Summary:

Recently, there was recession in Hong Kong. So the travel agencies were willing to lose money and tried to cut down the tour price. The tour price is even lower than the original price. The effect of the cheap tour was that people started queuing early in the morning and waiting for registration. All branches have their tour packages sold out. Although cutting down the tour prices is good to customers, it is not a healthy trend for the community. 

When the other competitors, like Rivals Sunflower and Wing On, see that Hong Thai Citizen Travel offers such cheap packages, they will follow. Their price reduction is to answer actions by some in the sector and in a way it could be seen as publicity-driven. So this would lead to price war finally. However, it may mean that quality and the safety would be compromised for this kind of cheap packages. 

Content:

    The above price war is due to the recession. Recession is the phase after the peak, and Hong Kong suffered from it after the financial crisis in 1997. Unfortunately, H.K. suffered from deflation, which there is a falling in real GNP growth rate, an increase in unemployment rate and the prices of most of the goods and services are falling. This is the reason why there is a fall in the price of the tour.

     Meanwhile Hong Thai offered 1000 quota to the trip, so the supply of the tour is perfectly inelastic (S) which supply is perfectly inelastic when quantity supplied remains unchanged when price changes, i.e. Es is 0. 

 
And the recession led to a decrease in equilibrium price from $79 to $29(P1-> P2), but the quantity transacted remained unchanged (Q). Moreover, the tour was to cheap that it attracted a lot of people, however, the supply was fixed. At $29, there is a shortage (Qd>Qs). 

On the other hand, if the tour was elastic in demand, which means % change in quantity demanded is greater than the % change in price (% change in Qd> % change in P). 
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It is because the degree of necessity is lower, demand tends to be elastic. The original revenue was $79 X 1000=$79000, but the new revenue was $29 X 1000=$29000. TR= P  X Q= TR    .  So, the travel agency had a loss.
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       However, Rivals Sun Flower and Wing On Travel are the substitutes of Hong Thai, which can be replaced each other. The decrease in price in Hong Thai might lead to a decrease in demand for tours provided by these agencies (D1 ( D2). 

So, they followed suit to respond to Hong Thai’s price cut. In the case of Wing On Travel, it offered 3000 quota to the trip, so the supply of the tour is perfectly inelastic (S) which supply is perfectly inelastic when quantity demanded remains unchanged when price changes, i.e. Es is 0. 

Then, there is decrease in equilibrium price to $28 (P1->P2), but the quantity transacted remained unchanged (Q). The original revenue was Pe X 3000, but the new revenue was $28 X 3000=$84000. TR= P  X Q= TR   .

So, the travel agency had a loss. In the case of Rivals Sunflower Travel, it offered 1000 quota to the trip, so the supply of the tour is perfectly inelastic (S) which supply is perfectly inelastic when quantity demanded remains unchanged when price changes, i.e. Es is 0. Then, there is decrease in equilibrium price to $28 (P1->P2), but the quantity transacted remained unchanged (Q). The original revenue was Pe times 1000, but the new revenue was $28 X 1000=$28000. TR= P   X Q= TR    . So, the travel agency had a loss.
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 Also, in the price war, the travel agencies determine cutthroat price of the tour. It proves that H.K. is a free market economy which individuals are free to make consumption and production decisions. 

    Besides, there is a market exists which buyers and sellers (travel agencies) come into contact for an exchange of tour services. In this tourism industry, the travel agencies compete by setting the lowest possible price. It is called price competition. 

This industry belongs to oligopoly, which exists when there are several dominant sellers who are interdependent. Followings are the characteristics of the travel agencies. For number of sellers, there are several dominant sellers (Wing On, Hong Thai) and a large number of small sellers. For nature of goods the service provided can be heterogeneous or differentiated, for example, Hong Thai offers a day tour, but Wing On offers a two-day tour. For entry and exist, it is difficult because there entry barriers. Existing large dominating firms may capture a large market share and are already enjoying economies of scale. Their average cost of production is lower. New entrants will be out-competed. And existing sellers may have already built up their brand names and have gained loyalty of their customers e.g. Wing On. New entrants may need to advertise heavily to sell new products. This again discourages entry. For the information of the market, both consumers and sellers do not have perfect information about the market e.g. the price, quality and quantity of goods sold. Information is imperfect. For seller’s influence on the market price and output, as dominant sellers, oligopolists can influence the market price or output. They can set a price to maximize his price. There may not be different prices. So, they are price setters. For interdependent, the actions of one seller will promptly bring about reactions from other sellers.

    Besides, the tours provided by the agencies are counted in the GDP (the total market value of all final goods and services produced by resident producing units of a territory over a period of time). It is counted as private consumption expenditure in the expenditure approach because it is currently produced and a kind of production of services. So, GDP will be increased. Also, it is counted in the GNP (the total income earned by residents of a territory from engaging in production over a period of time), such as the tour guide’s income.

    For the form of business ownership, the travel agencies are belonged to limited company. The followings are the features of the limited company. They enjoy  limited liability, when the travel agencies close down; the maximum loss of an investor is limited to the amount he has invested. His personal properties will not be used to pay off any further debt of the firm. They can issue shares to raise capital. People who buy shares are called shareholders. They are the owners of the companies. They are a legal entity independent of its owners. It can sue or be sued. They have separate ownership and management. In a limited company, though the shareholders are the owners of the company, most of them do not take part in management. They are responsible for bearing risk. Instead, the board of directors is responsible for managing the company. They are a group of professional managers employed by the shareholders.

    Most of the travel agencies are private limited company, except Wing On Travel is public limited company. Both of them have different features. For the number of shareholders, the private one has 2-50 shareholders, but the public one has 2-no upper limit shareholders. For the public subscription, the private one ‘s shares cannot be traded in stock exchange, but the public one is allowed. For the transfer of shares, the private one requires the consent of other shareholders, but the public one’s shares are freely transferable. For the source of capital, the private one has narrower source of capital, as it is limited to the wealth of 50 shareholders, but the public one has wider source of capital, as public subscription is allowed. For the financial confidentiality, the private one does not require to disclose the financial condition to the public. So it has higher confidentiality, but the public one has to disclose the financial condition to the public, so it has low confidentiality.

    The travel agencies became the limited company because there are advantages. Firstly, limited liability, as the shareholders ‘liability is limited to the amount they have invested in the company. They are not required to use private properties to pay off the debt of the company. Their risk is lower. Secondly, much wider source of capital, the low risk attracts more investors. This wider source of capital is wider helps a limited company to expand easily. Thirdly, shares easily transferable, shares of public limited company can be bought and sold easily. Investors can convert his shares into cash easily without loss. Fourthly, highly efficient management, a limited company, especially a public limited company, can afford to employ professional managers who provide specialized skills to the company. Fifthly, lasting continuity, the existence of a limited company is guaranteed, as it is not affected by the death, withdrawal, bankruptcy or retirement of any shareholder.

    However, there are disadvantages, too. Firstly, slow decision-making, a limited company is more complicated in the structure. Any proposals have to be discussed in Directors’ board meeting. This slows down the process of decision-making. Secondly, weaker incentive, managers have weak incentive to make profit because they aren’t the owners. Thirdly, distant employer-employee relationship, there may be communication problem between employers and employees because the company is too large. Fourthly, complicated setting-up procedures, it takes a long time and is usually costly to set up a limited company. Fifthly, disclosure of financial conditions, as public limited company is required to disclose its financial accounts to the public, there is little confidentiality. Sixthly, high risk for creditors, the system of limited liability puts the creditors and trading partners in a risky condition in case if value of company’s assets are not adequate to repay all its debts. Seventhly, risk of being taken over, due to free transfer of shares, the company may lose control of the firm, if it loses 50% of the shares. Eighthly, risk of speculation, it will affect the wealth of the shareholders. Ninthly, the limited companies have to pay higher tax rate than other firms of business ownerships.

However, for the integration of firms, only Wing On Travel combines with a firm called Ananda travel. This method is called integration. They combined together because it can reduce the competition because competitors are turned into business partners. And when the firm becomes larger in scale. Average cost of production will reduce because of the economies of scale, and of the increase in market power i.e. the power to control the price and output. It will become more competitive, and they make more efficient use of resources or save resources to reduce costs. The two travel agencies combined together through horizontal integration. \

When firms producing similar kinds of commodities or services, or in the same stage of production combine together. The method they used is called take-over. A take-over means that one firm gains control over another by obtaining a controlling interest in the shares of the latter. Buying more than 50% of shares in another firm usually does this. The acquired firm retains its own name and corporate status, but the acquiring firm will control its policies and management. In this case, Ananda is the acquiring firm, and Win On is the acquired firm.

Tourism belongs to tertiary production. It is the provision of commercial and financial services.

Moreover, complex specialization is practiced. The tour guides specialize in a particular sub-process in the production of a good or service i.e. a tour guide is responsible for a day tour to ShenZhen everyday only and another tour guide is responsible for a day trip to Shanghai only etc. With specialization, labors productivity can increase. More output can be produced in the given period of time. With increased productivity brought by division of labors, more goods and services of greater variety can be produced. It implies a higher living standard. But the disadvantage is that workers may feel monotony at work. Workers have to repeat the same job day after day. As a result, the workers feel bored and lose their interest. This may affect the quality and quantity of goods produced. Productivity will fall. The only solution is to provide fringe benefits to them.

Lastly, for the factor of production, the tour guide is acted as a labor (labor is the human resources used in the production process, including both skilled and unskilled, physical and mental workers). And the tour guides are paid a basic salary +a commission, which is based on their performance. The advantages are that they have strongest incentive to work and provide a high standard of service as their income depends on performance. Hence the cost of supervision is lower. But disadvantages are that their income will be unstable. There is a high cost of measuring the output or performance of workers. And the tour guide knows the place well; such knowledge can be used as human capital, the man-made resources used for production.

                     The End

