach to preventing the
abuse of monopoly power?

(a) Anti-trust laws.
(b) Public ownership.
(c) Subsidies.
(d) Evaluation of mergers.
4 Which of the following is not true of public goods?
(a) A public swimming pool is an example of one.
(b) They are non-excludable.
(c) Consumption of them is non-rival.
(d) They tend not to be produced in a free market.
5 Which of the following is not true of demerit goods?



PART 3
Markets in Practice 169

REVIEW QUESTIONS

1 Why might leaving provision of the arts entirely to the private
sector lead to sub optimal resource allocation? Use a diagram to
show how provision of a public subsidy to the arts might restore
optimal allocation and explain why achieving this aim might be
difficult in practice.

Should children’s playgrounds be provided free of charge?
Should opera be subsidized?

Should football admission be subsidized?

Should local authorities provide arts centres and what should
their pricing policy be?

[ B~ JUR V)

6 What problems arise from providing merit goods additional to
those provided in the market?

Websites of interest

UK Office of Fair Trading: www.oft.gov.uk/

UK Monopolies and Mergers Commission: www.mmc.gov.uk/

The Wall Street Journal: http://europe.wsj.com/home-page

The Mackinac Center for Public Policy (USA): www.mackinac.org

The Australian Competition and Consumer Council: www.accc.gov.au


http://www.oft.gov.uk/
http://www.mmc.gov.uk/
http://www.online.wsj.com
http://www.mackinac.org
http://www.accc.gov.au
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The competitive, technological, political and sociocultural environment

Objectives and learning outcomes

The environment in which organizations operate is often now
characterized by the four ‘D’s:

e Difficult

e Dangerous
e Dynamic

e Diverse.

In other words, the environment is constantly changing. It is this constant
change that makes environment scanning important for recreation,
leisure, tourism and other organizations. Organizations that remain static
in a dynamic environment experience strategic drift and are likely to fail.
Figure 8.1 illustrates the concept of strategic drift which can explain such
failure.

Between period 0 and ¢1, the operating environment is static, and the
organization illustrated makes no policy change, so that by the end of the
period, at t1, organizational policy at B is in tune with the environment
at A. However, the period t1-#2 represents a period of dynamic change in
the operating environment. The organization, however, undertakes only
marginal policy change so that by the end of the period it is experiencing
strategic drift, represented by the distance CD.

Chapters 8 and 9 analyse the nature of the operating environment.

This chapter considers the competitive, technological, political

and sociocultural environments. Chapter 9 considers the economic
environment. These environments are often referred to using the acronym
C-PEST (competitive, political, economic, sociocultural and technical)
environment and their analysis enables comprehensive opportunities and
threats analysis to be undertaken. A framework for this is provided at the
end of Chapter 9.

By studying this chapter, students will be able to describe and analyse an
organization’s:

e competitive environment;

e technological environment;

e political environment;

e sociocultural environment.

THE COMPETITIVE ENVIRONMENT

In his book Competitive Strategy, Porter (1980) proposed the fol-
lowing model (‘the five forces’) for investigating the competitive
environment:

the threat of entrants

the power of suppliers
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Figure 8.1 Strategic drift.

* the power of consumers
¢ the threat of substitutes
* competitive rivalry.
Exhibit 8.1 reports on the strategic impact of the Internet on

the travel and tourism industry using Porter’s five forces analysis
(Buhalis & Zoge, 2007).

The threat of entrants

The threat of new entrants into an industry will have a significant
effect on a recreation, leisure or tourism organization. New entrants
may stimulate more price competition or more investment in prod-
uct differentiation as they attempt to win market share and profits
and existing firms seek to defend market share and profits. Chapter 6
analysed these effects of competition on pricing policy and strategy.

The extent of the threat of new entrants will depend upon barriers
to entry such as:

* economies of scale
¢ capital and experience barriers to entry
* advertising barriers to entry
* availability of distribution channels (vertical integration)
e anticipated entry wars
* natural monopoly conditions
¢ brand proliferation barriers.
Clearly barriers to entry will represent a hurdle to be surmounted

for organizations wishing to enter an industry or defences to be
maintained and strengthened in the case of established organizations.
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Exhibit 8.1 Journal article

Buhalis, D., Zoge, M., 2007. The strategic impact of the Internet on the
tourism industry. Information and Communication Technologies in Tourism,
481-492.

In this article the authors examine the impact of the Internet on the
structure of the tourism industry and its operational and strategic
practices. Buhalis and Zoge use Porter’s Five Forces analysis to analyse
the competitive position of the key sectors and players in the industry.
Their research showed a dramatic increase in competitive rivalry and that
the bargaining power of suppliers (principals) and buyers (consumers)

has been strengthened as the Internet has allowed direct communication
between them often cutting out the power and influence of intermediaries.

More specifically the authors note:

As far as the threat of new entrants is concerned, the Internet had an
effect on entry barriers as it altered economies of scale and the amount
of capital required for competing in the industry. Rivalry among existing
competitors was also affected as technology and the Internet affected
differentiation and cost structures as well as switching costs (Porter, 1985).
Changes also appeared to the bargaining power of buyers as the Internet
introduced a much higher degree of transparency and lower switching
costs. Similarly, a shift in the bargaining power of suppliers has been
noticed, as the Internet provided alternatives and reduced the need to
buy only from few powerful sellers. Finally, the emergence of the Internet
affected substitution as “it influences both the relative value/price and
switching costs of substitutes” (Porter, 1985).

Note: ltalic format added by author.

Costs

LRAC

0 C D
Output

Figure 8.2 Economy of scale barriers to entry.

Economies of scale

Economies of scale, discussed in more detail in Chapter 5, result in
reductions of average costs of production as the scale of production
increases. Figure 8.2 illustrates the Long-run average cost (LRAC)
curve of an organization experiencing economies of scale.
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An established organization producing at level of output 0D will
experience significant economies of scale with LRACs at 0A. A new
entrant to the industry will initially produce a low level of output,
for example at 0C, and lack of scale economies will result in high
average costs of 0B. The established organization can therefore often
out-compete the new entrant by passing these lower costs on in the
form of lower prices or by using higher profit margins to finance
more added value of the product.

Capital and experience barriers to entry

For some areas of business the capital costs of entry are fairly modest.
This is true, for example, for dance and fitness classes, small hotels
and guesthouses and for tour guiding. Entry into such areas is thus
relatively easy. On the other hand, there are substantial capital costs
in entering the airline or theme park industry and thus entry barriers
are stronger in such industries.

Similarly, an experience curve can be envisaged for the supply of
complex goods and services. Experience means that organizations
learn how to do things better. Established firms, having travelled
along their experience curve, develop expertise that delivers lower
costs and better service. On the other hand, potential entrants will
find themselves disadvantaged by being at the start of their experi-
ence curve.

Advertising barriers to entry

Advertising may be used to create an artificial barrier to entry.
Successful brands can be underpinned by extensive advertising which
makes it difficult for newcomers to break into the market. For exam-
ple, extensive advertising on larger brands has the effect of minimiz-
ing the threat of new entrants because they find it difficult to establish
their brand.

Availability of distribution channels

Entry into some markets may be prevented or limited by access to
distribution channels. There are many examples of this in the leisure
and tourism sector. Many airlines would like to expand their opera-
tions into some of the key global airports but are unable to do so
because take-off and landing slots are either unavailable or at incon-
venient times. Some airlines (particularly the established traditional
‘legacy carriers’) are able to maintain market power because of their
allocation and ownership of slots (often called ‘grandfather rights’).
Potential new entrants to the airline business have to surmount a
formidable hurdle in gaining access to take-off and landing slots at
major airports. These landing rights give established airlines a big
advantage over potential rivals. For example, there are around half
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Exhibit 8.2 Ryanair condemns EU airport slots protectionism

Ryanair, Europe’s largest low-fares airline...condemned the EU’s

proposal to waive the ‘use it or lose it’ rule in relation to airport slots as
high-fare airlines continue to reduce capacity at slot-controlled airports.
The Commission’s proposal would mean that it would no longer be
mandatory for these airlines to operate and use their slots in order to
retain them and could prevent Ryanair, the only airline increasing its traffic
in Europe, from using them.

Reacting to the EU’s proposal, Ryanair’s Deputy Chief Executive, Michael
Cawley said:

This is protectionism of the worst type and will lead to further state and
EU support for inefficient, high cost airlines which don’t have the cost
base to support growth or even the maintenance of existing services.

The Commission’s proposal will ensure that these inefficient, high cost
airlines can hold on to valuable slots at slot coordinated airports without
using them and essentially block any plans by Ryanair to grow at these
airports. This is bad for aviation, airports and, above all, consumers as it
reverses Europe back to its old regulated ways in aviation when inefficient,
monopolistic, state run airlines blocked more efficient operators from
competing on a level playing field.

Ryanair is set to grow by 9 million passengers this year, much of which
will be at slot coordinated airports. Our path to reduce fares and increase
passenger traffic should not be blocked by the inefficient, high fares
airlines aided and abetted by the EU Commission’s misguided decision to
allow them to hold on to slots without operating them.

We call on the EU Parliament and the EU governments to reject this
protectionist proposal from the Commission and allow free access to
unused slot times at all airports throughout Europe so that the most efficient
operator can prevail and customers can enjoy the guaranteed lowest fares.

Source. Ryanair Press Release www.ryanair.com/en/news

a million slots at Heathrow, the world’s busiest airport, and British
Airways owns the rights to a large percentage of these.

Exhibit 8.2 registers the frustration of Ryanair over the ability of
airlines to keep their slots even if they are not using them. Ryanair
is a highly successful Irish-owned low-cost airline but it feels that its
lack of fair access to airport slots means that it suffers unfair compe-
tition from those airlines with substantial slots accumulated through
grandfather rights.

One of the motives for vertical integration in an industry may be
to discriminate against other suppliers by ownership of distribution
channels, as discussed in Chapter 5. Thus, TUI Travel’s ownership
of the Thomson travel agency chain and Internet retail site may rep-
resent a strategy to prevent competitors from increasing their mar-
ket share by preferential retail selling of the group’ own products.
Ownership of distribution channels has led to similar debates about
fair access to markets in the film and cinema, and satellite television
industries.


http://www.ryanair.com/en/news
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Exhibit 8.3 Price wars in US airspace: Spirit Airlines versus
Northwest Airlines

At the time of this case Spirit Airlines was a regional airline operating

between a small number of cities in the USA whilst Northwest Airlines

was a major international airline operating services all around the world. In

1996, Northwest Airlines and Spirit Airlines engaged in a price war on two

domestic US routes between Detroit and Philadelphia as well as between

Detroit and Boston. The period witnessed a sudden and dramatic reduction

of fares and a sudden increase in capacity on these routes and the following

details some of the changes on the route between Detroit and Philadelphia:

e Prior to December 1995 Northwest offered a lowest unrestricted fare of
$355 and a lowest restricted fare of $125.

e In December 1995 Spirit started operating on the route with a lowest
restricted fare of $49.

e In June 1996 Spirit introduced a second daily flight.

e Following this Northwest introduced a lowest published fare of $49.

o Northwest added another daily flight to the route.

e Subsequently Spirit’s load factors fell and its operations on the route
became unprofitable.

e This lead to Spirit withdrawing its flights.

o After this Northwest increased its fares again and reduced capacity.

Although initially the lower fares were introduced by Spirit, during the

period of intense price wars Spirit protested that:

1. Northwest’s fares were calculated to be predatory.

2. Northwest’s predatory fares would lead to Spirit’s exit from operating
on these routes.

3. Northwest’s fares would rise again to previous levels once Spirit had
been driven from the market.

Based on ‘Predatory Pricing in the Airline Industry: Spirit Airlines v. Northwest Airlines’ by K.
Elzinga and D. Millshttp://www.virginia.edu/economics/\Workshops/papers/mills/Kivoka-
White%208Spirit%20Airines %20Chapter.pdf

Anticipated entry wars

Where entry into a market is likely to precipitate a strong reaction
from established organizations, potential new entrants may be dis-
suaded from market entry. The example of the Laker SkyTrain in the
1970s is still a potent one. The arrival of this new service on UK/US air
routes introduced substantially lower fares. This led to price wars from
British and American carriers that were so intense that Laker Airways
went out of business. The established companies had the financial
muscle to cut prices deeper and for longer than Laker, and once Laker
Airways had gone out of business, fares were allowed to rise again.

Exhibit 8.3 illustrates aspects of an entry price war in the USA
between Northwest Airlines and Spirit Airlines which attempted to
operate new services on Northwest’s routes.


http://www.virginia.edu/economics/Workshops/papers/mills/Kwoka-White%20Spirit%20Airlines%20Chapter.pdf
http://www.virginia.edu/economics/Workshops/papers/mills/Kwoka-White%20Spirit%20Airlines%20Chapter.pdf
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Natural monopoly conditions

A natural monopoly exists where it is not technically feasible or
desirable to have many competing services. For example, it is only
feasible to have one rail network or fixed telephone line network,
and for smaller destinations one airport. Organizations operating in
natural monopolies generally are less exposed to the threat of new
entrants.

Brand proliferation barriers

Brand proliferation occurs when producers flood the market with
a range of brands, often advertised strongly, in order to capture a
large proportion of shelf-space and consumer awareness. One of the
motives for this can be to make it difficult for new brands to enter a
multibrand market as their possible share of the market is likely to
be diminished by such practices.

The power of suppliers

Supplier power is another important aspect of the competitive envi-
ronment. Suppliers of an organization’s inputs have a key impact on
prices and quality, and the greater the power of suppliers, the lower
margins will be for the ‘supplied to’ organization. Supplier power
is increased by the degree of monopoly or oligopoly in the supply-
ing industry, and whether there are high costs of switching suppliers.
Because of this airport operators are often able to exert considerable
supplier power when negotiating with airlines. Supplier power is
diminished where the organization buying inputs has large purchasing
power.

In some cases, backward vertical integration is a route to avoiding
supplier power by the take-over of the supplying organization. TUI
and Thomas Cook each own their own airlines and this means that
these organizations can dictate the level of service and its price. The
latter is particularly important when demand is buoyant and airlines
find their bargaining position enhanced.

The power of buyers

Where the buyer is a monopsonist (single buyer) or a near monopso-
nist, considerable power can be exerted over the selling organization.
For example, in Spanish resorts where hoteliers have become depen-
dent upon one or two UK tour operators, room rates are negotiated
with very slim margins for the hoteliers. Indeed Exhibit 8.4 shows
an example where a large tour operator has required a cut in prices
charged by hotels.
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Exhibit 8.4 Major tour operator puts pressure on hotel bills

Thomas Cook is one of the only two major tour operators in the UK
following recent rationalizations and liquidations. In 2007, four separate
tour operators became just two as Thomas Cook merged with MyTravel
and TUI merged with First Choice whilst XL went out of business in 2008.
This has led to a significant concentration of market power.

One recent example of the exercise of this demonstrates the extent of
buyer power when Thomas Cook took the decision to demand a 5 per
cent discount from the hotel suppliers it uses in Spain, Portugal, Greece
and other popular holiday destinations.

An article in The Guardian newspaper reported the reactions of those
affected by the move: It quotes Hotrec, the European umbrella trade body
for hotels, restaurants and cafes, which condemned Thomas Cook’s
actions as ‘unfair, unwarranted and amounting to a breach of contracts’.
Hotrec also disclosed that Thomas Cook had used threats to withdraw
future business in order to pressure hoteliers into accepting a reduction in
contracted prices.

The Guardian also reported the reaction from The Spanish Confederation
of Hotels and Tourism (Cehat) which said that Thomas Cook’s actions
‘unilaterally break contract terms and represents a dangerous precedent for
the Spanish hotel industry...we will provide legal advice for all the affected
hoteliers with the aim of recovering the owed and unpaid amounts’.

The move is made possible by the imbalance between the huge buying
power of Tour Operators such as Thomas Cook and the dependency that
many hotels and hotel groups have on getting business from these big
companies. For them there is now little choice when it comes to obtaining
the mass bookings they depend on.

Source.! Adapted from The Guardian newspaper http.//www.guardian.co.uk/business/
2010/nov/01/thomas-cook-refuses-pay-hotel-bill

Competition between suppliers is a key factor that increases buyer
power. This is evident for air travel where there is intense competi-
tion on routes, for example, London-New York fares are very com-
petitive, but where a route is served by a single operator price per
kilometre flown increases sharply.

The level of buyer knowledge is another important factor. In order
to exercise buyer power, customers need information about goods
and services on offer and prices of competitors. In some areas of
recreation, leisure and tourism this is difficult. However, the increas-
ing use of the Internet offers consumers better knowledge in making
price comparisons. The limitation to this, however, is the time cost of
making comprehensive price comparisons.

Finally, the overall state of the market is important in determin-
ing the relative balance of buyer and supplier power. When the
economy is growing strongly, there may be shortages of supply and
supplier power becomes stronger. In conditions of recession there is
often a shortage of customers and buyer power increases. This is also
reflected in the example discussed in Exhibit 8.4.
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The threat of substitutes

Substitutes can take several forms. First, a new product or service
may make a current one obsolete. Word processors and MP3 play-
ers have made the typewriter and the CD obsolete. Second, a substi-
tute may result in a new product or service competing closely with
existing ones. Third, to some extent all goods and services com-
pete for consumers’ limited incomes and thus new products even
in distant markets may have some impact on a variety of unrelated
organizations.

Organizations faced with the threat of substitutes may react in
several ways. These include:

price leadership strategies

differentiation strategies

withdrawal or diversification strategies

creating switching costs to prevent loss of customers.

The degree of competitive rivalry

Competitive rivalry within an industry is increased by the threat of
new entrants and the threat of substitutes, but it is also influenced
by current conditions in the industry. These include:

whether competitors can cross-subsidize

degree of market leadership and number of competitors
changes in capacity

high storage costs/perishability.

Cross-subsidization occurs where an organization uses profits from
one sector of its business to subsidize prices in another sector partic-
ularly where new competition is emerging. This can lead to intense
competition in the markets for some goods and services. The motive
behind cross-subsidization is to win market share by low prices, and
to make life difficult for new entrants to a market.

The degree of market leadership and number of competitors also
influences competitive rivalry. Clearly, monopoly or near monopoly
supply means little competitive rivalry. Oligopoly conditions can
lead to competitive rivalry, but since, as Chapter 6 explains, rivalry
reduces profits all round, organizations may choose to follow the lead
of the dominant firms in such circumstances. Competitive conditions
of supply are likely to lead to a state of constant rivalry. Firms may
attempt to insulate themselves from such rivalry by differentiating
their product from other products.

Where the supply of a good or service is subject to large increases
in capacity, competitive rivalry is likely to become more intense. For
example, the opening of the channel tunnel between the UK and
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France led to a sudden increase in the capacity for cross-channel
traffic and was followed by an intense period of competitive rivalry.

Some goods and services have high storage costs or are highly per-
ishable. Aircraft seats, hotel rooms, hire cars and theatre seats are
highly perishable. There is always the prospect of intense last-minute
competition to sell such services, but in reality competition here is
carefully orchestrated so that an organization’s main market is not
disrupted. For example, tour operators want to encourage advance
bookings at brochure prices and therefore do not make big advertis-
ing capital over the last-minute bargains that can be obtained.

THE TECHNOLOGICAL ENVIRONMENT

Technological change offers two key opportunities for leisure and
tourism organizations. First, it can lead to cost reductions. The LRAC
curve is constructed on the assumption that technology remains con-
stant, and thus improved production technology will cause the LRAC
curve of an organization to fall as illustrated in Figure 8.3. LRAC1
represents the original LRAC curve. The use of improved production
technology enables the curve to shift downwards to LRAC2. Average
costs of producing level of output 0C now fall from 0A to OB.

Second, technology can provide new products and markets. Both
of these routes can lead to an improvement in an organization’s com-
petitive edge and can be the basis of price-based or differentiation
strategies.

However, technological change also poses threats where exist-
ing products become obsolete in the face of new developments.
Technological change is being delivered mainly at present by the
increased processing power of computers and hand-held devices, the
provision of high-capacity fixed and wireless data links, the fall in
price of hardware and software and a virtuous circle of increased
consumer uptake leading to further developments in software and

Costs

Output

Figure 8.3 Shifting LRAC curve.
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Figure 8.4 Multimedia.

applications. Silicon chip developments lead to faster data process-
ing. Fibreoptics, digital and wireless technologies mean that data
can be quickly transmitted globally at low cost, and these hardware
developments mean that software of ever-increasing sophistication
can be developed.

Multimedia continues to be a key driver of technological change
and its components are illustrated in Figure 8.4. Thus at a simple
level an organization’s computer network on its own can perform
word processing, accounting and other functions (circle A). Linked
to other computers, it can enable communications to take place
inside the organization through its Intranet and it can communicate
with the world outside through the Internet. For example, here it can
access reservation systems, provide marketing and booking systems
and access e-mail and Internet conferencing (circles A + B).

Linked to other media, at the simplest level text, images and video
clips can be incorporated into software programs (circles A + C).
At the most sophisticated level virtual reality can be set up. Linking
personal computers (PCs) and media sources through data links pro-
vides access to the whole repertoire of computer applications (circles
A + B + C). This includes, for example, downloading of music, books,
video on demand, Internet shopping and social networks. Home book-
ing allows access to central reservation and booking systems from
home, with the possibility of video clips of resorts and hotels.
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But perhaps the most potent recent development in technology has
been the rapid uptake of mobile devices led by the i-phone. Here,
many of the connections previously only possible on a PC or laptop
are now accessible on mobile devices.

The key drivers to multimedia technology include the falling price
and rapidly increasing specification of PCs, the development of smart
phones and the falling price and increasing availability of home
broadband and wireless Internet connections along with their greater
bandwidth.

Technological impacts may be analysed in the following areas:

o hospitality
° tourism
o leisure and recreation.

Hospitality

Technological developments include the following. First, links into
central reservation systems are important so that hotels can capture
reservations generated from distant terminals. Previously consumers
used travel agents to access one of the central reservation systems to
book air travel, car hire and accommodation, and access to these sys-
tems represented an important marketing tool. However, increasingly
consumers and suppliers are bypassing retailers and seeking direct
bookings via the Internet, so a user-friendly real-time Internet book-
ing system is important for hotels and restaurants. Specialist Internet
providers such as lastminute.com and rooms.com specialize in sell-
ing rooms. Smartphones are able to direct consumers to local restau-
rants based on their current location. At the same time technology
is providing an important new dimension in terms of customer feed-
back. Customers can see the ratings of restaurants they wish to visit
and Tripadvisor.com has become a must for those who wish to book
their own rooms and avoid bad experiences of previous guests.
Second, there has been considerable progress in accounting pack-
ages. In management accounting, yield management packages are
an important tool enabling hotels to maximize revenue by adjust-
ing rates to best-fit changing market conditions. Yield management
packages are able to compare likely demand with actual demand
and capacity and suggest rates accordingly. In financial accounting,
packages enable financial reporting to take place speedily and effi-
ciently. Check-in time can be minimized by using credit-card readers
to automate registration and issue a high-technology key which can
even be a credit card itself. High-technology keys reduce the possibil-
ity of theft since codes may be changed frequently at minimal cost.
It is possible for a reservation system to use its database to provide
personalized services such as provision of a particular newspaper.
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Exhibit 8.5 Hi-tech hotels are revolutionizing budget accommodation
in France — Rob Davidson

You are driving through France and decide to stop for the night. The
question is: how do you break your journey without breaking the bank?
The answer is the budget hotel where a clean, quiet room for up to three
people sharing costs from £15 a night.

How are overheads kept so low? Most cost trimming is achieved by
reducing services to a bare minimum. Hi-tech, manpower-saving devices
also help to cut costs. A good example is automatic check-ins, which

are placed at entrances for use when reception areas are unattended. La
Réception Automatique works like a cash machine: you insert a credit card
and ‘converse’ with the facility (in French, English or German) about the
room you want, how long you plan to stay and whether you want breakfast.
The machine then debits your card and issues a key and room number.

French technology is also applied in the automatic cleaning systems
installed in the showers and lavatories of the hotels. Every time the facility
is used, a powerful spray of a water-disinfectant mix ensures that it is left
spotless for the next user.

The labour-saving devices and basic services mean that budget hotels can
be run by just two people plus cleaning staff.

Source: The Independent.

Computerized reservation systems (CRS) can also reduce check-out
time to a minimum.

Other computer-assisted management systems range from energy
management systems to conference management systems and com-
puter-intelligent buildings. A computer-intelligent building means
that most of the functions of the building are computer-assisted, and
so, for example, room cleaning schedules can be computer-generated
from the information from guests’ smart keys, payrolling can be
generated from reading employees’ time sheets which themselves are
based on electronic monitoring, and a wide range of on-screen ser-
vices are available in rooms.

It is also vital for top hotels to ensure that their provision matches
their customers’ technology aspirations. This may include Plasma
television screens, wireless connectivity and sophisticated music
systems.

Exhibit 8.5 and Plate 8 show how technology has been used at the
budget end of the hotel industry. Here its prime aim is to cut costs,
enabling some French hotels to pursue an effective price-based strat-
egy. The conference industry illustrates possible opportunities and
threats posed by new technology. A recent study found that a sig-
nificant proportion of hotel room sales was made to conference
delegates, and there has been growth in the number of centres with
capacities for in excess of 1000 delegates. However, some firms are
increasingly turning to video-conferencing as a way of reducing
travel and hospitality costs, and saving expensive executive time.
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Plate 8 Réception Automatique, Hotel Premiére Classe, France. Source: The author

Some hotels are responding to this challenge and have introduced
video-conferencing in their key conference venues. However, with the
growth of multimedia technologies it is possible that more conferenc-
ing will in future be office or home based, utilizing PCs. Here, the
growth of Skype which offers free video links is notable. The implica-
tions these moves would be a shift in conference spending away from
airlines, hotels and local hospitality providers towards the providers
of data links and other hardware and software companies.

Travel and tourism

Technological changes in transportation are likely to be extensions of
existing technologies in the form of larger jumbo jets and faster trains
for travel. Notable developments here include the two-deck Airbus
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Exhibit 8.6 Virgin Galactic

If you log onto Virgin Galactic at http://www.virgingalactic.com you can
click on to the bookings page where you will find the following information:
‘Book your place in space now and join around 340 Virgin Galactic
astronauts who will venture into space’.

‘Tickets cost $200,000 and deposits start from $20,000. If you are
interested in discussing your reservation with us directly please fill in the
booking form...and we will be in touch as soon as possible to answer any
questions you may have. Or you can contact one of our Accredited Space
Agents around the world. They have been specially selected and trained
by us to handle all aspects of your spaceflight reservation’.

A380. Additionally, some shortages of air space may be relieved by
using information technology to create smaller air tunnels than the
existing air corridors. So one of the key impacts of technology in this
sector will be continually to open up the borders of the possible for
travel as well as reducing travel time and cost. The flight of the first
space tourist — Denis Tito — demonstrated possibilities for the future
which are now being developed by Virgin Galactic. Indeed it is now
possible to book for space flights as can be seen from Exhibit 8.6.
Buhalis and Law (2008) offered a comprehensive review of devel-
opments in e-tourism. Their review article included some of the fol-
lowing key observations which are summarized by Tribe (2010):

The Internet has increased consumers choices.

Information and communication technology (ICT) offers cheap,
convenient, immediate and portable access to information,
reservation and purchase.

The Internet provides a channel for consumers complain about
poor service (so called Electronic Word of Mouth).

Web 2.0 and Travel 2.0 technologies extend the benefits of social
networking and virtual communities to the tourism industry.

For example TripAdvisor (www.tripadvisor.com) offers a
communal pooling of reviews and ratings of hotels. It therefore
offers a participatory and democratic system of updated and
independent advice.

‘Wiki’ technologies will enable the creation of more collaborative
and community websites. It is a technology that allows accessible
and open creation and editing of interlinked Web pages using a
simple text editor embedded in the website.

The Internet allows suppliers to collect data on customers
allowing profiling and therefore customization of offers and
personalized recommendations.

Wireless and mobile networks are increasingly important in ICT.
Multimedia can be deployed as a powerful aspect of ICT in
tourism where photos, graphics and videos are incorporated into
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Internet sites to provide a more realistic image of services and
destinations.

¢ Dynamic packaging, where for example airlines up-sell car
hire, insurance and hotels, offers a significant opportunity for
developing new markets.

¢+ Interactivity, for example the use of virtual environments, offers
the possibilities for visitor immersion in potential destinations.

o The sophistication and widespread adoption of mobile phones
offer new opportunities. Smartphones that incorporate
Internet access and global positioning systems (GPSs) enable
tourists to access ICT services without any spatial constraints.
Downloadable applications (Applications and Widgets)
enable location-based services (LBS) to be accessed. These
include locating persons, provision of routes, searching for
local restaurants, shops, hotels or sights, and the provision of
information about travelling conditions, such as traffic and air-
departure-related data and weather.

¢ WiMAX technology can offer wireless broadband access over a
40-km radius as an improvement on cable and DSL. WiMAX is
capable of providing Internet broadband wireless access to entire
destinations and extending Internet access to tourists away from
their usual network providers.

¢ The Internet is changing the competitive environment of the
tourism industry by opening access to distribution channels,
reducing barriers to entry, reducing switching costs, enabling
greater consumer knowledge about prices and services,
stimulating competition and generating production efficiencies.

Leisure and recreation

The multimedia revolution offers the prospect of sophisticated home-
based leisure and enhancement of attractions away from home. The
reduction in price and wider availability of broadband for home
use are likely to accelerate changes that are already in the pipeline.
In home, video on demand has led to the demise of the video rental
store. Digitized movies can be stored in distant databases which can be
accessed via a menu and decoding system using broadband. Interactive
games which started life on floppy disks swiftly moved through
CD-ROM and DVD-ROM technology to Internet-based platforms
where players can interact wherever they are based.

Currently, an interesting development computer applications is
virtual reality. Virtual reality is an extension of the technology of
the flight simulator. It enables participants to enter a computer-gen-
erated three-dimensional environment and interact with the environ-
ment. Perhaps, the best example of this is Second Life which refers to
the virtual world created and accessed on the Internet. Users create
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Avatars which can be customized in any way and through these they
are able to explore the second life world (called the grid) and interact
with other Avatars as well as creating homes and trading.

The Wii is Nintendo’s new-generation home-based games console
where headsets, data gloves, data suits and other interactive devices are
the passport to a variety of virtual worlds where participants can take
part in a number of different games and stories. Virtual reality also
affects leisure away from home. Sega has developed theme parks in
Japan with interactive attractions which will let people shoot and steer
their way through adventures. Disney utilizes virtual reality in its heri-
tage theme park in Washington, DC so that visitors can experience life
as a civil war soldier or as a slave. The future interpretation of heritage
may well rely less on exhibits in glass cases and more on participation
and interaction with virtual artefacts and virtual historical figures.

In recreation, technological developments in design and materials
mean a constant upgrading of sports equipment ensuring a healthy
market for replacement goods. A similar situation arises in the music
sector. Changing technologies for recorded music means that con-
sumers often have bought the same music several times — on vinyl,
tape, CD and MP3. However the huge growth in downloading music
from the Internet has been a continuing threat and opportunity for
companies in this sector with the i-tunes store and Amazon being
notable beneficiaries. The ways that consumers use newspapers and
books are also undergoing a transformation. Many newspapers have
an online edition and are searching for ways to collect revenue for
such services. The introduction of e-books and e-book readers such
as Amazon’s Kindle mean that users can download books from any-
where in the world through 3G access to the Kindle bookstore. The
improvement in quality and rapid fall in costs of digital photography
meant that Eastman Kodak’s traditional film and developing market
has completely collapsed.

THE POLITICAL ENVIRONMENT

The political environment is shaped by those with political power or
with the ability to influence events, and Veal (2002) offered a com-
prehensive examination of policy in relation to leisure and tourism. A
key player in this is the party in government for the immediate period
until the next election in the case of democratically elected govern-
ments. Longer term political trends are clearly difficult to predict
since they depend largely upon which political party wins the next
election. Although opinion polls give some indication of current party
popularity they are likely to change considerably by the pre-election
period and in any case do not have a good record of accuracy.

The government itself will be subject to its own operating environ-
ment and thus policy will be shaped by the economy, international
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relations and interest group activity. In addition, radical political
groupings which operate outside of mainstream politics — such as
Al Qaeda - can play a significant role in the political environment.

Given the range of possible directions of policy, scenario planning
is likely to be used by organizations wishing to incorporate the politi-
cal environment into their strategic planning. This involves analysing
the impact of a range of possible political outcomes on an organiza-
tion. Sources of information on changes in the political environment
include:

¢ government reports
¢ party manifestos

* other interest groups
¢ changes in the law.

Government reports

Government reports and initiatives are a useful guide to policy. They
set out detailed points which can affect specific organizations and
give clues about the general direction of government policy. The fol-
lowing are examples of reports affecting the recreation, leisure and
tourism sector.

The President’s Council on Fitness, Sport and Nutrition
(PCFSN) (USA)

The PCFSN’ mission is to engage, educate and empower all
Americans across the lifespan to adopt a healthy lifestyle that includes
regular physical activity and good nutrition. The Council plays a key
role in the development of the administration’s programmatic priori-
ties, outreach and awareness efforts to improve the health and quality
of life for all Americans. Among the Council’s charges are to:

¢ Expand national interest in and awareness of the benefits of regular
physical activity, fitness, sports participation and good nutrition;

¢ Stimulate and enhance coordination of programs within and
among the private and public sectors that promote physical
activity, fitness, sports participation and good nutrition;

* Expand availability of quality information and guidance
regarding physical activity, fitness, sports participation and good
nutrition; and

¢ Target all Americans, with particular emphasis on children and
adolescents, as well as populations or communities in which
specific risks or disparities in participation in, access to, or
knowledge about the benefits of physical activity, fitness, sports
participation and good nutrition have been identified.

Source: www.fitness.gov
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Low-Pay Commission report on minimum wage (UK, 1998)

One of the manifesto commitments of the UK Labour Government,
elected to power in 1997, was the introduction of a statutory mini-
mum wage. Recreation, leisure and tourism is an industry where
the introduction of a minimum wage has a significant effect since
low wages are characteristic across much of the sector. Over a long
period there have been two key interest groups fighting the battle for
the minimum wage. On the one hand, the trade union movement
has long supported a minimum wage since many of its members or
potential members stand to gain by it. Opposed to this have been
industrial groups such as the Confederation of British Industry (CBI).
It was the responsibility of the Low-Pay Commission to recommend
a figure for the minimum wage. The eventual recommendation was
for £3.60 an hour in 1999, rising to £3.70 in 2000. This represented
a compromise between the Trade Union Congress (TUC), which lob-
bied strongly for a rate of more than £4.00 an hour, and the CBI sub-
mission which favoured a lower rate of £3.20.

The national long-term tourism strategy (Australia, 2009)

This strategy document sets out the key aims and objectives for the
Australian tourism industry which include:
Positioning for long-term growth by stimulating consumer
demand and securing jobs.
Developing leadership that will drive the national tourism agenda.
Developing a research and development agenda that will inform
industry and government.
Facilitating investment and regulatory reform.
Supporting labour and skills development that will support
tourism industry needs.

Responding to challenges including those of climate change and
other external shocks.

Ensuring product quality and service delivery commensurate with
Australia’s positioning as a high-value destination.

Strengthening competitiveness with industry and product
development that make the most of Australia’s unique attributes.
Measuring our performance that will track progress and support
strategic priorities.

Sources: adapted from bitp:/lwww.ret.gov.au/tourism/Documents/
tmc/DRET%20Tourism% 20Strategy.pdf

Party manifestos

These identify policies which political parties will follow if elected
to government. They are generally available in the period preceding
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Left-wing (e.g. Labour/Democrat Right-wing (e.g. Conservative/

parties) Republican parties)

e Need to control the free e Belief in supremacy of the
market free market

e Pro-trade unions e Anti-trade unions

e Some state ownership of e Private ownership of
industry industry

e Progressive taxation e Proportional taxation

e Regulation of industry e Minimal state interference

e Higher government spending e Low taxes and government
and taxes

e Reduce inequality of incomes ¢ Inequality of income as incentive

e Pro-minimum wage e Anti-minimum wage

e Provision of jobs a priority e Control of inflation a priority

Minimal welfare state

o Comprehensive welfare sate

a general election and reflect the main differences between political
groupings shown in Exhibit 8.7.

Other interest groups

Some of the key interest groups that seek to influence recreation lei-
sure and tourism include:

Greenpeace
Friends of the Earth
Tourism Concern.

Tourism Concern is a UK charitable organization whose aims are
as follows:

Vision: A world free from exploitation in which all parties
involved in tourism benefit equally and in which relationships
between industry, tourists and host communities are based on
trust and respect.

Mission: Tourism Concern’s mission is to ensure that tourism

always benefits local people.

Principles:

1. Independence: Tourism Concern is a non-industry-based
organization and strongly believes that its independence is
vital to its role.

2. Listening: We ensure that we listen to the opinions and
perspectives of our partners in destination communities.
Our campaigns are often initiated when communities and
organizations come to us with requests for help.

3. Shared values and vision: We strongly believe in working with
organizations that share our values and vision and we strive
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to work towards common goals throughout the collaborative
process.

4. Inclusivity: We believe that all people have the right to
participate in all decision-making that affects them both
internally and in the work we do.

5. Ethical practices: We strive to adopt low impact ‘green’ policies
and practices and to purchase and promote fair trade products.

Source: www.tourismconcern.org.uk

It has run specific campaigns, for example, to improve the condi-
tions of porters employed by trekking companies and workers’ rights
and conditions in the Maldives.

Changes in the law

It is the introduction of new legislation where the political environ-
ment has most direct impact on recreation, leisure and tourism orga-
nizations. The following give examples of recent changes in the law
and their impact on organizations.

Americans with Disabilities Act (ADA) (USA, 1990,
amended 2008)

This law prohibits discrimination based on disability. It covers par-
ticipation, access and sets standards for accessible design. Its remit
includes recreational facilities, including swimming pools, play-
grounds, golf courses, amusement rides, recreational boating facili-
ties, exercise machines and equipment, miniature golf courses and
fishing piers. All of these and similar facilities must offer access to
people with disabilities.

The Working Time Directive (European Community, 1998)

The 1998 Working Time Directive gives an employee the right to
refuse to work more than 48 hours per week, although the limit may
be exceeded in a given week, provided the 48-hour limit is an aver-
age over a 17-week period. The directive states that no one can be
dismissed or discriminated against for claiming their rights. The EU
is moving towards a reduction in working hours and, for example,
France restricts working hours to 35 hour a week.

Intoxicating Liquor Act (Ireland, 2000, 2003, 2008)
These Acts include the following provisions:

It is an offence to sell alcohol to anyone under the age of 18.
It is an offence to supply alcohol to a drunken person.

It is an offence to sell alcohol at reduced prices for a limited
period during any day (i.e. ‘happy hours’ are prohibited).
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There are similar laws limiting the sale and consumption of alco-
hol throughout the world as well as codes of conduct on responsible
drinking and advertising.

THE SOCIOCULTURAL ENVIRONMENT

Sociocultural factors include the make-up of society, for example, in
terms of its population structure, levels of education, social class and
attitudes.

Demographics

Demography is the study of population, and population trends are
important for the leisure and tourism sector for three key reasons.
First, the population is an important factor in determining demand.
So, for example, the leisure requirements of a country are likely to
change considerably as the average age of the population increases.
Football pitches may need to give way to bowling greens. The loca-
tion of leisure facilities similarly needs to be tailored to the migra-
tion trends of the population. Tourism marketing also needs to be
informed by relevant population data. The dramatic growth in
extended winter sun breaks reflects the demands of an ageing pop-
ulation. Second, the population provides the labour force. Where
there is a constant stream of school leavers entering the job market,
recruitment and training are relatively straightforward. But when the
proportion of the population in the working age group is shrinking,
firms have to operate more worker-centred policies. Third, an age-
ing population is likely to have a less progressive culture and adapt
to change less easily. It is therefore useful to have information about
trends in the total population and its structure in terms of age, sex,
geographical and socioeconomic distribution.

Population: growth and age distribution

The rate of growth of the population is determined by the birth rate,
the death rate and net migration. The birth and death rates are gen-
erally expressed as crude rates, for example:

Crude birth rate = Number of births per thousand population.

The UK and USA in common with many developed countries
have relatively stable populations and Figure 8.5 illustrates this.
This is because the birth rate and the death rate for these countries
have both stabilized at similar levels. Birth rates are linked with eco-
nomic development and countries with high per capita income tend
to have low rates since women are more likely to want to be active
in the labour market, the cost of upkeep of children is high and birth
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Country Population 2010 Annual Growth Population 2050
UK 61,284,806 0.28% 72,365,492
USA 310,232,863 0.97% 403,931,520
China 1,330,141,295 0.49% 1,417,044,807
Uganda 33,398,682 3.56% 91,271,336
India 1,173,108,018 1.38% 1,613,799,96
Australia 21,515,754 1.17% 28,724,025
Japan 126,804,433 -0.24% 101,658,573
Ukraine 45,415,596 -0.62% 35,026,344

Figure 8.5 Population data. Source: wwwGeahive.com.

control is widely practised. In some countries, for example Japan and
Ukraine, the total population is falling due to the birth rate being less
than the death rate. High birth rates in countries with low per capita
income are readily explained. In these countries, there are fewer fac-
tors reducing the higher crude birth rate that is natural in humans.
Children are seen as natural, as extra help and as an insurance in old
age, and birth control is less widely adopted. Figure 8.5 illustrates the
consequences of this for population sizes and growth rates in differ-
ent countries.

Economic development tends to a lowering of death rates (which
are partially determined by nutrition, hygiene and medical technol-
ogy) earlier than birth rates, which are dependent on attitudes. Thus
many countries are still witnessing rapid population growth. The
population of India is forecast to grow by more than a third over the
next 40 years, whilst that of Uganda will more than treble. The one
important exception to this is China, where a strict one-child policy
has been enforced.

Examples of differing age structure of the population are offered
by Uganda and Japan. In Uganda, for example, almost 50 per cent of
the population is under 14 years and less that 4 per cent is 65 years
or older. Japan’s population, on the other hand, is only 14 per cent
children with 23 per cent older adults. Countries which are still expe-
riencing rapid population growth have a much lower average age of
their population. Differing age groups of the population can be iden-
tified as having distinct demands for leisure and tourism. Table 8.1
illustrates characteristics and demands of distinct age groups. It shows
the differences in leisure time and leisure income typically available
to different groups demonstrating the strong attractiveness of ‘empty
nesters’ as potential leisure and tourism customers.

Lifestyles, culture and attitudes

In the UK by 1990 two-thirds of households owned their own
houses. The increase in home ownership has encouraged the growth
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Table 8.1

Life stage Characteristics Leisure income  Leisure time

Child Leisure decisions generally Low High
taken by parent

Single High propensity for leisure Medium Medium
pursuits and travel.
Independence asserted,
budget travel popular, social
aspects sought

Partnered High leisure and tourism High Medium
propensities underpinned by
high income and free time

Full nest Children become key Medium Low
preoccupation. Leisure and
tourism must meet children’s
requirements. Costs per
person important

Empty nest  Children have left home. High Medium
Opportunities for leisure and
tourism increase. Exotic
destinations and meaning of
life sought

Old age May lack partner, may suffer from  Low High
infirmity. Safer leisure and travel
pursuits sought, package
holidays popular

of home-improvement leisure activities such as DIY and gardening.
Television still exerts a big influence on people’s lives and 98 per cent
of households have television sets. The total hours of television view-
ing have changed very little over the last 10 years. However, there is
a marked division between social classes in their viewing habits. By
2009, 78 per cent of women and 83 per cent of men lived in house-
holds that have access to a car and the extension of the motorway
network has extended the distance that can be reached within 3 hours
of home. Out-of-town shopping and browsing has become a key lei-
sure pursuit. Visitor attractions have benefited from increased mobil-
ity, and some parts of the countryside are becoming overwhelmed by
their urban visitors.

Culture refers to the dominant beliefs, values and attitudes of
society or a sub-grouping in society. Changing beliefs, values and
attitudes affect the way in which people perceive, demand and use
leisure and tourism products, for example:

¢ The mass availability of visual and music media has led to a
large upward revision of what is ordinary. This leads to an
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ever-desperate search for the extraordinary in leisure and tourism
pursuits.

Culture is organic. For example, materialism has replaced
religion; feminism has made inroads into sexism; hedonism
has become a dominant form of social behaviour. Leisure and
tourism accommodate these changes with Sunday betting,
women-only swimming sessions and sex tourism in

Bangkok.

The population is becoming less culturally homogeneous and
more culturally fragmented. Subcultures have particular leisure
and tourism demands.

Advertising is promoting leisure and tourism fantasies.

Crime is increasing, as is fear of crime.

Women have become more significant in leisure and tourism
provision.

Exhibit 8.8 looks at some of the generational theories related to

The Silent Generation, Baby Boomers and Generations X, Y and Z
and the implications for tourism.

REVIEW OF KEY TERMS

Environment scanning: monitoring of operating environment.
Strategic drift: failure of business strategy to keep abreast of
environment change.

Operating environment: competitive and PEST environment.
PEST: political, economic, sociocultural and technical
environment.

Barriers to entry: factors making entry into industry difficult.
Monopsonist: single buyer.

Cross-subsidization: using profits from one division to subsidize
prices in another division.

Fibreoptics: high-capacity data transmission lines using optical
fibre rather than copper wire.

CRS: computerized reservation system.

Multimedia: combination of media sources (e.g. video),
computing and communications.

Computer-intelligent building: building use monitored and
controlled by computer (e.g. security, temperature, staff location
and room use).

Digitalization: transforming images and sound to digital code for
ease of storage and transmission.

Internet provider: company which provides Internet access to
PC user.
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Exhibit 8.8 Generations X, Y and others

The Silent Generation, Baby Boomers and Generations X, Y and Z are all
cohorts of generations who are often distinguished between in terms of
different attributes. The approximate years of birth of these cohorts are as

follows:
The Silent Generation 1929-1945
Baby Boomers 1946-1964
Generation X 1965-1981
Generation Y 1982-2003
Generation Z 2003-

The Silent Generation refers to the cohort that was born during the Great
Depression and World War Il. Its characteristics include being quite
serious, conventional, and sometimes with confused morals and for
women especially a desire for marriage and a family. The Baby Boomers
saw a marked rise in prosperity in relation to this previous cohort and
witnessed the mass communications era of the television and especially
a loosening of morals and standards of public and private behaviour. This
was also an era of liberalization and exploration in the arts but also one of
stable jobs. Generation X is characterized by more variety, individualism,
hedonism and freedom. Generation Y grew up in a somewhat different
world than that of Generation X as neoliberal ideologies spread across
the world. Generation Z is sometimes called the ‘net generation’ or ‘wired
generation’ with easy familiarity with and adoption of communications
and media technologies such as the Internet, Google, instant and text
messaging, MP3 formats, mobile phones, Facebook and pocket devices.
Benckendorff et al. (2010) offer a comprehensive analysis of Generation
Y in their book Tourism and Generation Y and identify the following travel
characteristics of this cohort:

e They travel more often.

e They explore more destinations.

e They spend more on travel.

e They book more over the Internet.
e They are experience hungry.

e They are information hungry.

e They are intrepid travellers.

e They get a lot out of their travel.

Broadband: wide bandwidth providing faster data transmission
for the Internet (cf. narrowband).

Political power: the ability to influence events.

Scenario planning: developing plans to cope with different views
of future.

Crude birth rate: number of births per thousand population.
Ageing population: average age of population increasing.
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lfa Data Questions

Task 8.1 Skywars

1995: A 14-day advanced purchase excursion fare (APEX) return flight
between London Heathrow and Glasgow costs £138. It is about the same
distance as Los Angeles—San Francisco which costs only £51. That is
not the worst comparison. Stansted to Aberdeen is the same distance as
Chicago to Kansas but at £192 costs 3 times as much. Why? Some of
the difference lies in costs. It costs more to run an airline in the UK than
in the USA. But the main difference must lie in the competitive environ-
ment. People’s Express, the now-defunct US carrier, started the ball roll-
ing with its $49 New York—Miami fare. These new carriers offer no frills
but low fares. You might have to lug your own bags to the far side of
the runway (cheap aircraft parking), pack your own sandwiches and fly a
propeller museum piece, but you will not have to dig too deep into your
pocket. Competition in Britain’s domestic air travel market is much more
limited. Since the collapse of Dan-Air in 1992 there are only three major
players: BA, British Midland and Air UK. A major problem for potential
entrants is the UK’s crowded skies and airports. There are few slots avail-
able for competitors at London.

1999: London to Glasgow from £68 return (British Midland and
easyJet) and London to Inverness from £68 return (easyJet). ‘Frills
included’ boasts British Midland in a swipe at its low-cost rival easyJet.
Suddenly the UK skies are criss-crossed with competing airlines — KLM
UK, Ryanair, Debonair, BA, easyJet, Go, Virgin Express and British
Midland. They are still airborne despite doubts that they could ever
start up or that they would not last. But although passenger numbers are
booming profits are not. The new entrants have mainly logged losses.
Sir Michael Bishop, Managing Director of British Midland, predicts that
not all the current airlines can survive. He points to cut-throat competi-
tion which has forced prices down to uneconomic levels, unsustainable
losses being borne by some airlines and rising airport charges. He also
notes that few of the budget airlines that have been started in the USA
have survived bankruptcy or take-over. Several factors have helped the
new airlines to gain a competitive advantage over their older-established
competitors. For example, some of the new entrants managed to secure
cheap use of secondary airports such as Stansted, but these are now com-
ing up for renegotiation, and slots at main airports remain heavily over-
subscribed. Their cost-cutting ‘no frills’ have been undermined by the
established carriers competing on price but maintaining frills. Sir Michael
sums up the prospects saying: “There will be some natural consolidation
at some stage. The same thing has happened in the USA, where there was
a huge initial launch of low-cost airlines but then many disappeared. Five
went bust last year’. He singled out Debonair as a likely victim.

1999: Debonair goes out of business.

2001: Air Asia commences operations from Kuala Lumpur International
Airport.

2003: The great Ryanair seat sale: Fly for just 1 penny plus taxes.

2004: The future holiday forum publishes its report on predications
for the travel industry. These include that ‘within two decades a long
weekend in New York will cost just £50 and a week in Australia could
be as little as £99°.

2006: The first dedicated budget terminal in Asia is opened in Kuala
Lumpur International Airport and is the new home for AirAsia.
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2009: AirAsia is voted the world’s best low-cost airline.

2010: AirAsia again voted the world’s best low-cost airline.

2010: AirAsia achieved a world record by selling more than 500,000
seats in 24 hours!

2010: AirAsia’s growth and size is demonstrated by its workforce
(almost 7500 employees), fleet (92 aircraft) and operations (more than
65 destinations).

2011: Fly AirAsia London to Kuala Lumpur for £240 including tax.

Source: The author from cuttings (1995, 1999, 2004, 2010).

Recap Questions

1 Analyse the changes in the competitive environment of air travel using
Porter’s five forces analysis.

2 Examine the possible responses of legacy carriers (e.g. British
Airways, Air Malaysia) to new low-cost entrants (e.g. Ryanair,
AirAsia) under the following headings:

(a)Price leadership strategies
(b)Differentiation strategies

(c) Withdrawal or diversification strategies
(d)Creation of switching costs.

3 How have new entrants managed to penetrate the entry barriers
found in the airline business?

4 Evaluate the future of the competitive environment of air travel.

Task 8.2 (Inter)netting the market

1994: If you need to buy a book you will have to visit a bookshop (e.g.
W.H. Smith in the UK) or telephone one that does mail order.

1995: Amazon.com started the Internet market in book sales.

1997: Amazon becomes the third largest bookseller in the USA, as
sales reach $148 million.

1998: W.H. Smith (UK) acquires for £9.4 million bookshop.co.uk,
Europe’s largest online retail site, selling more than 1.4 million book
titles and 50,000 CDs, videos and computer games. This is seen by ana-
lysts as a defensive/offensive move against Amazon as well as a way to
capture a growing market. In 1997, Internet sales in the UK were worth
about £200,000 and are forecast to increase to £800,000 by 2000.

2002: In just 8 years, Jeff Bezos has made Amazon the world’s leading
online sales operation — it is even showing a profit.

2004: W.H. Smith issued a severe profits warning. Beverley Hodson,
the Managing Director of the retail business, is leaving immediately,
after the alert on profits wiped almost 20 per cent of the company’s
stock market value.

Analysts say that the growth of online sales is not necessarily at
the expense of high-street booksellers — but rather that it is generating
extra sales. The reasons for this are several. First, online bookstores
offer substantial discounts which can be as high as 40 per cent. Second,
interactive screens entice potential purchasers with lists of bestsell-
ers, recommendations tailored to personal interests, reviews of books
extracts and interviews with the authors.

Online selling costs are cheaper not only because of cheaper premises
costs and lower staff costs but also because of minimal stock costs —
Internet bookstores only take the stock when a customer has ordered a

eIe (IR
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Task 8.2 continued

book. The publishing houses are already moving towards smaller print
runs and this could lead eventually printing on demand which would
further reduce costs of returns and holding stocks.

However, despite all these benefits Internet bookstores are slow to
move into profits: in 1997, Amazon reported losses of $28.6 million and
only moved into profit in 2002.

2010: Amazon sells its Kindle e-book reader for around $200. For
this customers get a device on which they can read e-books. These can
be downloaded across the 3G network anywhere in the world from a
large catalogue of titles.

Recap Questions

1 Account for the differences in fortunes between Amazon and W.H.
Smith.

2 What are the benefits of physical, online and e-sales to consumers and
retailers?

3 Conduct an opportunities and threats analysis on a named bookseller
that operates high-street outlets.

4 Evaluate the impact of online and e-sales elsewhere in the leisure and
tourism sector.

Task 8.3 Grey expectations

Whilst global greening is still in its infancy, global greying gathers
momentum.

Almost everywhere in the world, from Japan to Taiwan, in Singapore,
Western Europe and the USA, populations are getting older. In the west-
ern European Organization of Economic Co-operation and Development
(OECD) countries, the population of over-65s will grow from a figure of
50 million in 1990 to over 70 million by 2030 — a rise of 40 per cent.
With the number of people of working age falling there will be only
roughly three workers per retiree compared with five at present. Within
these countries, the effects of ageing will be felt most acutely in Germany,
with ageing in the UK being more moderate. Since these predictions can
be made with some certainty, we ought to look to the possible conse-
quences: tax and benefit systems may need reviewing. Savings and invest-
ment patterns may alter. There will certainly be changes in demand. The
market research group Mintel has identified ‘third-age consumers’ as a
significant and distinctive market for leisure, holidays and health care.
Another commentator, Ms Frankie Cadwell of a New York advertising
firm, Cadwell Davies Partners, expresses surprise that European compa-
nies have been much slower to address the needs of this market than their
US counterparts. Her firm specializes in selling to the over-50s.

Finally, older populations may be less innovative, more conservative
and have a less adaptive labour force. If this is so, there may be some
shift in competitive advantage towards those newly industrializing econ-
omies where the average age is lower, such as China, Brazil and India.
Source: The author from news cuttings.

Recap Questions

1 To what extent is it true that population trends can be predicted with
certainty?
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2 ‘Economists predict that demographic restructuring could alter
patterns of consumption, production, employment, savings,
investment and innovation’. Use these headings to predict how a
named recreation, leisure or tourism organization might be affected
by demographic change.

3 Why might ageing lead to a competitive disadvantage, and which
countries are likely to be affected by this?

eI (]2

MULTIPLE CHOICE

1 Which of the following is not one of Porter’s five competitive
forces?

(a) The power of suppliers.
(b) The power of buyers.
(c) The power of buyers.
(d) The power of negotiators.
2 Which of the following does not represent a barrier to entry for
new firms in an industry?
(a) Perfect competition.
(b) Natural monopoly conditions.
(c) Economies of scale.
(d) Capital requirements.
3 Which of the following is not true?

(a) An ageing population can be caused when the birth rate
exceeds the death rate.
(b) Ttaly has an ageing population.
(c) An ageing population tends to be more conservative and less
risk-taking.
(d) Ageing populations are typical in less economically developed
countries.
4 Which of the following is not generally true of left-wing
governments?
(@) They favour minimum wage legislation.
(b) They favour minimal state interference.
(c) They wish to reduce inequality of income.
(d) They wish to provide a comprehensive welfare state.
5 Which of the following statements is not true?

(@) Technological advances tend to reduce an organization’s
LRAC curve.

(b) Technological advances can bring opportunities and threats
for leisure organizations.

(c) Airport operators often have strong supplier power.
(d) Horizontal integration can secure distribution channels.
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REVIEW QUESTIONS

1 How does strategic drift occur?

2 Which sectors of the recreation, leisure and tourism industry are
currently secure from new entrants?

3 Where is supplier power high in the leisure and tourism industry?

4 What are barriers to entry? Identify entry barriers for airlines and
hotels.

5 What factors tend to create a high degree of competitive rivalry?

6 What effects might minimum wage legislation have on the leisure
and tourism sector?

7 What is an ageing population? Why is the population in some
countries ageing? What are the consequences of this for leisure
and tourism organizations?

8 How are changes in lifestyles and attitudes affecting leisure and
tourism?

9 s home-based recreation an opportunity or a threat?

Websites of interest

British Airways: www.ba.com

TUI Travel: www.tuitravelplc.com

Delta Airlines: www.Delta.com
Lastminute.com: www.Lastminute.com

Trip Advisor: www.tripadvisor.com

Virgin Galactic: www.virgingalactic.com

The President’s Council on Fitness, Sport and Nutrition: www.fithess.gov
Tourism Concern: www.tourismconcern.org.uk
AirAsia: www.airasia.com

Thomas Cook: www.thomascook.com
Geohive (population data): www.Geohive.com


http://www.ba.com
http://www.tuitravelplc.com
http://www.Delta.com
http://www.Lastminute.com
http://www.tripadvisor.com
http://www.virgingalactic.com
http://www.fitness.gov
http://www.tourismconcern.org.uk
http://www.airasia.com
http://www.thomascook.com
http://www.Geohive.com
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The economic environment

Objectives and learning outcomes

National economies are characterized by upswings and downswings. The
UK, for example, witnessed the boom years of the mid-1980s — characterized
by rising profits — as well as the profound recession of the early 1990s —
characterized by rising bankruptcies. The period 1994-2007 saw the UK
economy performing well, witnessing an unusually stable period of modest
economic growth. So much so that the Economics Minister (and later Prime
Minister) Gordon Brown declared ‘an end to boom and bust’. Then in 2008
the UK, like many Western Economies (especially in Europe and the USA),
was hit by the financial crisis and these economies suffered acute recessions.
The UK economy suffered negative growth between 2008 and 2010. On the
other hand, the economy of China has demonstrated rapid economic growth
(often up to 15 per cent per annum). It escaped the 2008 financial crisis with
continued growth (albeit at a lower level). The Australian economy (largely
helped by its south-east Asian neighbour economies) also escaped the global
recession of 2008. At the same time, the Japanese economy has languished in
a prolonged period of stagnation.

Figure 9.1 charts the path of the UK economy over recent years. It

is clearly important for organizations to monitor their economic
environment carefully. Managers who read the rapid growth of the UK
economy between points A and B as being normal and sustainable may
well have instigated optimistic and expansionary strategic plans. These
plans may have proved ruinous as the economy nose-dived between
points B and C. This squeezed organizations as each recession caused a
fall in demand and sales revenue.

Exhibit 9.1 illustrates the effects of changes in the economy on

recreation, leisure and tourism attractions in the UK and Ireland. This

chapter considers the variables in the economy that affect leisure and

tourism organizations and the causes of changes in these variables. It

also peers tentatively into the future and summarizes the features of an

opportunities and threats analysis.

By studying this chapter, students will be able to:

e identify the key variables in the economy which affect leisure and
tourism organizations;

e identify and utilize information sources;

e analyse the impact of changes in economic variables on leisure and
tourism organizations;

e explain the interrelationship between key economic variables;

e understand and analyse the causes of change in the economic
environment;

e appreciate the use of CGE modelling;

e understand and evaluate government economic policy and the
significance of the budget;

e understand the global economic environment;
e utilize economic forecasts with due caution;

e conduct an opportunities and threats analysis.
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Figure 9.1 UK economic growth. " indicates estimate. Source: Office for National Statistics, Economic Trends

Exhibit 9.1 Leisure ups and downs

1991: The Tower of London and other leading attractions are suffering in
the recession, the English Tourist Board reported. The tower was visited by
1.9 million people last year (1991), 16 per cent fewer than in 1990.

Source. The Independent (10 August 1992).

1991: Tussauds Group (a major UK leisure group) had a tough trading year.
The Gulf War and the recession affected visits to tourist attractions and the
spending of those who did visit was less than 1990 levels. For the group
as a whole, attendances were therefore lower than in the previous year,
and profits down 44 per cent to £8 million.

Source: Pearson PLC: Annual Report (1991).

1993: Attendances, turnover and operating profits of the Tussauds Group
reached new heights in 1993. Operating profits reached £14.1 million,

an increase of 34 per cent. Attendances at Alton towers reached an all
time high and there were improved attendances at Madame Tussauds

in London. With continuing improvement in the UK economy, trading
prospects for 1994 and beyond are encouraging.

Source. Pearson Group Annual Report (1993).

1999: In the UK, bookings for winter 1998-1999 are currently 6 per cent
ahead of the previous year. To date the overall bookings taken in the UK
for the next summer is 5 per cent ahead of the position achieved at the
same time last year.

Source: Airtours Annual Report (1999).
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Exhibit 9.1 continued

2001: London continues to be one of the most popular cities for overseas
tourists with 11.5 million visitors in 2001, although there was a drop of

13 per cent between 2000 and 2001, and a 15 per cent drop in overseas
visitor spending. The weak global economy and the effect of the Foot and
Mouth outbreak were partially responsible, but there was also the impact
of the September 11 terrorist attacks.

Source. National Statistics website: www.statistics.gov.uk

2002: Last year (2002) was a good year for the (UK) leisure industry, seeing
the strongest growth — 4.8 per cent in real terms reaching £187billion in
value — since 1998. ... Household demand has been very strong in the UK
despite slowing growth in the GDP and reduced share prices. In this sense
the UK economy stands out from other industrial economies, except for
the USA and France.

Source. Gratton and Kokolakakis (2003).

2002-2007: Overall the (UK) leisure economy will grow by 15 per cent in
real terms over the period 2002-2007.

Source: Gratton and Kokolakakis (2003).

2009: Aer Lingus suffers losses of almost 93 million euros in the first

6 months of 2009. The outlook was described as being ‘extremely
challenging’ with the expectation that any recovery in the Irish economy
will take until 2011 at the earliest.

Source: TravelMole (www.travelmole.com), 2009.

2010: Travel at lowest level for almost a decade: Britons took fewer trips
last year than at any time since 2001 and spend on overseas travel was
less than in 2005, according to a new report from market intelligence
provider Key Note.

Source. TravelMole (wwww.travelmole.com), 2010.

WHAT ARE THE KEY VARIABLES?

The economic environment affects organizations in the leisure and
tourism sector in two main ways. First changes in the economic
environment can affect the demand for an organization’s products
and second changes may affect an organization’s costs. Additionally
background factors such as share and property prices may affect
organizations. These three areas will be discussed in turn.

THE ECONOMIC ENVIRONMENT AND
DEMAND

The key macroeconomic factors affecting demand for recreation lei-
sure and tourism industries are:

household consumption
export and import demand
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Plate 9 What economic factors are keeping the tourists at home?  Source: The author

Table 9.1

2006 2007 2008 2009
Real GDP 2.4 2.3 —2.8 0.2
Consumption 3.3 1.8 -1.9 0.2

Source: US Treasury Office of Economic Policy (http://www.ustreas.gov).

e government expenditure
° Investment.

Household consumption

Household consumption (or spending) can be defined as the total
expenditure on goods and services for immediate consumption. Thus
the level of household consumption is a key element in determining
the demand for goods and services in the leisure and tourism sec-
tor. Table 9.1 shows changes in real GDP and household consump-
tion in the USA 2006-2009. Notice that the recession can be seen
clearly in the data. GDP (a measure of the value of output produced
in the economy) fell by 2.8 per cent in 2008. The fact that the whole
economy shrank meant that households had less money to spend
and household consumption also fell by 1.9 per cent. However, care
needs to be taken in interpreting household consumption statistics.
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Household consumption can be measured at current prices (some-
times referred to as ‘money household consumption’) or at constant
prices (sometimes referred to as ‘real household consumption’). An
organization basing its business planning Household Consumption at
current prices data might draw false and overly optimistic conclusions
about the state of the economy. This is because household consump-
tion at current prices includes the effects of inflation on household
consumption. However, household consumption at constant prices
has had the inflationary element removed and is therefore a more use-
ful guide:

Real household consumption
= money household consumption — inflation

To understand fully the movements in household consumption we
need to consider its determinants. The main determinants of house-
hold consumption include:

real household’s disposable income
employment and wages

taxes and benefits

borrowing and savings and interest rates
expectations.

Real household’s disposable income

The main determinant of consumers’ expenditure is the amount of
income earned. Figures for national income can be an important source
here, but real household’s disposable income provides a more use-
ful guide. To understand real household’s disposable income we need
to consider the meaning of the terms ‘real’ and ‘disposable’. First, we
are generally more interested in real income rather than money income
since the former has had the effects of inflation removed. Therefore:

Real income = money income — inflation

Second, disposable income can be defined as the amount of
income left after deduction of direct taxes (such as income tax and
national insurance contributions), and the addition of state benefits
(such as child benefit and unemployment benefit). In other words, it
is the amount of income available for spending:

Real household’s disposable income
= real household’s income - taxes + benefits

Table 9.2 records recent data for per capita real household’s dis-
posable income for selected countries in the EU. Notice that this
is per capita (or per person) data meaning that each county’s total
household disposable income has been divided by the number or
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Table 9.2

Country 2006 2007

Czech Republic 12,276 118,882 18,638 18,627
Hungary 11,408 11,385 11,5642 10,990
Netherlands 20,359 21,632 21,591 21,492
Estonia 9,641 10,782 11,079 10,983
AllEU 18,216 18,976 19,292 18,967

Source: Eurostat (www.epp.eurostat.ec.europa.eu).

Table 9.3

Country 2007 2008 2009 2010°
Australia 484,392 482,514 648,790 646,472
Iceland 4,150 5,625 13,075 na

us 7,077,667 8,924,250 14,264,580 14,843,000
UK 1,622,500 1,754,833 2,365,167 2,421,000
Japan 2,668,333 2,650,000 8,855,888 3,290,000
Spain 1,835,167 2,600,083 4,151,000 4,800,000
Ireland 101,250 141,683 259,000 297,000

Source: OECD (http.//stats.oecd.org).
na, not available.
*Estimate.

persons in the population of the country. Again the data shows the
effect of the recession where the data for the EU as a whole as well
as the countries of the Czech Republic, Hungary, The Netherlands
and Estonia shows a decline in 2009.

Employment and wages

The change in the income component of real household’s income is
determined by the level of employment and the amount of wages and
salaries earned. As the level of employment in the economy grows,
so generally does the level of income. Conversely a rise in unemploy-
ment is likely to cause a fall in incomes and spending power. Table 9.3
shows recent fluctuations in the level of unemployment in some of the
OECD countries. It can be seen that unemployment levels rose in all of
the countries in this table between 2007 and 2010, reflecting the effects
of the global recession on many national economies. Some countries
were particularly hit by the recession and these include Iceland, Spain
and Ireland where unemployment trebled or nearly trebled. These high
levels of unemployment depress levels of income and this in turn feeds
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into lower levels of household consumption and less sales. The level
of unemployment has several effects on firms in the recreation, leisure
and tourism sector. High unemployment has a detrimental effect on
household spending and confidence. Ironically, it provides individu-
als with more leisure time, but with reduced spending power to enter
leisure markets. Even those who have kept their jobs often face wage
freezes or reductions in times of severe economic crises.

Taxes and benefits

Changes in taxes and benefits can cause significant changes to the
disposable element of disposable income. For example, deductions
for income tax in the UK start at 0 per cent with most people pay-
ing 25-40 per cent of income, rising to 50 per cent for top earners.
Table 9.4 illustrates differing rates of income tax from around the
world ranging from 0 per cent in Monaco to 59 per cent in Denmark.
On the other hand, most countries also operate systems of benefits
which can add to disposable income. These may include tax credits
for low-income earners, and credits for dependent children. It is not
surprising that Denmark has some of the best levels of social welfare
in the world.

In addition to household disposable income, the amount consum-
ers actually spend depends on the following factors:

borrowing, saving and interest rates
expectations.

Taxation rates, 2011

Country Income tax

Corporate rate (%) Personal rate (%) Sales tax (%)
Australia 30 17-45 10 (GST)
China 28 5456 17
Denmark 25 38-569 25
Hong Kong 16.5 2-17 -
Monaco 33.33 0 19.6
Russia 20 13 18
Saudi Arabia 20 20 =
Singapore 17 3.5-20 7 (GST)
Spain 30 24-43 18
UK 28 0-50 17.5
USA 16-35 15-35 =

Source: Worldwide Tax (www.worldwide-tax.com).
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Borrowing, saving and interest rates

Borrowing enables households to spend in excess of their current
disposable income. The level of borrowing depends on several fac-
tors including the ease of obtaining credit, future income and inter-
est rates. Many organizations offer in-house credit facilities in order
to increase the demand for their products.

Interest rates have an important effect on household consumption.
In general, lower interest rates tend to stimulate household consump-
tion for two reasons. First, at lower interest rates borrowing becomes
cheaper and thus more credit is taken out. At the same time house-
holds with mortgages (loans to buy houses) find their monthly repay-
ments falling thus leaving more money available for spending. Second,
low interest rates make savings less attractive and savings may tend to
fall. During the run up to the 2007 financial crisis credit became eas-
ier to obtain in many countries. This was particularly so in the USA
with the explosion of so-called sub prime mortgages. On the other
hand, the period following the banking crisis after 2007 saw a sud-
den reversal in credit availability and the arrival of the so-called credit
crunch. Exhibit 9.2 describes this process. Of course the credit crunch
becomes another factor in causing economic activity to rapidly slow

Exhibit 9.2 From credit ease to credit squeeze

From sub prime

Rising property prices in many parts of the world led to a frenzy of
property demand as purchasers sought to get rich quick and a frenzy

of supply as banks sought to profit from the demand for home loans.

As prices increased some banks reduced their previously strict lending
criteria and moved from a cautious and conservative approach to loans
to a more liberal and even reckless approach. They lent not only very high
proportions of asset values in loans (sometimes more than 100 per cent)
but also to people who were more risky in terms of income levels and job
stability. Good commissions for banks added to this credit explosion and
property prices continued to rise. Sub prime loans were also offered at
initial rates below the main bank rate but were contacted to reset to higher
rates of interest after a couple of years.

To credit crunch

Of course when low-income borrowers were faced with higher rates

they were unable to repay their loans and this led to a rising number of
repossessions. This was an important factor in causing house prices

to fall. Falling prices and loan defaults turned these loans into ‘toxic
assets’ as the loan values started to exceed the underlying asset values
(properties) and the loans were increasingly subject to default. This caused
a liquidity crisis in banks (they started to run out of money) (especially

in America) which quickly spread to the UK and beyond (especially to
Iceland) through the globalized system of banks. The banking system
suddenly turned from one of easy credit to one where it suddenly became
very difficult to borrow money. The credit crunch had arrived.
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UK bank base rate
Year Base rate Year Base rate Year Base rate
(October) (%) (October) (%) (October) (%)
1987 9.50 1996 6.00 2005 4.50
1988 12.00 1997 7.00 2006 4.75
1989 15.00 1998 7.25 2007 8.78
1990 14.00 1999 5.25 2008 4.50
1991 10.50 2000 6.00 2009 0.50
1992 8.00 2001 4.50 2010 0.50
1993 6.00 2002 4.00
1994 6.76 20083 3.50
1995 6.75 2004 4.75

Source: Adapted from National Statistics (www.statistics. gov.uk).

down thus fuelling the recession. The level of savings is also affected
by culture, habit and income.

Table 9.5 illustrates changes in interest rates. This table goes back
to 1987 because it is important to show that interest rates can be
very volatile. It can be seen that interest rates peaked at 15 per cent
in 1989 and troughed at 0.5 per cent in 2009. In each case these
unusual interest rates were set by the government to try to influence
household consumption. In 1989 the Bank of England was trying to
reduce household consumption because of high inflation in the econ-
omy. In 2009 the Bank of England was trying to stimulate house-
hold consumption to avoid a prolonged recession.

The term ‘interest rates’ can be misleading since there are many
interest rates in the economy. The bank base rate which is quoted in
Table 9.5 is the rate to which many other interest rates are referenced.
Taking 1993 as an example, bank base rate was 6.0 per cent. Rates
paid to savers in building society ordinary share accounts would be
around 2 per cent. Mortgage rates would be around 8 per cent, whilst
interest charges on credit cards would be about 23 per cent. A change
in the bank base rate will trigger a change in the whole structure of
interest rates. The reasons behind changes in interest rates are dis-
cussed later in this chapter.

Expectations

Expectations (or business confidence) refers to the degree of optimism
or pessimism with which consumers and business people view the
future. Expectations have a profound effect on the economy because
they tend to deliver self-fulfilling prophecies. When consumers feel
optimistic about the economy they tend to spend more and they thus


http://www.statistics.gov.uk

PART 4

The External Operating Environment

Exhibit 9.3 Changing expectations

1994: The most pessimistic level of confidence since April 1990 was
revealed by a Gallup survey conducted in March.

1994: 42 per cent of those questioned felt that their financial position
would deteriorate over the next year.

Source: The author, from Gallup data.

1998: The Dun & Bradstreet survey on business confidence questioned
1400 finance and managing directors in June. It showed business
confidence has hit its lowest level since the end of the last recession.
Senior analyst Mr Philip Mellor said: ‘As more firms expect further
increases in interest rates, so gloom has spread from exporters into
the domestic economy. For the first time in years the survey has shown
a severe drop in confidence among the service, retail and wholesale
sectors.’

Source: The author, from Dun & Bradstreet survey.

2004: According to a survey by the Woolwich bank millions of people still
believe that the housing boom will continue. The Woolwich found that 53
per cent of people expect house prices to increase significantly in 2004. Of
that number, 34 per cent believe they will rise by up to 10 per cent, while
the rest expect an increase of more than 10 per cent.

Source: The author, from Woolwich survey.

2010: Gallup’s Economic Confidence Index found 48 per cent of
Americans rated current economic conditions as ‘poor’ and think
economic conditions are ‘getting worse’.

Source:http.//www.gallup.com

cause the economy to grow. Conversely, when they feel pessimistic
about the economy they tend to spend less and thus they may prolong
the recession that is causing their pessimism. Expectations tend to be
influenced by recent experience, by the mass media, by asset prices
(particularly property prices) and by the level of unemployment.
Measuring expectations is often done by way of surveys, as illustrated
in Exhibit 9.3.

Export and import demand

Not all of household consumption results in demand for the goods
and services of domestic firms. Some household consumption is spent
on imports and so this expenditure is lost to the domestic economy.
For the recreation, leisure and tourism sector this can be a significant
amount. The demand for imports is affected by overseas costs, qual-
ity and uniqueness and the exchange rate. On the other hand, some
demand for the goods and services of domestic firms arises from
overseas customers in the form of exports. Exports generate addi-
tional expenditure to domestic economies. The demand for exports
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Exhibit 9.4 Japan and the tiger economies in recession

The economies of south-east and far-east Asia managed to avoid the
worst of the global downturn in 2008 but 10 years earlier the world’s
economic prospects were reversed: In 1998 Japan and the tiger
economies of Asia, for years the envy of the world, finally saw their
economies suffer major downturns.

The domino effect was started when Thailand devalued its currency

in 1997 and, one by one, neighbouring countries and trading partners
dragged one another down. By 1998 Japan, the world’s second largest
economy, was in recession. Elsewhere, Russia defaulted on its debts and
Brazil suffered a major devaluation in its currency.

The effects of this on the leisure and tourism industry were mixed. In

the countries suffering from recession, domestic demand for leisure and
tourism diminished considerably as real disposable incomes fell. For
some countries, currency devaluations caused an increase in the inflow
of tourists who were able to obtain better value for money. Leisure and
tourism outside of these countries was affected mainly by the Japanese
recession. Japan traditionally was a high-spending country on tourism
abroad. So destinations that were previously dependent on visitors from
Japan were affected.

More serious consequences would have resulted if the economic effects
of economic problems in Asia, Russia and South America had spread
and caused a simultaneous recession in Europe and the USA. The leisure
and tourism industries would have been early casualties of such a global
recession.

Source: The author.

is similarly affected by relative costs, quality and uniqueness, the
exchange rate and the prosperity of overseas economies. Exhibit 9.4
illustrates a period of economic recession which centred on Japan
and the ‘tiger economies’ of Asia in the late 1990s which had impacts
for example on tourist destinations that are dependent on Japanese
tourists.

Uniqueness in terms of cultural heritage, nature, landscape or cli-
mate can be important in determining tourism demand to various
countries. Similarly low production costs and a favourable exchange
rate mean that China, Thailand and Vietnam are significant sup-
pliers of leisure goods such as PCs, laptops, games, mobile devices,
cameras and sports equipment.

Government expenditure

Leisure and tourism organizations which are sensitive to changes in
government expenditure are those which depend upon government
for their income. Examples of these include arts organizations such
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Exhibit 9.5 German museum victim of recession

As in many parts of the world the global recession has hit the port of
Hamburg in Germany. The economic crisis has caused a fall of 6 billion
euros in tax revenue for Germany’s biggest port whose wealth relies on
global trade. This has prompted Hamburg’s mayor Christoph Ahlhaus to
make savings of 510 million euros a year in the city’s expenditure. High on
the list of casualties is the cultural leisure sector where the city is reducing
funding for the arts forcing theatres into crises, closing a museum and
making libraries reduce their opening hours.

Hamburg’s principal theatre is the Deutsches Schauspielhaus. It has had
1.22 million euros cut from its 2011-2012 budget and is likely to have to
close its youth-theatre project and shut many of its workshops. Hamburg’s
main museum is also affected. The Altonaer Museum focuses on regional
cultural history. But the museum has been identified for closure in order to
save around 3.45 million euros in government spending.

Torkild Hinrichsen, the director of the museum commented:
‘It will be the first time since World War Il that a museum of this size has
been closed in Germany.’

as museums, community sports organizations and national and local
tourist marketing organizations. The level and detail of government
expenditure tend to reflect two things. These are the state of govern-
ment finance and the political party in power.

When government finances are in deficit it is often ‘soft’ areas of
expenditure such as the arts that are cut in order to reduce public
spending. This is because it is very difficult to reduce core areas of
government spending such as education and social security. A change
in government can also change the economic fortunes of leisure orga-
nizations that are dependent on government subsidy. Right-wing gov-
ernments generally attempt to reduce public spending, whilst left-wing
governments are more likely to support leisure organizations that
bring benefits to the community. Exhibit 9.5 shows a typical example
of how national and state governments around the world, faced with
substantial budget cuts, have reduced expenditure on publicly funded
leisure programmes.

Investment

Some organizations do not supply goods and services to consumers,
but specialize in supplying capital goods to other firms. Thus the air-
craft manufacturer Boeing, selling to airlines and tour operators, finds
demand for its products is sensitive to the level of investment in the
economy. This in turn is affected by demand for goods and services as
well as interest rates which have an impact on investment funding costs.
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THE ECONOMIC ENVIRONMENT AND COSTS

The key macroeconomic factors affecting costs of recreation, leisure
and tourism goods and services are:

interest rates
inflation

the exchange rate
indirect taxes.

The effects of changes in interest rates have been discussed earlier
with reference to household consumption. However, interest rates also
affect firms’ costs, particularly those with significant borrowings.

Inflation can be defined as a general rise in the level of prices in
an economy. Leisure organizations operating in high inflation econo-
mies will face regular increases in their input prices — particularly
labour and raw material costs.

The exchange rate is the price of the domestic currency in terms of
foreign currencies. Where imports form a substantial component of
a good or service, changes in the exchange rate can have an effect on
production costs. A fall in the exchange rate of the US dollar against
foreign currencies will make imports into the USA more expensive.
This would affect retailers of recreation and leisure equipment and
clothing much of which is imported from the Far East.

Indirect taxes are taxes paid indirectly to the government. They
are paid first to a third party — generally a retailer. In the USA, sales
tax and in the European Community, value-added tax (VAT) are each
examples of indirect taxes (see Table 9.4). Any increase in indirect
taxes will generally cause an increase in prices. Exhibit 9.6 records
the introduction of new taxes on air travel. There is considerable
protest from the airline industry over these taxes. In particular they
argued that, since surface transport is not subject to such a tax, it may
cause a loss of passengers. This is particularly likely on routes such as
London to Paris, where the rail service Eurostar offers a close substi-
tute to air travel. Additionally UK airlines operating out of Heathrow
London argue that the UK taxes will mean that business is lost to
competing hubs such as Schipol in The Netherlands where air taxes

have been abolished.

MODELLING LEISURE AND TOURISM
[-O models

I-O tables are used to create a set of accounts that show the industries
that make up the economy. They show how these industries are linked
together through purchase and sales activity. They show for each
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Exhibit 9.6 Taxes take off on air travel

2004: The UK Government introduced a new tax, air passenger duty
(APD), at £5 for short-haul flights and £20 for long-haul flights.

2008: Air Passenger Tax introduced in the Netherlands.
2009: The Netherlands scraps its Air Passenger Tax.
2009: Ireland introduces an airport tax.

2010: The UK Government introduced a new banding system to relate the
tax more closely to distance travelled (based on the distance from London
to the capital city of a destination) as well as the class of travel. Under
these rules APD for economy-class travellers will increase from £10 to

£11 per passenger on short-haul flights, from £40 to £45 on medium-haul
flights, from £40 to £50 on extended-haul flights and from £40 to £55 on
long-haul flights. Prices for passengers in premium-economy cabins will
rise by up to a further £30.

2011: Germany introduces a tax on air travel.

industry from which other industries purchases are made from and
sales are made to. They therefore provide a picture of the complex
relationships that exist between different industries in the economy
and help identify complex supply chains. I-O tables are organized in
matrix form. The columns of each matrix show the inputs required
by each industry from other industries and the rows show the sales
of output from each industry to other industries. [-O models can be
used by tourism and leisure economists amongst other things to show
how changes in economic variables impact on different industries in
the economy through supply chains.

CGE models

CGE modelling has become increasingly popular as a way of predict-
ing the effects of changes in economic variables on the tourism sector
as well as the impacts of tourism on employment, GDP, exports, etc.
It involves describing the relationships between economic variables
as a series of solvable, linked mathematical equations. CGE models
are constructed as a series of interlinked sectors — production, con-
sumption, trade and government — each with their own formulae
and behavioural characteristics. Once established the model can be
expressed as a computer programme and used to examine a variety of
scenarios such as:

changes in the exchange rate;

the introduction of a tourism tax;

changes in interest rates;

the impacts of tourism expenditure on employment;
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Characteristic of economic cycles

Upswing/boom Downswing/recession

Unemployment Falling Rising

Profits Rising Falling
Household spending Rising Falling
Consumer borrowing Rising Falling
Imports Rising Falling
Inflation Rising Falling
Expectations Optimistic Pessimistic
Economic growth High Low/negative
Canlead to ... Hyper-inflation Recession

the effects of crises (e.g. 9/11) on tourism (Blake & Sinclair,
2003);

changes in visitor numbers;

impacts of tourism on poverty reduction;

the effects of government policy changes;

the introduction of carbon taxes.

ECONOMIC CYCLES AND GOVERNMENT
POLICY

Economic cycles

The economic environment is rarely stable. Rather, as indicated in
Figure 9.1, economies are subject to economic cycles demonstrating
upswings and downswings in economic activity. Sometimes the down-
swings are prolonged causing deep recessions such as the great depres-
sion of the 1920s, the Japanese recession of the late 1990s and the
near-global recession of 2008. Equally the upswings may cause an
economy to become overheated causing high or hyper-inflation and an
unsustainable boom in imports. Table 9.6 summarizes the key charac-
teristics of upswings and downswings.

The economist John Maynard Keynes (1883-1946) was impor-
tant in bringing an understanding to the analysis of economic cycles.
First, he analysed their causes. In particular he demonstrated the cir-
cular flow of income around economies. The circular flow of income
is illustrated in Figure 9.2. Here the economy is divided into house-
holds and firms. Households provide firms with factors of produc-
tion (especially labour) in return for factor incomes. This income is
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Figure 9.2 The circular flow of national income and expenditure.

used on expenditure on goods and services produced by firms. The
dotted line represents money flows and the solid line represents
physical flows. This diagram can show, for example, how a down-
swing could occur. If unemployment rose, households would have
less income and their expenditure would fall. This would mean less
demand for goods and services so firms would cut back production
and employ less factors of production causing unemployment to rise
further and the cycle to repeat in a downward direction.

Second, he argued that there is no reason that economies should
be naturally stable in a virtuous state of growth or that full employ-
ment was the norm. Instead, he showed how economies might get
stuck in a recession with persistent and high levels of unemploy-
ment. Third, he showed how governments could intervene in the
economy with a view of making economic cycles less pronounced
and attempting to generate full employment.

Much of the period after 1940 has been characterized by govern-
ment attempts to manage the macroeconomy. Crudely speaking in
Keynesian terms the government would attempt to stimulate the econ-
omy to offset a slump and to cool-down the economy to counter a
boom. It would do this by adjusting its own spending and attempting
to influence household spending. However, Keynesian policies were
criticized in the 1970s with the onset of stagflation (high inflation and
high unemployment). Opponents of Keynesianism argued against gov-
ernment intervention arguing instead that only a return to free mar-
kets (less trade union power, lower taxes, more competition and less
state ownership) could deliver economic growth without inflation.

Government economic policy

It is impossible to understand changes in the external economic envi-
ronment without consideration of the government’s role in the econ-
omy. This in turn can be understood in terms of aims and policies.
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The following aims are followed by most governments:

low inflation

low unemployment

balance between government spending and income over the
medium term (balanced budget)

balance between overseas earnings and expenditure (balanced trade)
economic growth.

However, different governments have different priorities among
these objectives. Right-wing (Conservative/Republican) govern-
ments, for example, put control of inflation and a balanced bud-
get at the top of the list. Left-wing (Labour, Liberal and Democrat)
governments generally have full employment as their top priority. It
must also be recognized that these aims are sometimes conflicting
(in particular full employment often goes hand in hand with higher
inflation). Also, as elections occur, policy aims are often distorted
towards short-term reductions in taxation.

Economic policy refers to a set of measures designed to affect the
economy. Classic Keynesian policies can be divided into:

Fiscal policy: This uses changes in the level of taxation or
government spending to influence the economy.

Monetary policy: This uses changes in interest rates, and thus the
cost of borrowing, to influence the economy.

A Keynesian recipe for managing a recession would utilize each of
these. Fiscal policy would be expansionary with a reduction in taxes
(to stimulate household expenditure) and an increase in government
spending. Monetary policy would reduce interest rates to stimulate
spending. However, an increase in spending and a reduction in taxes
meant that the government budget would fall into deficit which
could cause other economic problems — particularly inflation.

Economic environment and government policy
1985 — present: the case of the UK

An analysis of the UK economic environment over the past two
decades gives a useful insight into the cyclical nature of the economy
showing changes in key economic indicators as well as government
tactics to manage the economy.

Table 9.7 shows changes in the main indicators for the UK econ-
omy since 1986, and four distinct phases can be identified.

1986-1988: boom

It can be seen that the UK economy grew strongly in the period 1986-
1988, and unemployment which was at a high level of over 3 million
fell. This was despite the fact that monetary policy was generally quite



Table 9.7

1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010
Growth (%) 3.6 4.5 0.6 -0.5 3.9 2.6 2.7 2.3 2.4 2.7 2.9 0.5 1.8
Inflation (%) 3.4 4.9 9.5 3.9 2.5 2.4 1.5 3.0 1.7 3.0 3.2 4.0 8.2
Current balance (£~ —3.6 -19.8 —22.2 — 18,0 —6.7 -7.0 —20.9 —19.5 -19.0 —24.9 —44.9 =28\ —-36.0
billion)
Unemployment 3.2 2.4 1.6 2.7 2.5 2.1 1.8 1.6 1.5 1.6 1.7 1.7 2.4
(million)
Rate of interest (%) 118 13 14 7.0 6.25 6.0 6.0 5.8 3.9 4.75 4.75 4.5 0.5 g ;
Government -0.8 =036 —11.6 —-40.5 —47.3 -32.4 -0.84 13.9 —20.1 -41.8 —35.3 —-68.5 —180.1 % 3
borrowing (£ g »
billion) o
jo]
£/ 1.5 1.8 1.8 1.8 1.5 1.6 1.6 1.5 1.5 1.9 2.0 1.5 1.6 %
C/€ 1.5 1.5 1.4 1.3 1.3 1.2 1.5 1.6 1.6 1.5 1.5 1.5 1.2 3
=
Source. Adapted from Office for National Statistics, Economic Trends, Barclays Bank Review. 2
Notes: Rate of interest: 3-month interbank. (—) = borrowing requirement, (+) = repayment. %
[©]
o}

€¢¢c
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tight during this period. The purpose of tight monetary policy and
high interest rates was to suppress inflation. The rationale behind this
policy was first that high interest rates reduced consumer demand by
making credit expensive, and second that import prices were kept low
as high interest rates stimulated the demand for sterling and kept the
exchange rate high. However, the government reduced interest rates
in 1987 and also relaxed fiscal policy. The 1987 budget cut the basic
rate of income tax to 27 per cent and the 1988 budget made a further
cut in income tax to 25 per cent and scrapped higher rates of income
tax from 60 to 40 per cent. The result of this loosening of monetary
and fiscal policy was that economic growth became unsustainable. By
1989 inflation had risen rapidly to nearly 8 per cent, and the UK’s
overseas trading account showed a deficit of £26 billion.

1989-1992: bust

The rapid deterioration in inflation and foreign currency earnings
meant that the government had to apply the brakes to the economy.
Monetary policy was designated for this task, and interest rates were
progressively increased to 15 per cent in 1989. The government used
the famous phrase, ‘if it’s not hurting it’s not working’ to explain the
policy. What this meant was that interest rates were going to be used
by the government to slow down household consumption — mainly
by making credit expensive — and that rates would continue to rise
until household consumption was curbed.

Eventually the government’s policy did work, but perhaps too suc-
cessfully, since the economy slowed down and went into reverse, eco-
nomic growth being a negative figure for both 1991 and 1992. As the
recession took hold, unemployment rose quickly to reach 2.8 million
by 1993. During this period government policy got into a mess. The
recession, and the consequent rise in unemployment, meant less tax
receipts for the government and more spending on state benefits. Thus
the public sector net cash requirement increased sharply and the gov-
ernment had to borrow £37 billion in 1992. The high government
borrowing meant that it was difficult to stimulate the economy by
reducing taxes. At the same time, the government had taken sterling
(£) into the exchange rate mechanism (ERM) of the European mon-
etary system. Monetary policy was used to maintain sterling’s agreed
rate of exchange against European currencies. High interest rates were
used to make sterling an attractive currency and thus maintain its
value. Thus the recession was prolonged by high interest rates, and
tax cuts could not be used to stimulate consumer spending because of
high government borrowing.

1992-1994: a lucky escape

Despite all the government’s efforts (interest rates were raised from
10 to 15 per cent in one day), sterling was forced to leave the ERM
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in September 1992. This enabled the government to relax its mon-
etary policy and interest rates were lowered in a series of moves via
10.5 per cent in 1991 to 7 per cent in 1992. This allowed the econ-
omy to recover, led by a rise in household consumption. However,
government borrowing was still high, reflecting the effects of the
recession in reducing government tax income and increasing benefit
payments and in 1993 the government had to borrow £46 billion.
The budgets of 1993 and 1994 thus contained a series of measures
to increase taxes to reduce government borrowing. They also main-
tained tight control on government expenditure.

1994-2007: Sustainable growth?

The period between 1994 and 2007 was a period of modest eco-
nomic growth and stability in the British economy. Unusually there
have been no significant crises in any of the main economic indica-
tors. The economy entered a period of low inflation. The economic
policy of the incoming Labour government in 1997 was to keep to
existing public spending plans and to set up an independent mon-
etary policy committee of the Bank of England whose task is to use
interest rates to keep inflation at 2.5 per cent. This led to rises in
interest rates in 1997 and 1998. The 1998 rises coincided with wor-
ries about a world recession and caused alarm amongst some policy
analysts. But rates were reduced rapidly again in 1999 as inflation
steadied. So throughout this period the economic picture was one of:

¢ low inflation

¢+ falling unemployment

¢ modest economic growth

¢ low interest rates

¢ modest government budget deficit.

This period also saw some serious oil price spikes as world
demand sometimes outstripped oil supplies.

2007-2010: back to bust — the financial crisis and near-global
recession

The year 2007 can be added to the list of significant economic cri-
ses which include the Great Depression (1929-1935) and the Asian
Economic Crisis of 1997-1998. The 13-year period prior to 2007
was a time of relative economic stability. For example, the UK and
US economies were enjoying 2—4 per cent per year growth, China’s
economy often grew at 14 per cent per year. But by 2007, an unsus-
tainable set of economic conditions were developing. Property price
inflation was particularly evident, fuelled by overly optimistic expec-
tations and cheap and easy availability of loans — especially sub
prime loans in the USA. But the property boom faltered in the USA
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(as those who were on sub prime loans were moved to higher rates
and defaulted on their debt) and so was soon followed by bank-
ing crises in Freddie Mac and Fanny Mae, the Northern Rock and
Lehman Bros.

A domino effect occurred and the root cause of the subsequent
economic crisis is easy to trace. The causes can be attributed to:

Overpriced assets — particularly property prices: Property prices
increased sharply in the period prior to 2007.

Market madness and unrealistic optimism: Capitalist markets
sometimes get overheated. Because property prices continued to
rise, people wanted to buy more and more property to benefit
from property inflation. This caused an unsustainable speculative
bubble.

Deregulation of the banks: Banks had moved from a system of
strong regulation by governments to a ‘light touch’ regulation.
The rules about how much banks could lend and the type of
assets they must keep in order to be able to meet demands for
cash were relaxed.

A change in banking culture from the conservative to the risky:
A new generation of bankers focussed on growth and profits
rather than liquidity and stability. Short-term pay incentives

and commissions for selling loans overshadowed long-term
sustainability in the banking sector.

Sub prime loans: Rising property prices were seen as the norm
rather than an exception. Banks competed strongly with each
other to sell more loans. ‘Sub prime’ loans became a popular
way to sell more loans. They were sold at initial rates that were
lower than prime (central bank) rates of interest as an opening
inducement. Banks were also less careful about the credentials of
borrowers.

Property crash: Tt did not take much to reverse the unsustainably
high prices of property. Borrowers had overstretched themselves.
In particular those on sub prime rates were being moved to
market rates of interest. Many could not afford these higher rates
and defaulted.

Bad debt and toxic assets: Banks were left with bad debt — a
combination of loan defaults and insufficient asset values (as
property prices fell) to cover bad debt. Some banks became
bankrupt.

Globalization: International connectivity enabled the crisis to
spread quickly and globally.

The economic crisis caused a run on the banks. There was a serious
run on the Northern Rock Bank (UK) and Lehman Brothers (USA)
went bust. Share prices dropped on stock exchanges worldwide.
Economic activity froze up when the credit crunch hit as banks were
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desperately trying to restore their assets and reduce liabilities. Two
quarters of falling output in 2008 confirmed the arrival of a recession
in both the UK and the USA, together with mass unemployment and
a feel-bad factor. On the other hand, the period witnessed falling oil
prices and exchange rate adjustments.

However, perhaps the recession was not as bad as it might have
been. Governments were quick to introduce policies to prevent a
more catastrophic depression on the scale of 1929. In the UK the
government introduced short- and long-term economic measures:
short-term measures included a stabilization and stimulus package:

¢ An emergency nationalization/part nationalization programme of
banks in the USA, UK and elsewhere.

¢ A reduction of interest rates in the UK to 0.5 per cent.

¢ A temporary reduction in sales tax from 17.5 per cent to 15 per cent.

¢ ‘Quantitative easing’ whereby the Bank of England makes extra
funds available to the banking system.

But as a result of the bank rescue package and the negative effect
of the recession on government spending and tax revenues in the
UK, government debt soared to £160 billion in 2010. So the gov-
ernment introduced long-term measure to address this unsustainable

deficit which included:

¢ An increase in sales tax to 20 per cent.
¢ A 2-year pay freeze for public sector workers.

¢ A comprehensive spending review with cuts of £81 billion in
government spending.

The recession had mainly similar effects in the USA and elsewhere
in the world but put considerable strain on the Eurozone as its heav-
ily indebted countries — the so-called PIGS group — Portugal, Italy
(and Ireland), Greece and Spain fought to reduce their substantial
government deficits. However, other parts of the world, notably
South America, Asia and Australasia managed to avoid the global
recession.

THE FUTURE

An eminent professor of economics, the Lord Maurice Peston of
Mile End, cautioned against blind faith in economic forecasting,
suggesting that random typing of a monkey at a keyboard would
result in equally useful forecasts as those produced by complex
mathematical models. However, economic forecasts are an essential
part of business planning, but must be used with extreme caution,
and the assumptions upon which they are made must be constantly
monitored. Many forecasts now include a pessimistic outlook, an
optimistic outlook and a middle range forecast.
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Opportunities and threats analysis

Environment Opportunities Threats
Competitive

Threat of entrants

Power of buyers

Power of suppliers

Threat of substitutes

Competitive rivalry
PEST

Palitical

Economic
Sociocultural
Technological

OPPORTUNITIES AND THREATS ANALYSIS

An opportunities and threats analysis examines an organization’s
operating environment. The operating environment can be audited
using the framework established in this and the previous chapter
and this is illustrated in Table 9.8.

Once the key opportunities and threats have been established
for an organization, its strategic plan can be updated to show how
opportunities can be exploited and threats can be countered.

REVIEW OF KEY TERMS

Real household consumption: money household
consumption — inflation.

Disposable income: income — direct taxes + government
benefits.

Recession: two consecutive quarters of falling output.

Public sector net cash requirement: government spending —
taxes.

GDP: total value of output of an economy in a year.
Economic cycle: up and down movement of economic activity.
Fiscal policy: use of tax and government spending levels to
influence the economy.

Monetary policy: use of interest rates to influence the
economy.
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Task 9.1 Journal article: Brent Ritchie, J.R., Molinar, C.,
Frechtling, D., 2010. Impacts of the world recession and
economic crisis on tourism: North America. Journal of
Travel Research 49 (1), 5-15

This article investigates the impact of the economic crisis of 2008-
2009 on the tourism industry of North America. It draws its research
data for Canada from Statistics Canada and information bulletins
from the Canadian Tourism Commission. Research on for Mexico uses
official reports prepared by government agencies. Information on the
USA was mainly extracted from the US Travel and Tourism Satellite
Account system of the US Bureau of Economic Analysis. In compar-
ing the three regions the authors find that whilst tourism in Canada
and the USA was affected by the economic crisis, tourism in Mexico
has been affected more by the swine flu pandemic, exchange rates and
weather conditions than by the economic crisis itself and that for tour-
ism in the USA the events of 9/11 had a much greater impact than the
€Conomic Crisis.

More specifically the authors make the following observations:

o Canada: ‘Leisure travel intentions, in particular, have taken a
dramatic tumble. In brief, the declining economic prospects have
taken a toll on Canadians’ future travel plans. Survey data from late
2008 from the CTRI (Canadian Tourism Commission information)
indicate that only 39.1% of Canadians plan to take a winter
holiday — down from 47.5% a year earlier’ (p. 8).

e Mexico: ‘the current global economic recession has certainly
had an impact on the tourism sector of the Mexican economy,
although moderate. This moderate impact is basically reflected
in the reduced tourist expenditures, job losses in the sector,
and a reduced number of passengers on cruises and border
excursionists...” (pp. 10-11).

e USA: ‘Travel demand [for the U.S.] during the current recession is
down at twice the rate of the GDP decline ... travel prices have
fallen ... tourism industry employment directly related to tourism
demand has fallen...” (p. 13).

Recap Questions

1 To what extent was the economic crisis of 2008-2009 a ‘world
recession’?

2 Identify the main effects of the economic crisis of 2008-2009 on
tourism in Canada, the USA and Mexico.

3 Why did the economic crisis of 2008-2009 affect Canada, the USA
and Mexico unevenly?

4 What policies might the governments of Canada, the USA and
Mexico adopt to counter the effects of the recession?

5 What is the current state of the US economy? Explain any changes
from the economic crisis of 2008-2009.

6 What is GDP and why does it decline in a recession?

7 What is the definition of a recession?
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Task 9.2 Impacts of the economic crisis (2008/2009)

1 United Nations World Tourism Organization predictions

(a) International tourism to stagnate or even decline slightly
throughout 2009.

(b) Amongst those most affected are the Americas and Europe as
most of their source markets are already in, or entering, recession.
In Asia and the Pacific the industry is expected to grow however
at a slower rate than in previous years. Africa and the Middle
East find themselves in a similar situation.

2 Effects on transport

(a) Emirates Airline slows expansion during 2009 — a year seen as
one of consolidation.

(b) Virgin Atlantic is responding to a drop in demand for air travel
by cutting 600 jobs.

(c) Ryanair has been hit with a third quarter loss of €102 million,
compared to a profit of €35 million in the same period a year
earlier.

(d) BA releases February passenger statistics showing a 20.2 per
cent decrease in premium traffic and a 5.5 per cent fall in non-
premium traffic.

(e) Cathay Pacific posted a loss of HK$8.56 billion.

(f) IATA figures paint bleak picture for airline industry. Industry is
‘drowning in red ink’, says IATA chief executive.

Effects on destinations

(a) The number of people visiting tourist attractions in Amsterdam
in November dropped by 13.3 per cent, says Lodewijk Asscher,
Amsterdam’s deputy mayor of economic affairs.

(b) 12 per cent fewer British and American visitors came to
Amsterdam via Schipol airport in November.

Effects on operators

(a) Sales for the hotel breaks division, which includes Superbreak, is
10 per cent below last year.

Effects on hospitality

(a) DLA Piper 2009 Europe Hospitality Outlook Report has
published its findings which include:

(i) The majority of UK hotel executives are predicting hotel
chain bankruptcies in the next 12 months. Respondents cited
two main reasons for their level of pessimism — the inability
to raise capital in the current market and the struggling
European economy.

(i) The poll also found that almost three quarters of respondents
are witnessing a significant reduction in business travel.

(b) A poll of 170 business travel buyers commissioned in London at
the Business Travel Show revealed two fifths are downgrading
accommodation.

6 How is tourism responding?

(a) Virgin launches a seat sale with flights to New York from £279
return.

(b) Virgin Atlantic introduce a pay freeze for staff.
(c) Emirates announces increase reward scheme points.
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(d) Bmibaby switches away from cities: beach resorts are more
popular as demand for impulsive city breaks weakens.

(e) Royal Caribbean (cruises) is able to maintain booking levels but
at ‘significantly’ lower prices.

(f) Kuoni imposes group-wide job cuts and CEO Peter Rothwell
outlines a 3-year plan including strengthening electronic
distribution.

eI (12

(g) Dynamic packaging becomes more important and Ryanair secures
a new accommodation supplier in a deal which sees 57,000 hotels
available via airline’s website.

(h) Moves to more upselling on websites including insurance, car hire

and accommodation.
7 Broad lessons

(a) Existing strategies are often torn up in the crisis with a new focus
on consolidation and tactical withdrawal.

(b) Bankruptcies inevitable.

(c) Much more selective discounting offered as there is an expectation
of good deals from customers.

(d) Capacity management becomes important.

(e) Cost management is paramount.

(f) Important to understand the crisis. It offers a variety of
opportunities and threats (e.g. exchange rate benefits) and should
not be seen as homogeneous economic crisis.

Source: TravelMole (www.travelmole.com).

Recap Questions

1 To what extent is the economic crisis a global phenomenon?

What are the main impacts of the economic crisis on the leisure
industries?

3 In what ways have leisure organizations sought to contain the
negative effects of the economic crisis?

4 Explain how the economic crisis ‘offers a variety of opportunities and
threats and should not be seen as homogeneous economic crisis’.

Task 9.3 Scenario planning

Organizations increasingly use the method of scenario planning to antic-
ipate changes in the external environment. This enables them to plan
considered responses.

Recap Questions

1 Choose two firms in the leisure and tourism sector and analyse how
they might be affected by the following scenarios:

(a) A rise in interest rates.
(b) A fall in unemployment.
(c) A fall in the exchange rate.
(d) A rise in inflation.
2 Which two of these represent the most likely scenario for the next 2
years? Explain your reasoning.


http://www.travelmole.com

Q The economic environment

MULTIPLE CHOICE

1 Which of the following is unlikely to cause a fall in household
consumption?

(a) A rise in unemployment.
(b) An increase in interest rates.
(c) Pessimistic expectations about the economy.
(d) A fall in income tax.
2 Which of the following is true of real household’s disposable
income?
(a) It equals real household’s income — direct taxes + benefits.
(b) Tt equals real household’s income — benefits + direct taxes.
(c) Tt is directly determined by the level of real exports.
(d) Tt equals real household’s income — borrowing + savings.
3 Generally an increase in interest rates will
(a) Reduce savings.
(b) Increase consumption.
(c) Decrease consumption.
(d) Reduce an organization’s costs.
4 Which of the following is unlikely during an economic boom or
upswing?
(2) Unemployment is falling.
(b) Household consumption is rising.
(c) Imports are falling.
(d) Expectations are optimistic.
5 Which of the following is false?

(a) Fiscal policy involves changes to interest rates.

(b) Real income: money income — inflation.

(c) Keynesian policy seeks to stimulate the economy during a
downswing.

(d) Public sector net cash requirement will rise if taxes fall and
government spending rises.

REVIEW QUESTIONS

1 Households’ consumption at current prices rises from £100
billion in year 1 to £110 billion in year 2. Over the same
period inflation is 10 per cent. What is the level of households’
consumption at constant (year 1) prices in year 2?

2 What is the definition and what are the characteristics of a
recession?

3 What is the definition and what are the characteristics of a recovery?
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4 Distinguish between fiscal and monetary policy.

5 What type of fiscal and monetary policy could be used to
stimulate the economy in a recession?

6 What is the relationship between public sector borrowing,
taxation and government revenue?
7 What is the economic outlook for:
(@) China?
(b) USA?
(c) Australia?
(d) The EU?
8 Explain the significance of the following to a named leisure or
tourism sector organization:
(@) Interest rates.
(b) Exchange rates.
(c) Real disposable income.
(d) Expectations.

Websites of Interest

TravelMole: www.travelmole.com
USA Statistics: www.usa.gov
Global economic outlook: www.merrilllynch.com

Organization for Economic Development and Cooperation Statistics:
www.oecd.org

European Union Statistics: http://europa.eu.int

Australian Bureau of statistics: www.abs.gov.au

Brazil Statistics www.ibge.gov.br

Canada Statistics: www.statcan.ca

New Zealand Statistics: www.stats.govt.nz

UK Office for National Statistics http://www.statistics.gov.uk
US Treasury Office of Economic Policy: www.ustreas.gov
Eurostat: http://epp.eurostat.ec.europa.eu

Worldwide Tax: www.worldwide-tax.com


http://www.travelmole.com
http://www.stat.usa.gov/
http://www.merrilllynch.com
http://www.oecd.org
http://www.europa.eu.int
http://www.abs.gov.au
http://www.ibge.gov.br
http://www.statcan.ca
http://www.stats.govt.nz
http://www.statistics.gov.uk
http://www.ustreas.gov
http://www.epp.eurostat.ec.europa.eu
http://www.worldwide-tax.com
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Investment in the private sector

Objectives and learning outcomes

With hindsight, it is not difficult to analyse the factors that have made
some private sector investment projects in the recreation, leisure and
tourism sector such successes and others such dismal failures. The
failures include airlines such as Swissair whilst successes include projects
as diverse as films (Lord of the Rings), visitor attractions (LegoLand,
Denmark; Port Aventura, Spain) and electronic devices (i-phone, i-player,
i-pad).

However, at the planning stage, it is much more difficult to forecast the
success of investments, largely because of the uncertainty surrounding
the future. This chapter seeks to define the meaning of investment,
consider how potential investment projects are appraised and stress the
shortcomings of quantitative techniques.

By studying this chapter, students will be able to:

e define and distinguish between different types of investment;
e analyse the factors which affect an investment decision;

o utilize techniques for investment appraisal;

e understand the uncertainty surrounding investment appraisal;
e analyse the effects of investment on the economy;

e evaluate government policy with regard to investment.

DEFINITION AND EXAMPLES

In general usage people use the term ‘investment’ to include bank
and building society deposits and the purchase of stocks and shares.
Economists are more specific in their use of the term. Investment
may be defined as expenditure on capital goods and working capital.
Capital goods can be contrasted with consumer goods. The latter
are produced because of the direct satisfaction they yield (e.g. food,
magazines and clothes), whilst the former are produced because they
improve efficiency of production.

Fixed capital goods consist of buildings, plant and machinery, and
in the leisure and tourism sector examples include hotel buildings (see
Plate 10), computer reservation and booking systems, aircraft and golf-
ball making machinery. The total expenditure on such items is recorded
as ‘gross domestic fixed capital formation’ in government statistics.

Working capital consists of stocks of raw materials, semi-manu-
factured goods and manufactured goods which have not yet been
sold. Manufacturers monitor stocks of unsold products closely and
these tend to be the key signals in a market economy to reduce
or increase production. Working capital is an essential part of
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Plate 10 Investment in new Beachside Luxury Accommodation, Vietnam.

Table 10.1

Buildings and Equipment, plant and Total
structures machinery
2006-2007 39,7583 48,660 88,267
2007-2008 44,284 54,539 98,671
2008-2009 55,519 57,602 113,121
2009-2010 52,531 57,069 109,600

Source. Australian Bureau of Statistics.

production, although €just-in-time’ production techniques have
reduced the need for large stocks of raw materials and components
to be held in factories. Expenditure on these items is recorded in
government statistics as ‘increase in stocks and work in progress’.

Table 10.1 shows recent changes in private new capital expendi-
ture for Australia. This refers to the total amount of investment in
new private sector capital goods. Sometimes a distinction is made
between ‘gross’ and ‘net’ investment. The term ‘gross’ means that
it covers all capital investment including the replacement of worn-
out machines. The term ‘net’ would cover only investment over and
above the replacement of worn-out machines:

Net investment = gross investment — depreciation
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Table 10.1 shows a considerable fall in investment from 2008 to
2009. Some important factors affecting the level of investment include:

households’ consumption
expectations

amount of spare capacity
interest rates.

Therefore, changes in the above factors should be examined for
an explanation of the fall in investment in 2008 that is evident from
Table 10.1. In fact, three factors contributed to the fall in investment.
Interest rates were quite stable and had little effect on households’
consumption or the cost of borrowing for investment projects. But the
global recession meant that suppliers were left with spare capacity in
the form of empty planes, unused accommodation and idle machin-
ery and thus there was little need for additional or replacement invest-
ment. Finally, as the global recession deepened, people’s expectations
became more pessimistic and investment depends on optimistic expec-
tations about future levels of income and expenditure.

Lowering interest rates is often suggested as an appropriate gov-
ernment policy to stimulate investment. However, it should be noted
that lower interest rates will not necessarily, single-handedly, stimulate
investment demand in a recession since there may already be spare
capacity in an organization and expectations may remain pessimistic.

Table 10.1 presents data for private new capital expenditure using
chain volume measures. This means that the data has been adjusted
for inflation and is similar to what is sometimes referred to as ‘real’
rather than ‘money’ data.

FACTORS AFFECTING INVESTMENT

Investment in the private sector is undertaken to increase profitabil-
ity. Since we assume that the motive of private sector organizations
is the maximization of profits, such organizations will seek to invest
in those projects which yield the highest return. Investment projects
will incur planning, construction and running costs and yield reve-
nue when in operation. Thus, the profitability of an investment proj-
ect can be analysed by investigating its costs and revenue.

Exhibit 10.1 illustrates that a key barrier to tourism investment
in Cuba by foreign firms has been the prohibition of land ownership
on the island enforced by the communist government.

Cost of investment

The main costs of an investment will be:

planning costs
costs of capital goods
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Exhibit 10.1 Foreign investment in tourism to be allowed in Cuba

The Revolution of 1959 saw a demise of Golf in Cuba and in 2010 there
was only one 18-hole golf course in the whole of the island. But recently
the government announced plans to allow foreigners to invest in marinas,
golf courses and other land projects to help develop Cuba’s tourism
industry. This represents a profound change in policy as previously the
government prohibited foreign ownership of land or business assets.

The tourism Minister Manuel Marrero said it was important to attract more
affluent tourists to the island and exploit the tourism potential of regions
that are undeveloped.

The Communist government has developed plans to grant foreigners
medium- to long-term leases of land associated with investment in
tourism, especially golf courses, marinas and complementary tourist
investments. A number of foreign investment firms have proposed
building golf courses and complexes which include luxury sea front
accommodation.

Source.: Adapted from the BBC (www.bbc.com)

cost of financing investment
running costs of the investment.

Planning costs

The planning costs of an investment include consultancy costs for
technical feasibility, market research, competitor scanning, financial
appraisal and overall project planning. For large-scale projects, plan-
ning costs can be considerable and add to the overall project timetable.
The BAA made a substantial investment in a new passenger terminal —
terminal 5 — at London Heathrow Airport. Table 10.2 shows the origi-
nal timetable for the project as envisaged in 1992. It can be seen that
the planning, consultation and enquiry phase represents an equivalent
S-year period to the construction phase, doubling the project timetable
to 10 years. In the event this timetable underestimated the planning
stages of the project and the UK government did not give the go ahead
until 2001—four years later than expected. This added significantly to
the costs of the project which are discussed in Exhibit 10.2. Indeed, the
terminal did not actually open until 2008. Additionally, BAA wished to
build a new runway (R3) at London Heathrow and accumulated sub-
stantial planning, land purchase and legal costs before the project was
rejected by the new coalition government in 2010.

Costs of capital goods

The capital costs of an investment are the costs of buildings, plant
and machinery. In some cases these are known costs, since there is
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Terminal 5 timetable

Year Projected stage

1¢e2 Local consultations

1992 Submission of planning application
1994 Start of public planning inquiry
1995 End of public planning inquiry
1997 Government decision expected

Subject to planning approval being granted

1997 Start of construction
20071 Completion of phase 1 construction
2002 Opening of phase 1
2016 Terminal reaches maximum capacity

Source: BAA (1992).

Exhibit 10.2 High costs of terminal failure

1999: If things had gone according to plan, BAA’'s Terminal 5 (T5) would
by now be a busy construction site of cranes, half-completed buildings
and road links. The fact that the site is still occupied by a sewerage work
demonstrates how far the project has slipped behind schedule. The year
2001 was to have seen the completion of phase 1 of the project, but it will
now be the year when the government gives its final decision on whether
the project is allowed to go ahead. This will push back the opening of
phase 1 from 2002 to 20086, if the project is allowed. The main delay to
the project has been the public enquiry which in the event has taken 3
years to hear the evidence of the BAA, local authorities, environmental
campaigners and other interest groups. The overall project has an
estimated cost of €2.6 billion. But the delays to the project mean that the
planning and preparation costs, which have to be paid even if the project
is eventually rejected, have now reached €360 million. These costs have
been needed to pay for legal teams at the public enquiry, design costs of
the building and the cost of land purchase.

2001: On 20 November 2001, the Government announced its decision to
approve the building of Heathrow’s Terminal 5 after a planning process
which has cost nearly $120 million over 14 years. The cost of this process
has been met mostly by BAA and BA, the two main proponents of the
Terminal’s development. The new terminal is expected to be completed in
2007 and project itself will cost around $3 billion.

2008: Terminal 5 opens.

Source. The author, from press reports and briefings (1999, 2004, 2008).

a market in commonly purchased capital goods such as computer
systems, vehicles and standard buildings. For more complex invest-
ments, capital costs can only be estimated in the planning stage and
for large construction projects, estimates of costs are notoriously
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unreliable. The original estimate for building and equipping the
Channel Tunnel was £5 billion but by 1993 the figure had been
revised to £10 billion. Such escalations in costs are typical of large
construction projects. In the case of the Channel Tunnel, factors
such as price increases in materials, increased wages, unforeseen
technical difficulties in boring the tunnel, specification changes to
improve safety and legal disputes over costs between Eurotunnel and
the construction company Trans-Manche Link (TML) all added to
the increased costs.

Cost of financing investment

Finance for investment projects may be found internally out of a
company’s profits, or externally from the capital markets, for exam-
ple, through banks or share issues.

External funding by loans carries costs in terms of interest rates
that have to be paid for the duration of a loan. These interest rates
may be fixed or variable. External funding by a share issue incurs
issue costs but the costs of funding (i.e. the dividend payments to
shareholders) are then tied into future profits.

It might appear that internally generated funds do not carry any
special costs, since a company does not have to pay interest on its
own funds. However, there is an opportunity cost of using internal
funds. That is, the cost in terms of other uses to which the funds could
have been put. A company could put funds on deposit in the money
markets and gain interest on such deposits. Thus, even where internal
funds are used for investment, a notional interest rate will be used to
represent their opportunity cost. In general, higher interest rates will
act as a disincentive to investment.

Running costs of the investment

The running costs of an investment will include all the other costs of
operating the project. These include labour costs, maintenance costs
and raw material costs. New technology which reduces running and
production costs can be an important cause of investment.

Revenue from investment

Total revenue from sales resulting from an investment project can be
calculated by multiplying the selling price by the quantity sold, and
thus the main factors affecting the revenue obtained from an invest-
ment are:

¢ price of output

e quantity of output sold
e other factors.
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Price of output

The price of the output of an investment project will largely depend
on demand and the competition in the market under consideration.
This is discussed fully in Chapter 6, and in general the less compe-
tition, the more power a supplier will have to set price. Where a
monopoly or near-monopoly exists, price can be producer deter-
mined (but quantity sold will reflect demand). However, potential
competitors will move quickly to produce near substitutes where
possible, particularly if a premium price is being charged. Where a
few producers exist in a market (oligopoly or monopolistic competi-
tion), the impact of a new entrant will change the actions of those
already in the market and thus lead to unpredictability. In a perfectly
competitive market, prices will be driven down to reflect the low-
est average costs in the industry. Thus, although a company may
have market intelligence about current prices in the market where
its investment is to take place, any estimate of prices in future years
is likely to be very uncertain. Channel Tunnel prices, for example,
changed considerably between the planning stage and the present.
This reflects the changing marketing strategies of competing ferry
and airline companies.

Quantity of output sold

Quantity sold will be closely related to price charged. However, it
will also be related to factors including consumers’ income, competi-
tive prices and advertising. Figure 10.1 shows forecasts of passenger
demand for airports in the south-east of England. These were part
of the feasibility study for London Heathrow’s Terminal 5. Clearly
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Figure 10.1 Passenger demand forecasts for airports in the southeast. Source: BAA.
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there are a range of factors, for example, environmental pressures,
taxes, fuel costs and other unforeseen shocks, which might cause the
forecasts to be wrong.

The Tourism Forecasting Council (1998) developed the Tourist
Accommodation Regional Demand, Investment and Supply (TARDIS)
model. This is a tool to measure the interaction between the demand
for and the supply of tourist accommodation to help determine the
viability of proposed investment.

Other factors

Government policy may affect the revenue that derives from an
investment project in several ways. First, government taxation policy
may affect prices (sales taxes), or spending power (income tax) or
profits (corporation tax). Second, government legislation may affect
the demand for goods, and finally monopolies and mergers legisla-
tion may have an impact upon prices that can be charged.

Expectations play a key part in investment decisions. Expectations
reflect views about how successful the economy will be in future
years. Where investors have a pessimistic view about the future
economy, they will generally defer investment decisions.

Property development is a prominent feature of much leisure and
tourism investment. Whilst rental income is a part of the anticipated
revenue from such developments, capital appreciation can also be
an important factor. Thus, such developments are often sensitive to
expectations about future prices of property.

Above all, the factors surrounding an investment decision are sub-
ject to a great deal of uncertainty. Few of the factors have known val-
ues. Current interest rates are known, and where an investment obtains
funds at fixed rates, this provides a predictable element. However,
where funds are obtained at variable interest rates, considerable uncer-
tainty will exist. Similar uncertainty surrounds the final costs of com-
plex capital projects, price of output and demand for the final good or
service. These are all subject to changes in the C-PEST environments.

Knowles and Egan (2000) reviewed the impact of the combined
effects of global recession and the terrorist attacks of 11 September
2001 on the international hotel industry. They argued that those hotel
companies heavily dependant on the US market, particularly four-
and five-star properties located in the major gateway cities, will see
significant falls. First, in revenue per available room (revPAR) and
second, in occupancy. From an investment point of view, Knowles
and Egan argued that the major firms, which had announced signifi-
cant expansion plans prior to September, are likely to be extremely
cautious in their implementation. They also noted that a key factor
that affects the international hotel industry is consumer confidence
and that UK surveys during October 2001 recorded a decline in con-
fidence, particularly with regard to peoples’ willingness to travel.
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APPRAISAL TECHNIQUES

Having identified the factors affecting the profitability of an invest-
ment, these can be used in a variety of quantitative methods to aid
decision-making.

Investment appraisal reports may appear very authoritative,
neatly summarizing projects in figures. However, in view of the
uncertainties discussed in the previous section, care should be taken
to examine the assumption on which appraisals are made. The main
appraisal techniques are:

payback method
average rate of return
net present value
internal rate of return.

Payback method

This method compares investment projects by measuring the length of
time it takes to repay the original investment from the revenues earned.
It therefore favours projects which have the earliest payback. The key
problems with this method are first that earnings that an investment
may make after the payback period are not taken into account, and sec-
ond revenues are not discounted so earnings within the payback period
are given equal weight irrespective of the year they appear in. On the
other hand, the sooner the payback, the less a project will be subject to
uncertainties, and some companies may see speed of return as a priority
over total return. Table 10.3 shows an example of this method and it
can be seen that in this example the payback period is 3 years, when the
cumulative cash flow reaches zero.

Average rate of return

This method calculates the total earnings from an investment and
divides this by the number of years of the project’s life. This figure is
then expressed as a percentage of the capital costs of the project. For

Payback method of investment appraisal (£ million)

Year 0 1 2 3 4

Costs 2.4 0.4 0.4 0.4 0.2
Revenue 0 1.0 1.2 1.4 1.4
Cash flow 2.4 0.6 0.8 1.0 1.2

Cumulative cash flow —2.4 -1.8 —-1.0 0.0 1.2
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example, if an investment project had a total cost of £100,000 and
earned a total of £150,000 over 5 years, the annual earnings would
be £10,000, which represents an annual average rate of return of
£10,000/£100,000 or 10 per cent on the capital employed. This
method also fails to discount future earnings.

Net present value

The net present value method takes into account the fact that future
earnings have a lower value than current earnings. For example,
£100 today could be invested at a rate of interest of 10 per cent to
give £110 in a year’s time. Working this backwards, £100 in a year’s
time is only worth £90.91 today at a rate of interest of 10 per cent. In
other words, it has been discounted at a rate of 10 per cent to find its
present discounted value (PDV). Discount tables exist to assist such
calculations but there is also a formula for calculating PDV:

PDV = Rt/(1i)t

where R = return, ¢ = year and 7 = rate of interest or discount rate
(expressed as decimal).

Row 1 of Table 10.4 shows the net revenues of a project with
an initial capital cost of £16 million in years 1-4, and row 2 shows
these figures discounted to their present values using a discount rate
of 10 per cent. The net unadjusted revenues sum to £19 million
and thus the project appears to show a net surplus of £3 million.
However, the net present value technique compares costs and rev-
enues discounted to their net present values. The total net revenue
falls to £14.55 million when discounted to present value, and the
project shows the following net present value:

Costs at present value £16.00 million
Revenue at present value £14.55 million
Net present value —£1.45 million

This negative figure indicates an unprofitable investment.

Table 10.4

Year 0 1 2 3 4

Net revenue 2.0 5.0 6.0 6.0

PDV of net 1.82 413 4.5 4.1
revenues

Note: Discount rate = 10 per cent.
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Internal rate of return

The internal rate of return method also uses discounted cash flow. It
calculates the discount rate that would equate the net present value
of future earnings of an investment to its initial cost. This rate is
called the internal rate of return. An investment will be profitable
if its internal rate of return exceeds the rate of interest that has to
be paid for borrowing funds for the investment, allowing a margin
for risk. A feasibility study into a fixed channel link by Coopers and
Lybrand and Setec Economie in 1979 concluded that the internal
rate of return on the project would be between 11 and 18 per cent.
When comparing investment projects, those with the highest internal
rate of return will be selected.

CHANGES IN THE LEVEL OF INVESTMENT

Changes in the level of investment will be caused by changes in the
costs and predicted revenues of investments. These factors are sum-
marized in Table 10.5.

Falling investment can sometimes be attributed to high inter-
est rates making the cost of borrowing funds to invest high, or to
falling consumers’ expenditure, or poor expectations about the
economy in the medium term. Falling demand leaves production or
service capacity underutilized and thus there is little need for new
investment.

Factors causing changes in investment

Investment conditions

Rate of interest Low High
Capital costs predictable”? Yes No

Project duration Short Long

Price of output Predictable Uncertain
Mearket for product Rising Uncertain
Competition in proposed market Limited Competitive
Political stability Stable Unstable
Expectations about economy Optimistic Pessimistic
Sensitivity of project to shocks Low High

Spare capacity Low High
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The accelerator principle

Investment activity in economies tends to be volatile, that is, subject
to considerable fluctuations. One of the explanations of this is the
accelerator principle.

When demand for consumer goods and services is relatively sta-
ble in an economy, much of the demand for capital goods will take
the form of replacing worn-out plant and machinery. However, if
demand for final goods rises and there is no spare capacity in an
industry, then new machinery will have to be purchased. Thus, the
demand for capital goods will significantly increase to include new
machines as well as replacement machines.

Similarly, if the demand for final goods in an economy falls,
firms will find they have overcapacity and too many machines.
They will reduce the stock of machines to the new lower levels
needed by not replacing worn-out machines, so the demand for
capital goods will fall. Thus, a rise in the demand for final goods
will cause an accelerated rise in the demand for capital goods, and
a fall in the demand for final goods will cause an accelerated fall
in the demand for capital goods. The accelerator theory helps to
explain the sudden fall in investment in 2008 in response to a fall
in consumer demand.

RISK AND SENSITIVITY ANALYSIS

Sensitivity analysis is a technique for incorporating risk assessment
in investment appraisal. It works by highlighting the key assump-
tions upon which investment appraisal figures were based. For
example, revenue forecasts for an investment might be based upon:

« sales of 100,000 units per year
« market growth of 3 per cent per year
e price of £3 per unit
» exchange rate of £1 = $1.5.
Sensitivity analysis would calculate the effects on an investment

appraisal of changes in these assumptions. Such analysis would dem-
onstrate the effects of, for example:

sales of 80,000 units per year
* market growth of 1 per cent per year

price of £2.50 per unit
» exchange rate of £1 = $1.75.

and thus illustrate a project’s sensitivity to a variety of scenarios.
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SOURCES OF FUNDS

The main sources of funds for private sector investment include:

retained profits

new share issues (see Chapter 2)

loans

government assistance (see Chapter 11).

The difference between large and small enterprises becomes
apparent when considering alternative sources of finance. Generally,
large organizations will have easier access to investment funds. Bank
loans are likely to be at lower rates and access to equity finance
via shareholders can reduce costs and risks of investment. Smaller
organizations will generally find it more difficult and expensive to
access investment funds. For example, Brooker (2002) argues that
financing the smaller end of the hotel sector is made difficult by city
attitudes and the capital intensity of the business in the UK. He con-
siders the capital-intensive nature of the hotel industry and how var-
ious capital markets work in relation to the hotel sector. He argues
that franchising can offer a route to securing investment funds for
the small business.

GOVERNMENT POLICY

In general, right-wing governments interfere as little as possible in
free markets, while left-wing governments are often prepared to offer
financial assistance where a project provides employment in areas of
high unemployment, or where there are wider community benefits.

REVIEW OF KEY TERMS

Investment: expenditure on capital goods and working capital.
Fixed capital: durable capital goods such as buildings and
machinery.

Working capital: finance of work in progress such as raw
material stocks, partially finished and unsold goods.

Net investment: gross investment — depreciation.

Payback method: appraisal technique to see how quickly an
investment repays its costs.

Average rate of return: appraisal technique where the average annual
returns are expressed as a percentage of the original capital costs.

Net present value: appraisal technique where all future revenues
are recalculated to their present value so that a comparison can
be made with the project costs.
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o Internal rate of return: the rate of return of a project on capital
employed, calculated by finding the rate that discounts future
earnings to equal the capital costs.

* Accelerator theory: explanation why changes in consumer
demand lead to larger changes in demand for investment goods.

o Sensitivity analysis: investigation of sensitivity of an investment
project to changes in forecasts.

a Data Questions

Task 10.1 The A380: superjumbo or white elephant?

In Toulouse, France sits a vast 12-hectare factory that is to assemble the
biggest airliner in history — the Airbus A380. By 2005 the first planes
will be assembled with a capacity to produce around half a dozen a
month.

The A380 is a double-decker superjumbo which can carry up to 550
people, compared with the 424 in Boeing’s 747 and 3635 seats in its 777.
It represents a massive investment of $10.7 billion (excluding the fac-
tory buildings) and cannot but bring back memories of another major
European aircraft collaboration — Concorde — which represented a mas-
sive loss-making exercise.

Airbus predicts that the project will break even when between 200
and 250 planes, at $260 million each, are sold. In 2003 Airbus had 103
orders from 10 customers, and about 100 further ‘options’. But the
project also contains some substantial downside risks:

1 The project has half its costs in euros and its revenues in dollars.
Because of this Airbus has had to hedge ahead a massive $40 billion
to cover currency movements.

2 Although Boeing — Airbus’s main competitor — has no similar aircraft
scheduled for production, it will probably compete very strongly on
price to keep its orders for its existing range of planes.

3 Part of the projections include a total €1.5 billion worth of cuts to the
company’s €15 billion cost base.

4 Because break even for the A380 years away, its development must
be funded through current revenues. Airbus has a target of 300
aircraft deliveries for 2003 and has said that a significant fall-off in
deliveries — say to about 270 — would jeopardize revenues and the
financing of the A380.

5 A falling market has intensified competition with Boeing.

6 The fallout of September 11, and the effects of the Iraq war on
passenger numbers. Airbus believes the resumption of close to 5
per cent per annum air travel growth will resume after a period of
uncertainty.

7 Boeing’s ‘spoiler’ campaign in announcing the 747 (stretched to take
522 passengers) to take on the A380.

8 The future shape of air travel. If markets are fragmenting carriers
may target regional airports direct rather than ‘hubs’ suiting the long
range, lower capacity 777.
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Task 10.1 continued

9 The massive growth of low-cost airlines focussed on short-haul
traffic. Estimates are that low-cost airlines will account for 25 per
cent of the market. Currently 8 of 10 low-cost airlines chose the
Boeing 737 because of lower operating and maintenance costs.

Source: The author, from press cuttings (2004).

Recap Questions

1 What factors caused Concorde to be such a loss-making investment?

2 Identify the key costs and revenue factors affecting the A380 and
analyse their likely impacts on its financial success.

3 Identify and analyse the key sensitivity factors affecting this project.

4 Explain using the accelerator principle why the demand for aircraft is
so volatile.

5 Evaluate the success of the A380 project.

Task 10.2 Journal article: Lashley, C., and Rowson, B., 2010.
Lifestyle businesses: insights into Blackpool’s hotel sector.
International Journal of Hospitality Management 29, 511-519.

‘The vast majority of firms in the sector are micro-businesses employing
10 or fewer staff. Indeed many are so small as to employ no permanent
staff at all. Those running these businesses are not classical entrepre-
neurs driven by a need to maximise profits and build a business empire.
Many are best described as lifestyle entrepreneurs, their key motives are
more associated with improving their quality of life. This paper reports
on the owners of a significant sample of Blackpool hotels. The major-
ity have sold a domestic property to buy the hotel. Few have any prior
hotel experience, or small business experience, for that matter. The link-
age between commercial and domestic provision of meals and accom-
modation convinced many of these interviewees that they had the skill
sets required for hotel ownership and management. The paper also con-
firms earlier findings that a substantial minority withdraw from the hotel
business in their first year. The lack of training in the business aspects
of the hotel operation has serious implications for the quality of hotel
operations in places like Blackpool, because a significant segment of
hotel stock is being managed by these lifestyle entrepreneurs who are not
primarily concerned with commercial objectives which prioritise service
quality as a way of generating profits and growth.” (p. 511)

Recap Question

You and your partner are able to sell you current property and invest in
a small guest house in Blackpool, a seaside resort in the UK, for the same
amount of money. The guest house has eight double bedrooms. It is a bit
run down. You currently work as a school teacher and your partner has
been unemployed for a number of years. Outline the factors that would
determine whether or not this is a good investment.

Task 10.3 Merlin Entertainment

Merlin Entertainment is a global leader in family leisure which operates
62 attractions in 13 countries and 3 continents. Its key brands include:

e Legoland
e Sealife
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e Alton Towers

e The Dungeons
e Madame Tussauds.

Its recent and future investments include:

eI (]2

e the acquisition in 2010 of Cypress Gardens Theme Park and
Botanical Gardens in Florida for conversion into a flagship Legoland
Park in the world’s largest tourist market;

e the opening of Madame Tussauds attractions in Bangkok and Vienna;

e the opening of a new Legoland park project in Malaysia.
Merlin also identifies its principal risks and uncertainties as:

e loss of key personnel

e damage to its brands and offerings

e inability to secure new site and attraction developments

e environmental concerns

e the general economic environment

e competitive threats

e weather conditions

e interest rate risks

o credit risk

e liquidity risk

e foreign currency risk.

Source: Merlin Annual Report (bttp:/lwww.merlinentertainments.biz/en/company/
annual_report.aspx).

Recap Questions

1 What impact do you think current economic conditions have on
Merlin’s investment plans?

2 Explain the nature and the current status of the risks identified above
to one of Merlin’s key brands.

3 Identify the key costs and revenues associated with the Madame
Tussauds Bangkok investment.

4 What might be the key sensitivity factors to consider in an investment
appraisal of Madame Tussauds Bangkok?

MULTIPLE CHOICE

1 Net investment equals the following:
(a) Gross investment plus depreciation.
(b) Gross investment minus depreciation.
(c) All investment in a given year.
(d) Money investment minus inflation.
2 All other things remaining equal which of the following will
cause an increase in investment?
(a) A fall in interest rates.
(b) A rise in interest rates.


http://www.merlinentertainments.biz/en/company/annual_report.aspx
http://www.merlinentertainments.biz/en/company/annual_report.aspx
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(c) A fall in demand.

(d) Pessimistic expectations.

The accelerator principle explains the following:

(a) The positive relationship between investment and the rate of
interest.

(b) The negative relationship between investment and the rate of
interest.

(c) The relationship between gross and net investment.

(d) Fluctuations in the level of investment.

Which of the following is true?

(a) Net present value analysis translates future earnings to a
lower present value.

(b) The average rate of return total earnings/the rate of interest.

(c) Payback method of investment includes credit cards and direct

debits.
(d) All of the above.
Which of the following is false?

(@) An aeroplane is fixed capital.

(b) Stocks of goods represent working capital.

(c) The existence of spare capacity in an industry will stimulate
new investment.

(d) Investment financed from retained profits is cost free.

REVIEW QUESTIONS

Distinguish between net investment and gross investment.

How important is the rate of interest in affecting the decision to
invest in a project?

Distinguish between the short-term and long-term effects of
investment to an economy.

Evaluate the payback method of investment appraisal.

What is a project’s internal rate of return?

Distinguish between working capital and fixed capital.

Why is sensitivity analysis used?

Websites of interest

Australian Bureau of Statistics: www.abs.gov.au

British Airports Authority: www.baa.com

Airbus Industries: www.airbus.com

Merlin Entertainment: http://www.merlinentertainments.biz/en/homepage.
aspx


http://www.abs.gov.au
http://www.heathrowairport.com
http://www.airbus.com
http://www.merlinentertainments.biz/en/
http://www.merlinentertainments.biz/en/
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m Investment in the public sector

Objectives and learning outcomes

Transport is essential to many recreation, leisure and tourism activities.
Provision of transport infrastructure for example roads, railways

and airports requires considerable investment expenditure. It is very
noticeable around the world that different governments have different
approaches to investment. Taking the railways as an example, France has
a very sophisticated system of national rail. At the heart of its system is
the Train a Grande Vitesse (TGV; high-speed train). In order to run the
TGV new, straight track had to be laid — a massive investment and in
France this has been undertaken by the government. The story in the UK
is quite different. The railway system was privatized in the 1990s and
has since suffered from under-investment and a poor record of safety or
reliability.

Those who support public sector investment readily look to the failings
of the UK privatized rail system to make their point. Opponents of
public sector investment point to various symbols of policy failure as
representing the worst aspects of public sector investment — consuming
ever-increasing sums of taxpayers’ money and never achieving viable
commercial sales.

By studying this chapter, students will be able to:

e identify the sources of public sector investment;

e identify different types of public sector investment;

o describe different methods of public sector investment;

e appraise public sector investment projects;

e identify public sector incentives for private sector investment;
e understand private public partnership agreements;

e identify sources of funds for public sector investment.

SOURCES, TYPES, METHODS AND AIMS OF
PUBLIC SECTOR INVESTMENT

Sources

Public sector investment can be financed from different sources. At
the national level, government channels leisure and tourism invest-
ment through public corporations, quangos such as Sports Councils
and government departments (e.g. the Department of Culture,
Media and Sport in the UK). In Australia, the following government
departments have responsibilities for public sector investment rele-
vant to recreation, leisure and tourism:

the Department of Infrastructure and Transport
the Department of Energy, Resources and Tourism
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the Department of the Prime Minister and Cabinet

the Department of Sustainability, Environment, Water,
Population and Communities.

Local government is the other major source of public sector invest-
ment. For European countries, there is also a supranational level of
government and here the EU is a key source of investment funds, par-
ticularly through the European Regional Development Fund.

Types

Public sector investment may also be classified according to type.
First, public sector investment may be in buildings and land, for
example, parks, leisure centres and museums. Second public sec-
tor investment includes plant and machinery such as playground
apparatus, computerized booking systems and canal lock equip-
ment. Third public sector investment may be made in infrastructure.
Infrastructure, or social overhead capital, is the construction needed
to support economic development, for example, roads, railways and
airports, water and sewerage, power and telecommunications.
Public investment on infrastructure has been particularly high in
China to accommodate and drive its fast expanding economy and
Exhibit 11.1 reports on some key elements in China’s recent pub-
lic investment strategy for strategic infrastructure. Infrastructure

Exhibit 11.1 Key transport infrastructure projects in China
2006-2010

The following are the key transport infrastructure projects embarked upon
in China during the period 2006-2010. These projects are part of a 5-year
development plan.

e Roads: Fourteen motorways including a new highway from Beijing to
Hong Kong and Macao.

e Railways: Six railways for the transportation of passengers including
the track between Beijing and Shanghai; five intercity railways
including the Beijing and Tianjin project; five railways upgraded
including the link between Datong and Qinhuangdao.

e Airports: The expansion of 10 airports including those in Shanghai,
Beijing and Guangzhou; the relocation of airports in Kunming and
Hefei; and airports in north-eastern, central and western China to cater
for flights on feeder lines.

e Port: Transit systems for the transportation of goods at 12 seaports
including those in Shanghai, Dalian and Tianjin.

e Shipping: The upgrading of the deepwater channels at the mouth of
the Yangtze River and the mouth of the Pearl River and strategic port
construction along inland rivers.

Source: Xinhua News Agency ( wwwv.china.org.cn).
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Exhibit 11.2 Research and development in the EU

“Knowledge lies at the heart of the European Union’s Lisbon Strategy to
become the ‘most dynamic competitive knowledge-based economy

in the world’. The ‘knowledge triangle’ — research, education and
innovation — is a core factor in European efforts to meet the ambitious
Lisbon goals. Numerous programmes, initiatives and support measures
are carried out at EU level in support of knowledge.

The Seventh Framework Programme (FP7) bundles all research-related EU
initiatives together under a common roof playing a crucial role in reaching
the goals of growth, competitiveness and employment; along with a new
Competitiveness and Innovation Framework Programme (CIP), Education
and Training programmes, and Structural and Cohesion Funds for regional
convergence and competitiveness. It is also a key pillar for the European
Research Area (ERA).

The broad objectives of FP7 have been grouped into four categories:
Cooperation, Ideas, People and Capacities. For each type of objective,
there is a specific programme corresponding to the main areas of EU
research policy. All specific programmes work together to promote and
encourage the creation of European poles of (scientific) excellence.” R&D
projects in leisure and tourism which have been funded by EU funds
include:

o ESCAPE - project to investigate pollution of coastal waters.
e A project to restore the stonework of European historic buildings by
using laser techniques.

e TOURFOR - a project to use environmental management systems to
limit environmental damage of tourism and recreation in forest areas.

e BRAIN - a project to develop mathematical models to improve
soundproofing in aircraft cabins.

Source: European Commission Cordis (http.//cordls.europa.eu/fo7/understand_en. htmi).

development is a key part of tourism destination development, as
it has to precede specific project development such as hotels, lei-
sure sites and restaurants. Finally public sector investment may be
spent on research and development, and the EU has an ambitious
programme to promote this across member states as illustrated in

Exhibit 11.2.

Methods and aims

The main methods of public sector investment are first via projects
which are wholly public sector-financed, second via projects which
are jointly financed by the public and private sectors and finally via
projects which are private sector investments but which are eligible
for public sector investment incentive grants.

The aims of public sector investment include provision of goods
and services which have significant public benefits, but which
might not be profitable enough to attract private sector investment.


http://www.cordis.europa.eu/fp7/understand_en.html
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Exhibit 11.3 The Guggenheim Museum Bilbao

The new Guggenheim Museum was a central part of a strategic urban
renewal scheme for Bilbao, a city in Northern Spain (in the Basque region).
Bilbao had been dependent on steel and iron industries which had gone
into decline and the city was suffering from high unemployment, industrial
pollution and a spiral of decline. The urban renewal scheme planned to
transform the city into a modern hub of clean industries (service, financial
and high technology) strengthened also by significant tourist and cultural
initiatives.

Bilbao Metropoli 30 was formed in 1989 as a public/private institution,

in order to plan and execute the Bilbao urban renewal scheme The
Guggenheim Museum came about as part of a collaboration between the
Basque Administration and the Guggenheim Foundation. The Basque
Administration had earmarked substantial funds (around $1.5 billion) for
the urban renewal project. As part of this, it allocated $20 million to pay
for the Guggenheim name and expertise, $100 million for the building, $50
million for acquisitions and $12 million per year to run it.

Source: Harvard Design School (htto://www.gsd. harvard.edu/people/faculty/pollalis/
cases/BilbaoG-CaseA. pdf).

O’Hagan and Jennings (2003) discussed some of the key issues in the
current debate in Europe over Public Sector Broadcasting and exam-
ine the arguments for Public Sector Broadcasting. They find these
to be classified under five headings, namely diversity, democracy/
equality, network externalities, innovation and investment and pub-
lic broadcasting as ‘insurance’. They also examined the issues sur-
rounding the licence fee as an instrument for funding Public Sector
Broadcasting. These include the determination of the level of the fee,
collection costs and evasion and the fairness of the instrument.

Public sector investment may also be focussed on projects aimed
at the economic development or regeneration of a particular area.
Exhibit 11.3 reports on the contribution of mixed public and pri-
vate sector investment in the arts to the economy of Bilbao, a city
in Northern Spain, that has been transformed from a declining iron
and steel economy to a prosperous city of culture and high technol-
ogy. Plaza and Haarich (2009) discuss the use of art museums for the
reactivation (and/or diversification) of the economy of cities. They use
the Tate Liverpool, the Guggenheim Museum Bilbao (GMB), the Tate
Modern London, the Louvre-Lens (France), Pompidou-Metz (France),
Guggenheim Hermitage (Lithuania) and Guggenheim Abu Dhabi
(UAE) as examples. Casellas and Pallares-Barbera (2009) examine the
urban and economic revitalization of a traditional industrial working-
class neighbourhood of Barcelona into a knowledge-based economic
district. They note the use of an assertive public policy stance led by
Barcelona’s city council and implemented by a quasi-public agency.
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INVESTMENT APPRAISAL IN THE PUBLIC
SECTOR

Cost—benefit analysis

Investment appraisal for private sector projects is relatively straight-
forward as described in Chapter 10. If a project yields the required
return on capital employed then the investment will go ahead. The
different nature of the public sector makes investment appraisal
more complex in this sector. Some parts of the public sector are
run on private sector lines. In these cases an investment is required
to earn a specified rate of return on capital employed and thus the
investment decision is fairly clear-cut. However, many public sec-
tor investments are made for reasons of wider public benefits and
thus private sector methods of appraisal are inappropriate. In such
cases cost-benefit analysis provides a more useful method of project
appraisal.

Cost—benefit analysis is described in detail in Chapter 17; however,
its essential details are that all the costs and benefits of a project are
identified and weighed up, including social as well as private ones.
Table 11.1 shows an example of possible private and social costs
and benefits for a canal restoration scheme. Private sector invest-
ment appraisal of such a scheme would calculate the private costs
of the project and the private benefits. These would be discounted to
net present value (as explained in Chapter 10) and since the private
costs would almost certainly exceed the private benefits, the invest-
ment would not proceed. However, cost-benefit analysis would anal-
yse the wider costs and benefits. Some extra costs such as noise and
congestion associated with the construction phase might be identi-
fied. Social benefits of the scheme would include lives saved through
improved canal safety, greater public well-being caused by improved

Cost-benefit analysis of canal restoration scheme

Costs Benefits

Private costs Private benefits

Construction costs of project, e.g. Revenue from project, e.g.

e Materials e Craft licences and charges

e | abour e Fishing licences

e Professional fees e Rentals from renovated buildings
Social costs Social benefits

Inconvenience costs to local residents  Drownings avoided through improved
of construction canal safety
New jobs created by project
Improved aesthetics of area
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aesthetics from the project and the effects on the local economy of
new industries and employment attracted to the area because of the
project. The total figures would be subjected to discounting to calcu-
late net present value, and it might well be the case that total public
and private benefits would exceed costs. Thus, there may well be an
argument for public sector investment in the project.

Newman et al. (2003) note that arts projects have become an
important part of community development strategies but that proj-
ect are expected to have positive and measurable impacts on local
social capital. They show that funding organizations routinely
demand evidence for this and that formal cost-benefit evaluations of
projects are frequently a condition of investment. However, they fur-
ther note that quantifying the impact of the arts in terms of ‘social
gain’ presents considerable difficulties. These problems are not just
methodological. They also raise the question of the extent to which
creative processes can (or should) be managed and controlled. In
other words cost-benefit accounting may be incompatible with the
creative arts.

Pitegoff and Smith (2003) carried out an investigation into US
State Destination Boards which have traditionally operated Welcome
Centres at key vehicular entrance points to their states. These are
often viewed as cost centres. However, they note that if visitors mod-
ify trips in the State as a result of their Welcome Centre experience so
as to make an incremental economic contribution to the State, then
what has been perceived as a cost centre may actually be a profit cen-
tre for the State. In other words, a wider public cost-benefit analysis
rather than a strict accounting of the direct costs and revenues of the
operation of these Welcome Centres can provide an economic argu-
ment for their continued existence.

Other factors affecting public investment

Whilst cost—benefit analysis is used for appraising some major pub-
lic sector investment projects, its use is far from widespread. Public
sector investment decisions are often determined by the priorities of
the political party in power at a national or local level. Decisions
will also be affected by interest group activity, and the general eco-
nomic environment. In general, public sector investment is favoured
and supported by political parties which are left of centre and where
the economy is growing healthily and contributing to government
tax revenues. For public investment decisions at a supranational level
(e.g. in the EU) strategic considerations often outweigh national inter-
ests although of course there is often fierce national lobbying to pro-
mote the interests of individual nation states. Exhibit 11.4 describes
the steps taken by the European Commission to improve transport
links in Europe and some of the key projects under construction.
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Exhibit 11.4 Trans-European networks

Transport infrastructure is fundamental for the mobility of the persons and
goods and for the territorial cohesion of the European Union ... Most of
these transport infrastructures have been developed under national policy
premises. In order establish a single, multimodal network that integrates
land, sea and air transport networks throughout the Community, the
European policymakers decided to establish the Trans-European transport
network, allowing goods and people to circulate quickly and easily
between Member States and assuring international connections.

Establishing an efficient trans-European transport network (TEN-T) is

a key element in the relaunched Lisbon strategy for competitiveness

and employment in Europe. If Europe is to fulfil its economic and

social potential, it is essential to build the missing links and remove

the bottlenecks in our transport infrastructure, as well as to ensure the
sustainability of our transport networks into the future. Furthermore, it
integrates environmental protection requirements with a view to promoting
sustainable development.

In view of the growth in traffic between Member States, expected to

double by 2020, the investment required to complete and modernise a

true trans-European network in the enlarged EU amounts to some €500

billion from 2007 to 2020, out of which € 270 billion [is needed]for the

priority axis and projects.

Priority projects include:

e The Berlin—Verona/Milan-Bologna-Napoli-Messina—Palermo rail link

e The south-west European high-speed rail link

e High-speed rail interoperability on the Iberian peninsula

e The Lyon-Trieste-Divaca/Koper-Divaca-Ljubljana-Budapest-Ukrainian
border rail link

e The Paris-Strasbourg-Stuttgart-Wien-Bratislava rail link

e Motorways of the sea

e The European Rail Traffic Management System.

Source. European Commission (http.//ec.europa.eu/transport/infrastructure/index_en.htm).

INVESTMENT INCENTIVES FOR TOURISM
AND LEISURE PROJECTS

Most governments offer incentives to encourage private sector
investment particularly:

in areas of high unemployment;

where there are clear social benefits offered by a scheme;

where structural changes in the economy have led to geographic
areas of economic decline (e.g. inner city decline, rural decline,
and so on).

These incentives can include:

matched funding
tax relief
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Exhibit 11.5 Public sector leisure investment initiatives in the UK

The following examples show support from a number of different public
sector sources for leisure and tourism investment projects:

e Somerset District Council opened a visitor centre on the River
Parrett at Langport with financial help from the Rural Development
Corporation.

e Tourism in Thanet won funds from the European Regional Development
Fund and the UK Government’s Single Regeneration Budget to support
investment in local hotels and attractions.

e The Imperial War Museum built a 6000-square-foot site in Manchester
with a budget of £28.5 million. This is a mixed private sector/public
sector initiative with £12.5 million coming from the private sector (Peel
Holdings), £8.2 million from the European Regional Development Fund
and £2.5 million each from English Partnerships, Trafford Council and
the Imperial War Museum.

e The Manchester Museum, the Manchester City Art Gallery and the
Manchester Museum of Science and Industry shared a £4.5-million
grant from the European Regional Development Fund.

Source. The author.

subsidized loans
simplified planning procedures.

Exhibit 11.5 reports on public sector support for investment proj-
ects in recreation, leisure and tourism in the UK.

SOURCES OF FUNDS

Sources of funds for public investment include:

operating profits, taxation and borrowing
National Lotteries
Public-Private Partnerships (PPPs).

Operating profits, taxation and borrowing

Operating profits are rare in public sector organizations since, as
discussed in Chapter 2, they are run for motives other than profit.
Thus, public sector investment is mainly financed from taxation
receipts and government borrowing. This is a key reason why public
sector investment is often under attack from opposition parties and
from the government’s own Treasury Department.

Because of the impact on public finances, the opportunity costs of
public sector investment are immediately apparent. Thus, the oppor-
tunity cost of more public investment is higher taxes, or less govern-
ment expenditure elsewhere, as illustrated in Figure 11.1. The circle



/l /I Investment in the public sector

Other public
expenditure

0

Public
sector
investment

Public sector
investment

Taxes and
government borrowing

X Y Zz

Figure 11.1 Opportunity cost of public sector investment.

represents total government spending and no increases in taxes or
government borrowing are assumed. An increase in public sector
investment from AOB to AOC can only be accommodated by a fall
in other government expenditure of BOC. Alternatively, it is assumed
below that other government expenditure remains unchanged. In
this case, an increase in public sector investment from XY to XZ can
only be financed through an increase in taxes or government bor-
rowing of YZ.

Second, when the economy is performing badly, investment is
often a target of government policy. If government borrowing is run-
ning too high, cutting social security payments or pensions has read-
ily identifiable victims. Cutting investment generally results only in
some improvement not taking place and therefore its consequences
are more blurred.

National Lotteries

In some countries, National Lotteries offer significant income sources
for public sector investment. For example, the first estimates for the
costs of the Sydney Opera House (Plate 11) were $7 million. An
appeal fund raised about $900,000 but the rest of the $102 mil-
lion that the Opera House ended up costing came from the profits
of a series of lotteries. The building was completely paid for by July
1975. Today the NSW Government contributes about 30 per cent of
the annual cost of maintaining and operating the complex.

In the UK, whilst public spending has generally been squeezed by
the Treasury, recreation, leisure and tourism are key beneficiaries of
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Plate 11 Public Sector Investment: Sydney Opera House. Source: The author

the National Lottery. Twenty-eight per cent of the lottery revenue
goes to four major causes, three of which benefit leisure and tourism.
These are:

¢ Health, Education, Environment, and charitable causes 50 per cent
e Sports 16.67 per cent

e Arts 16.67 per cent

o Heritage 16.67 per cent.

Projects in the arts which have benefited from the National Lottery
include first, the South Bank arts complex in London where the
National Theatre completed a major refurbishment of its foyer area
with the help of lottery funds. Second, the lottery provided invest-
ment funds for the Tate Gallery’s Bankside museum for modern
art. The estimated cost of conversion of a disused power station in
east London for this project was £80 million. The English National
Opera also obtained funds to renovate the London Coliseum.

The Sports Council set up a lottery board to distribute its share
of funds. Projects of between £5000 and £5 million can be consid-
ered for a grant of up to 65 per cent. Large projects include the new
national stadium at Wembley and local council sports facilities.

The National Heritage memorial fund has responsibility for chan-
nelling funds into areas such as museum collections, historic build-
ings and monuments, landscapes, libraries and industrial heritage.

Other examples of contributions of lottery funding to leisure and
tourism investment projects include:

¢ The Natural History Museum Earth Galleries (£6 million from
Heritage Lottery Fund)
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National Trust renovation of Paul McCartney’s Teenage
Liverpool home (£47,500 from Heritage Lottery Fund)
Redevelopment of Royal Naval Museum, Portsmouth (Heritage
Lottery Fund)

The National Space Science Centre, Leicester (£23 million from
the Millennium Commission).

Public—private partnerships (PPP)

A PPP is where governments contract a private company to finance,
design, construct, operate and maintain a project in return for future
income. Projects include examples such as railways, leisure centres
and concert halls. The finance for such schemes may involve invest-
ment companies or fund managers for insurance or pension bodies
providing the initial investment in return for future revenue which
may be generated through a variety of schemes that may include
tolls, rentals or ‘shadow payments’ where the government pays a fee
for each customer of the project. Through PPPs different combina-
tions of public—private investment are possible. But the basic idea is
that public payment for the project is not required up-front, but it is
made as the project comes into use. Of course there is potential con-
flict in PPPs. The public sector is seeking a community benefit, better
services and facilities delivered sooner at least cost to the community,
whilst the private sector wants a profit. Long-term mutual benefit
depends on how well the private sector manages the risk transferred
to it and on the public sector’s success in managing the contracts
over the duration of the project.

THE PUBLIC SECTOR INVESTMENT DEBATE

Public investment has been subject to considerable debate and the

arguments against public investment include the following:

1 The public sector is not a good interpreter of people’s wants and
thus often invests in ‘white elephants’.

2 The public sector is not good at ensuring efficient use of funds
and tends to allow waste.

3 Public sector investment causes an increase in taxation or
public borrowing.

4 Public sector investment ‘crowds out’ private sector
investment.

In the UK in the 1980s, the new neoliberal economic agenda of
the Thatcher government removed a large slice of investment from
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the public sector through its privatization programme. It then con-
centrated its efforts on creating an ‘enterprise economy’ which it
hoped would stimulate private sector investment by reducing income
and corporation tax and making the labour market more flexible.
The privatization of the public sector has been carried out with simi-
lar enthusiasm in parts of Europe — and of course particularly in
ex-communist states.

However, many countries in the world still favour a substantial
public sector and the arguments favouring public sector investment
include the following;:

1 There is insufficient incentive for the private sector to invest in
public goods (see Chapter 7).

2 The private sector under invests in goods which have mainly
social benefits.

3 The private sector may not be able to undertake the finance or
risk for very large projects.

4 Public sector investment can help regenerate parts of the
economy which have suffered from restructuring.

5 Public sector investments can generate jobs when unemployment
is high.

Thus, where the market is used as the main determinant of invest-
ment, infrastructure projects with important public and merit angles
will tend to be overlooked, despite the fact that the future capacity
of the economy may depend on them. This has led to calls to distin-
guish between capital spending and current spending in government
public sector accounts since the former will involve future benefits.

REVIEW OF KEY TERMS

o Infrastructure: construction needed to support economic
development.

o Cost-benefit analysis: full analysis of public and private costs and
benefits of project.

o City boosterism: investment in projects to regenerate city centres
in economic decline.

¢ European Regional Development Fund: EU fund for projects and
infrastructure to bring jobs to designated areas.

¢ Opportunity costs of public sector investment = alternative uses
the funds could have been used for.

o PPPs: where governments contract a private company to finance,
design, construct, operate and maintain a project in return for
future income.
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7 Data Questions

Task 11.1 Journal Article: Plaza, B., 2010. Valuing museums
as economic engines: Willingness to pay or discounting of
cash-flows? Journal of Cultural Heritage 11, 155-162.

In this article the author notes that museums can have two objectives.
These are not only cultural but can also include the generation of eco-
nomic activity and creation of employment. With this in mind Plaza
names a special category of museums as GLAMUR, that is, GLobal Art
MUseums as Economic Re-activators. The author begins by defining the
economic value of cultural heritage as ‘the extent to which that heritage
generates benefits for society’, and the benefits to society are explained
to be both market and non-market benefits.

The Guggenheim Museum Bibao (GMB) is seen by the author as
an important case study to illustrate the impact of an internationally
famous cultural attraction. The GMB was a key part of the regenera-
tion strategy of Bilbao, a city in Northern Spain that had suffered a long
period of industrial decline. But the GMB was a costly public project
where the project costs totalled €166 million.

Plaza concludes her own study as follows:

While the GMB was a costly venture, the overall investments (not
including the value of the permanent art collection) were recovered
by the year 2003, as early as eight years after opening, whereas the
overall investment (including the value of the permanent art collec-
tion) will be recovered by the year 2015 ... Results show that since
the museum’s opening, the city has received an average of 779,028
new yearly overnight stays and has created 985 new direct full-
time jobs (indirect and induced not included). The GMB earns
around Euros 28 million annually for the Basque treasury.

Her conclusions add weight to the GMB’s own data. Here the eco-
nomic impacts of the GMB were found in its annual impact study to
generate direct expenditures in 2008 of €231,788,989 including con-
tribution to the maintenance of about 4196 jobs. The specific sectors
that have most benefited from the GMB effect are restaurants; bars
and cafes; hotels and other accommodation; shops and stores; leisure
activities such as cinemas, theatres, other museums and transport.

Recap Questions

1 What are GLAMUR attractions? Give examples.

2 Identify market and non-market benefits of investments in GLAMUR
attractions. How can these be measured?

3 The GMB project costs about €166 million. Devise a simple spreadsheet
to enable this project to be evaluated in terms of its economic viability.
What difficulties arise from making such calculations?

4 What were the opportunity costs of investments in the GMB project?

5 What projects would you recommend for other cities/regions facing
problems of industrial decline?

Task 11.2 Public spaces: Victorian heritage lost and found

1832: The Whig government conceives the idea of ‘public walks’.

1837: Joseph Hume MP tables a parliamentary motion calling for the
provision of open spaces to be financed from the public purse for the
enjoyment of the public.
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1840: The Arboretum in Rosehill, Derby, is opened to fanfares and
fireworks. Joseph Strutt commends the park as offering local workers
‘the opportunity of enjoying, with their families, exercise and recrea-
tion in the fresh air and in public walks and grounds’. The Arboretum is
planted with 913 types of trees and shrubs and more than 100 types of
rose. This is one of the first examples of a public park.

1979: Mrs Thatcher comes to power. Public sector spending cut.

1998: Patrick Weir of the Guardian surveys the sorry state of the
park. He reports: “The Lodge House, at the Rosehill Street entrance,
serves bleak notice of what lies beyond: a crumbling, boarded up edifice,
it would look more at home on a Hammer Horror set. Once in the park,
signs of decay are all too evident. Public monuments are in disrepair, the
bandstand is burned down, statues are missing and the centrepiece foun-
tain is fenced off. Trees remain untrimmed, while graffiti, litter and dog
dirt scar the environment. Gangs congregating at night render the park
even less inviting’.

1999: Derby City Council awaits the result of a bid to the Heritage
Lottery for £3 million. The council has made provision to access an initial
£200,000 of lottery funds by providing £43,000 in matched funds, but
it is not confident of finding the next tranche of £750,000 necessary to
release the rest of the lottery’s £3 million. Steve Jardine, of the DERBYES!
Campaign, hopes that residents, local businesses and grant-providing
trusts can help. He said: ‘The council can’t do everything’. People must
be more proactive. It’s a case of priorities and how much we value our
parks. They are the lungs of the city, and, as recognized by the Victorians,
areas where people can relax and play.

2002-2005: Arboretum Smiles Again Project. The bid was success-
ful and with £3 million from Heritage Lottery, along with funding from
the Council Single Regeneration Budget, European organization URBAN
and the Derby and Derbyshire Economic Partnership (DDEP), the resto-
ration project began in 2002. Over £5 million has been invested into the
park to restore buildings and provide new facilities including play areas
for toddlers and older children.

Source: The author based on article in The Guardian.

Recap Questions

1 What differing government attitudes to public sector investment does
this article demonstrate?

2 What are the arguments for and against leaving provision of parks
and gardens to the private sector?

3 Given the shortage of local council funds — suggest ways in which
improvements in this park could be financed.

4 Explain the meaning of the terms opportunity cost, crowding out,
merit goods and public goods in relation to this article.

Task 11.3 Getting from Ato B

The London Underground, UK: In 2003, the London Underground
began operating as a PPP. Under this scheme two private companies
(Metronet and Tube Lines) were contracted to maintain infrastructure
and rolling stock. London Underground itself would remain publicly
owned. This PPP arrangement has not been very successful — Metronet
went bust and there have been many costly disputes between London
Underground and Tube Lines.

eIe(12h
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a Task 11.3 continued

Skye bridge, UK: Skye bridge spans the sea between the Isle of Skye
and the Scottish mainland and was built under the private finance initia-
tive (PFI). Under this programme public schemes are funded by private
money. A private sector consortia designed, built and financed the bridge
and shouldered risks such as construction delays. In return the govern-
ment entered into a contract to pay for yearly use of the bridge.

The Madrid-Seville high-speed train, Spain: The Spanish Ministry of
Transport paid for the £450 billion construction costs of the high-speed
train from Madrid to Seville which opened in 1992. It has been such a
success that it later authorized the construction of the extension from
Madrid to the French frontier to link with the TGV system.

US high-speed rail: In 2009, the House of Representatives voted $4
billion for high-speed rail projects, on top of the $8 billion that was
part of the economic stimulus package. President Obama’s administra-
tion is considering up to 10 high-speed rail networks in the Northeast,
California, Texas, Florida and Wisconsin.

China high-speed rail: China plans to invest more than $1 trillion
to develop more than 8000 miles of high-speed rail by 2020. Already,
China runs the world’s fastest high-speed train averaging 217 metres
per hour. By 2012, China will have more miles of high-speed rail service
than any other country.

The Haramain railway: Saudi Arabia’s state-run Public Investment
Fund (PIF) is providing interest-free loans to help finance a new railway
project. The Haramain railway will connect Mecca with Medina and
Jeddah and is due for completion by the end of 2012. The PIF will use
revenue to finance the loans. The project hopes to ease the congestion
during the Hajj and Umrah pilgrimages. The railway is forecast to trans-
port around 3 million people a year.

Source: The author.

Recap Questions

1 What different types of investment are demonstrated in this article?
In each case what is the main determinant of the level of investment?
3 What are the benefits and drawbacks of investment in transport
schemes under regimes of:
— Private sector?
— Private/public sector partnerships?
— Public sector?

4 What factors would be taken into account in a cost—benefit analysis
of the Madrid-Seville high-speed train?

MULTIPLE CHOICE

1 Which of the following is not a social benefit of a canal
restoration scheme?

(a) Improved aesthetics.
(b) Revenue from boat licences.
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(c) New jobs created by the project.
(d) Drownings avoided through improved safety.
2 Public sector investment is most appropriate where:
(a) Social and private benefits exceed social and private costs.
(b) Private benefits exceed private costs.
(c) A project would not otherwise be undertaken.
(d) A project has the support of local residents.
3 Under a PPP scheme:
(@) The public sector partner provides the initial investment

funds.
(b) The private sector partner receives revenues for use of the
facility.
(c) Both the public and private partners will necessarily
benefit.
(d) Consumers are guaranteed low prices.
4 Which of the following statements is not true?

(a) Public sector investment may ‘crowd out’ private sector
investment.

(b) Because the public sector is not a good interpreter of people’s
wants it often invests in ‘white elephants’.

(c) Public sector investment is inadvisable when unemployment is
high.

(d) The private sector may not be able to undertake the finance or
risk for very large projects.

5 Which of these is not an opportunity cost of public investment?

(a) Extra taxes paid by households.

(b) Other possible government projects.

(c) Interest paid on borrowings to finance the project.

(d) Regeneration effects of the project.

REVIEW QUESTIONS

1 Under what circumstances would investment grants be available
for the construction of a theme park?

2 What is cost-benefit analysis and why is it sometimes difficult to
calculate?

3 Compare the sources of funds for public investment projects with
sources available in the private sector.

4 What specific leisure and tourism projects might benefit from the
National Lottery funding?

5 Compare the factors determining an investment decision in the
public sector with those in the private sector.
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Websites of interest

Department of Infrastructure and Transport (Australia):
www.infrastructure.gov.au

The National Lottery (UK): www.national-lottery.co.uk
The London Underground: www.tfl.gov.uk/tube/
The European Commission: http://cordis.europa.eu


http://www.infrastructure.gov.au
http://www.national-lottery.co.uk
http://www.tfl.gov.uk/tube/
http://www.cordis.europa.eu
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Income, employment and prices

Objectives and learning outcomes

Chapter 9 looked at the effects of the economic environment on
recreation, leisure and tourism organizations. The aim of this chapter
is to examine the other side of this question, and ask how the leisure
and tourism sector contributes to the general level of economic activity.
In particular, it will examine the contribution of leisure and tourism

to national output, national income and national expenditure, to the
level of employment and consider the question of inflation. The issue of
economic growth will be covered in Chapter 13, and the international
impact of leisure and tourism will be addressed in Chapter 14.

By studying this chapter, students should be able to:

o distinguish between microeconomics and macroeconomics;

e measure the total level of economic activity in an economy;

e distinguish between changes in real and money gross national
product (GNP);

e measure the contribution to GNP;

e understand the contribution to employment;

e understand the contribution to tax revenue;

e utilize simple economic models of the macroeconomys;
e understand and apply the multiplier principle;

e measure inflation in the recreation, leisure and tourism
sector;

e interpret government policy in this area.

GNP AND THE LEVEL OF RECREATION,
LEISURE AND TOURISM ACTIVITY

Macroeconomics

Chapters 2-7 dealt mainly with microeconomic issues. These were
issues concerning the actions of individuals (demand) and firms (sup-
ply) and their interaction to determine prices in specific markets (e.g.
the market for television sets and the market for air travel). Chapters
12-15 look mainly at macroeconomic issues. These are issues that
affect the whole economy. Macroeconomics deals with aggregates.
Thus, it adds together the spending of individuals to calculate con-
sumers’ expenditure or aggregate demand. It adds together the output
of individual organizations to measure national output or product.
Similarly, the general price level and rate of inflation are investigated
rather than prices in individual markets.
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Figure 12.1 The circular flow of income.

A simple macroeconomic model

Figure 12.1 illustrates a simple model of the national economy.
The economy is divided into two sectors, households and firms.
Households own factors of production whilst firms utilize factors of
production to produce goods and services. It is assumed in this ini-
tial model that all the output of firms is sold and all income is spent.
Additionally, there is no government activity, no savings or invest-
ment and no international trade.

There are two flows in this system. First, ‘real’ flows are designated
by unbroken lines. These represent the flow of factors of production
(land, labour and capital) from households to firms, and the flow of
goods and services, made from these factors of production, from firms
to households. Second, ‘money’ flows are designated by broken lines.
These represent factor rewards and payments for goods and services.
For example, if a member of a household works for a firm it supplies
the factor of labour and receives the reward of wages in payment. This
payment can then be used to purchase goods and services from firms.

In this simple model of the economy firms buy factors of produc-
tion to make goods and services, and households sell factors of pro-
duction to buy goods and services.

Gross and net national income

The model can be used to illustrate the concept of national income.
National income is a measure of the total level of economic activ-
ity which takes place in an economy over a year. In Figure 12.1, if
the total flow of money at point A was measured over a year, this
would represent the level of national income. The same picture can
be viewed from different angles. The total value of goods and ser-
vices passing point B over a year would represent national output or
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national product, and the total amount of expenditure passing point
C over a year would represent national expenditure. This gives an
important accounting identity:

National income = National product = National expenditure

The key rule in deciding how an item should be treated for national
income calculation is whether it represents income earned by or out-
put (or expenditure on that output) produced by, factors of produc-
tion of the country under consideration. There are three methods of
measuring GDP.

1 In the income method, incomes accruing to factors of production
are added up.

2 In the expenditure method, the total spending on final output
under different headings is measured. Some goods will be
semi-finished or finished but not yet sold, so these are added as
‘increase in stocks and works in progress’. Exported goods have
been produced but not bought domestically so their value is
added. Imports have been bought but not produced domestically,
so their value is deducted. Finally, taxes artificially inflate prices
and subsidies undervalue the underlying production costs, so
these are deducted and added respectively to move from market
prices to factor costs. An item for residual error is included. So,
the formula for measuring GDP by the expenditure method is:

Consumers’ expenditure

+ Government final consumption

+ Gross domestic fixed capital formation
+ Value of increase in stocks and works in progress
+ Exports of goods and services

— Imports of goods and services

— Residual error

= GDP (at market prices)

— Expenditure taxes

+ Subsidies

= GDP (at factor cost).

3 Under the output method the outputs of different sectors of the
economy are valued, taking care to avoid double-counting.

From GDP to national income

GDP values the flow of goods and services produced domestically. But
some income arises from investments and possessions owned abroad
and thus an adjustment for net property income from abroad is made
to GDP to calculate GNP. Finally, some investment spending occurs to
replace worn-out machinery. Net national product (NNP) or national
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income deducts this amount (capital depreciation). These final calcu-
lations are summarized below:

GDP

+ Net property income from abroad

= GNP

— Capital consumption

= NNP (national income).

Real and money national income

When national income figures are compared over two different time
periods, the effects of inflation can be misleading. Money national
income or national income at current prices includes the effects of
inflation. Real national income or national income at constant prices
has had the effects of inflation removed.

Recreation, leisure and tourism contribution to GNP

Importance

Table 12.1 gives an indication of the importance of the leisure and
tourism sector to the US economy. From the data, it can be seen that a
significant proportion of expenditure in 2008 and 2009 was on leisure
and tour