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Preface

Strategic management has become a very important manage-
ment tool in today’s dynamic competitive business environ-
ment. The Handbook of Hospitality Strategic Management consists
of 20 chapters contributed by 31 internationally recognized,
leading researchers, university professors, consultants, and
industry leaders. The authors provide thorough reviews of
current literature and discussions of mainstream strategic-
management-research subject areas. They also apply the theo-
ries and concepts by means of hospitality industry cases.

This handbook uses the co-alignment principle of strate-
gic management, which suggests that a hospitality firm wins
competitive advantage by co-aligning its opportunities with
its competitive strategies, its core competencies, and its imple-
mentation process. It identifies its opportunities through envi-
ronmental-scanning activities. This handbook consists of the
following sections: environmental scanning, strategy as invest-
ment in competitiveness, core competencies, functional com-
petencies, decision making, implementation, and strategy and
multi-unit issues.

Environmental scanning Marvin J. Cetron, Frederick ]J.
DeMicco, and Owen Davies analyse the impact on the hospital-
ity business environment of economics, population change, the
labour shortage, market change, technological advantage, the
energy issue, and world terrorism. Using this analysis, they pre-
dict the environmental impact on the travel and tourism busi-
ness of vacation patterns, the MICE market, the club market, the
medical travel market, theme parks, green travel, the cruise line
and airline industries, and health foods.

Jorge Costa, from the theoretical perspective, analyses the
concept of business environmental scanning, its process, con-
tent, and outcome, and how these relate to the development
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XX

of strategies. He also discusses major models in the field of
environmental scanning and their applications. Costa also
proposes a model for continuous environmental scanning and
presents the impacts it may bring to hospitality organizations.

Strategy as investment in competitiveness Focused on the
economic environment and its impact on hotel demand, sup-
ply, and development, Paul Slattery, lan Gamse, and Angela
Roper argue that academics have paid only minor attention to
the topic in small, underfunded hotel projects. They introduce
a more comprehensive approach, which is based on the contin-
uous tracking of the structure of economies, the hotel demand
and supply profiles of all hotel chains. Armed with such longi-
tudinal data, they provide more effective interpretations of the
development of international hotel chains in Europe and why
they evolve as they do.

Nicolas Graf argues that the Critical Successful Factors
(CSFs) approach to strategy implies that companies must do
well at the core activities of their business before they can suc-
cessfully attempt to gain a competitive advantage. In their
pursuit of infinite growth, firms may be tempted to trade off
some of these principles, but as history shows, a lack of focus
on CSFs inevitably ends with long-term performance failure.

Elie Younes and Russell Kett analyse the risk factors at vari-
ous life stages (development, operating, and obsolescence/exit)
related to various hotel asset classes, such as limited, extended
stay, shared ownership, full service, and luxury hotels. They
argue that, in general, limited service hotels seem to run less
risk, while luxury and full-service hotels run higher risks.

Melih Madanoglu suggests two interim solutions for this
cost-of-equity conundrum in the emerging markets: The inves-
tors and academics should either (1) solely focus on future
cash flows of the project, or (2) use simulations, such as Monte
Carlo, in order to create multiple scenarios that approximate
the investment realities of the emerging markets.

Jinlin Zhao and Wei He review literature relevant to sev-
eral important concepts and explain how they are interrelated,
especially in the context of the international hotel industry.
They conduct a comprehensive, in-depth content analysis and
summarize major competitive methods employed by multina-
tional hotel firms between 2000 and 2007.

Francis A. Kwansa, Cynthia Mayo, and Tevfik Demirciftci
believe that companies that recognize, harness, and leverage
intangible assets are rewarded by investors on the stock mar-
ket. They discuss many intangible assets, such as leadership,
strategy execution, brand equity, reputation, network, human
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capital, and more that help companies maintain competi-
tive advantage as well as sustain their revenues and earnings
stream for the future. They analyse the percentage of intan-
gible assets in relation to their total market cap of 10 lodging
companies. The analysis shows that there is a rising trend in
intangible value among the companies.

From a corporate strategy viewpoint, John O’Neill believes
that a hotel’s brand contributes significantly to the property’s
market value. Well-managed hotel brands tend to gain increas-
ing market share. He further discusses brand power, brand as
a value creator, brand and satisfaction, brand extension, and
brand and franchising.

Prakash K. Chathoth argues that strategic alliances are used
as vehicles of growth that provide partners with access to each
other’s resources and capabilities. He believes that in today’s
global economy, it is essential that hospitality firms use alli-
ances to access markets globally. Acquiring resources or devel-
oping them internally may be a more costly option, which
could be done away with if alliances are pursued.

Core competencies Robert ]. Harrington and Michael
Ottenbacher provide an overview of the current thinking in
resource-allocation decisions and organizational structure in the
general and hospitality literatures. They compare these issues
for the emerging trend of “channel blurring” between retail
and foodservice in order to demonstrate the impact of level of
control considerations, resource availability, and demand uncer-
tainty on structural decisions. This comparative analysis high-
lights key resource-allocation decision issues for the strategic
option. They also provide a glimpse at factors influencing struc-
tural decisions, such as vertical integration, ownership forms,
and co-branding opportunities between retail and foodservice.

Functional competencies Kevin S. Murphy and Michael
D. Olsen outline the development of a high performance peo-
ple system (HPPS) within the US hospitality industry and
demonstrate those practices which should be included in a
firm’s HRM core competencies. Firms able to implement such
systems possessing complementary internal fit have been
shown to increase the intangible value of their human capital
(employees) and create greater economic value. Such organi-
zations can compete more effectively in their industry sector.
They used Outback Steakhouse Inc. as a case to illustrate their
view points.

Daniel J. Connolly argues that information technology (IT) is
a resource vital to a firm’s success. No longer can it be viewed

XXi
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simply for its support and utility roles dominant in tactical
applications, which focus on the use of IT to gain efficien-
cies, reduce costs, decrease labour, and improve productivity.
Instead, IT is increasingly playing a strategic role in organiza-
tions, where it either creates competitive advantage or enables
new business opportunities. Attention is now being given to
IT’s ability to differentiate products and services, to create new
product and service offerings, and to build and sustain core
competencies.

Peter Jones and Alan Parker believe that it might seem
slightly surprising that strategic operations management in the
hospitality industry is relatively little discussed and not much
researched. This is partly because of the “blur” between opera-
tions, marketing, and human resources; and partly because it
is difficult to separate managing operations from managing
operations strategically. Nonetheless, when this is attempted,
it becomes apparent that firms have developed and adopted
a strategic approach to managing their operations, which
has contributed greatly to their success. The authors use the
Whitbread case to illustrate how a company can compete at a
number of levels: at the corporate level, for instance through
merger, acquisition and disposal of other firms; at the busi-
ness unit level, by having an integrated strategy based around
operations, human resources and marketing; and specifically
through operations, by adopting the right location strategy,
ubiquity, or other operations strategies.

Decision making Joseph J. West and Sabina Tonarelli-Frey
introduce the concept of leadership and their point of view of
effective leadership. They believe effective leaders are highly
visible, take responsibility for their actions, and have follow-
ers who do the right thing. Leaders are goal-oriented. They
are judged by the actions of their followers, glorying in the
strength of their followers, and intolerant of poor performance.
Effective leaders understand that leadership is situational;
they must either modify their behaviour or the situation to
successfully attain their goals. They realize that in addition to
intelligence and technical skills, they must possess emotional
intelligence if they are to be effective in today’s complex envi-
ronment. They understand that emotional intelligence is essen-
tial if they are to lead the knowledge workers of today and
tomorrow. Effective leaders understand that they are responsi-
ble for the ethical behaviour of their organizations.

Chris Roberts believes that organizational culture is recog-
nized as one of the most powerful forces in determining an
organization’s success. Resistance to goals and strategic plans
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from those within the organization can doom such efforts
before they have any opportunity to succeed. Therefore,
understanding what constitutes an organizational culture and
how to influence it are key aspects of effectively formulating
and implementing strategic plans.

Marcia H. Taylor and Michael D. Olsen investigated the
co-alignment between elements of the co-alignment model:
strategy choice, firm structure, and firm performance. Based
on “resource-based view” literature, they conducted in-depth
interviews with general managers and other managers of five
hotels, direct observations, guests’ surveys and secondary data
in Jamaica. They revealed the importance of co-alignment in
hotels: Performance was best when co-alignment was present.
In addition, the findings indicated that the competitive meth-
ods cited by managers as providing the greatest value to the
hotels were not always in line with what was most important
to the guests.

Implementation Sander Allegro and Rob de Graaf look
into three innovative concepts that help make the right deci-
sions around innovation: scenario thinking, the innovator’s
dilemma, and the development of new services. These con-
cepts have been used in industry for many years and have
increased product and service sales and profits. These concepts
are applicable to the hospitality industry as well. They present
a case study of Qbic hotels, a truly innovative concept that was
introduced in the European hotel market

Amit Sharma argues that a large number of small businesses
play a very important role in the hospitality and tourism
industry; however, most hospitality strategy literature is based
on strategy models with a lesser emphasis on small businesses.
By default the emphasis has been on studying large businesses.
He believes that it is necessary to strengthen hospitality strat-
egy literature by studying small businesses. Researchers will
need to expand the existing models and theories, develop a
parallel stream of literature focused solely on small businesses,
and evaluate strategic process of such businesses.

Strategy and multiunit issues Levent Altinay and Fevzi
Okumus discuss and evaluate factors influencing entrepre-
neurial orientation of ethnic minority SMEs in the tourism and
hospitality industry. They believe that owners of ethnic minor-
ity SMEs play a crucial role in setting a direction and influenc-
ing the culture and management of these firms. They argue
that the owners who have a higher level of language profi-
ciency of the host country and business education are better
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equipped to communicate and understand the stakeholders
and develop appropriate strategies. In return, such skills then
lead to better performance and a higher growth in their busi-
nesses. Therefore, researchers need to understand and evaluate
the cultural background, religion, language skills, education,
and work experience of these entrepreneurs.

We believe that the depth and coverage of each topic is
unprecedented. It is a must-read for any hospitality research-
ers and educators, students, and industry practitioners inter-
ested in the hospitality strategic management.

Michael Olsen, Ph.D., of Virginia Tech
Jinlin Zhao, Ph.D., of Florida International University
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Introduction

Overview

Travel and tourism form one of the largest and fastest growing
industries, both in the United States and throughout the world.
This sector also is changing rapidly. In this chapter (which has
been adapted from a forthcoming book of the name: Travel
2015: The Next Big Thing in Travel and Tourism), the senior
authors—one a prominent and widely respected forecaster, the
other ARAMARK Chair of Hotel and Restaurant Management
at the University of Delaware—offer a clear-eyed and compel-
ling look into the future of this diverse field. In addition, they
provide tools with which readers can begin to make useful
forecasts for their own companies and careers.

This is a chapter to examine the future of tourism, travel,
transportation, and related services.

The travel and tourism industry is accustomed to good times.
Yet for some years, travel suffered. And because it was unpre-
pared for adversity, it suffered more than it needed to. Today,
prosperity has returned, but there are warning signs that we
still could see another period of declining travel and pinched
revenues. This chapter will tell readers what lies in the future
and provide an introduction to forecasting, a critical manage-
ment tool for turbulent times.

The terrorist attacks of September 11, 2001, more than deci-
mated the travel industry. International tourism to the U.S.
plunged by 70%. Even such evergreen attractions as Disney
World, Washington, and Las Vegas were forced to cut back, and
profits collapsed throughout the industry. In the United States,
airlines alone laid off an estimated 100,000 workers. Travel-
related firms in Europe and Asia suffered similar declines.
More recently, SARS and hostility over Europe’s position on
the Iraq war have aggravated this already-grim situation.

These problems could not have been avoided, but it might
at least have been possible to prepare for them. In 1994, author
Marvin Cetron and his colleagues at Forecasting International
carried out a study of terrorism for the Pentagon. Their report,
Terror 2000, specifically predicted events that to many people
then seemed unthinkable. These included a massive assault
on the World Trade Towers, an attack on the Pentagon using
a commandeered airplane, and the delivery of simultaneous
blows by Muslim extremists against widely separated targets.
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If this study had been undertaken for the hospitality industry,
the implications would have been obvious; hotel, resort, and
airline executives at least could have managed their resources
to weather the coming storm.

Those insights—still vitally important in the post-9/11
world—are only a small part of what this chapter has to offer.
This chapter will tell readers what to expect in the travel and
tourism industry for the rest of this decade. In this book, we
will examine both general issues, such as the state of the econ-
omy and the supply of suitable workers, and specific trends
that are now changing important industry sectors. We will
cover hotels and resorts, airlines, cruise lines, and other aspects
of this field. In addition, we will reveal the specific trends that
Forecasting International uses to make its forecasts and tell
readers how they can be used to predict their own futures.

The pressing need to look ahead is a lesson that many peo-
ple have learned well in recent years. Economic boom and
bust, technological change, international competition, terror-
ism, and other predictable forces have destroyed some indus-
tries, created others, and left none untouched. No one at the
level of middle management or above, and no student prepar-
ing for a career, can do his job without keeping one eye on the
future.

We believe that many executives, teachers, and students in
the travel and tourism industry will be eager for an advance
look at the years ahead. The next few years will be a challeng-
ing time, and these potential readers will need all the help we
can offer them.

Part I: common concerns for the hospitality industry
Forecasting, a quick introduction

There is nothing arcane, or even particularly difficult, about
anticipating what is to come. However, sound forecasting does
require a good sense of what is going on in the world, the abil-
ity to look at new information objectively, and some practice at
relating general trends to the specific conditions of an indus-
try or company. This chapter will explain the strengths and
limitations of forecasting and introduce the methods by which
Forecasting International arrives at its insights. This will serve
to reassure sceptical readers that the predictions made in this
book are worth listening to.
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Money matters

Grey power

The single greatest factor shaping the future of the travel and
tourism industry is the condition of the U.S. economy. When
Americans are prosperous, the world’s hotels, airlines, cruise
ships, and destinations flourish as well. When Americans feel
poor, the impact is felt around the world. Regionally, the eco-
nomies of Europe and Japan have similar influence on this
consumer-sensitive industry. In the years ahead, the economies
of China and India will become nearly as influential as that of
the United States.

Forecasting International has long believed that the U.S.
economy would be generally strong through at least this dec-
ade, with only temporary, relatively mild interruptions. The
post-9/11 recession has done nothing to change that view,
and current data indicates that a healthy recovery has begun.
This augurs well for the travel and tourism industry through
at least 2010. Beyond that, the health of the economy depends
significantly on federal tax and spending policies in ways that
we will make clear.

For other economies, the picture is mixed. We will make
concrete forecasts for them late in the production schedule.

Throughout the developed world, populations are growing
older. The elderly live longer, thanks to healthier living and bet-
ter medical care, and the vast Baby Boom generation, now near-
ing retirement, is being followed by much smaller generations.
By 2025, the number of people age 15-64 in Germany, Italy,
Japan, and Spain—among other countries—will see double-
digit declines, while the number of elderly grows rapidly. Japan
has the highest average longevity in the world and a birth rate
so low that by 2050 its population is expected to decline by 30%,
while the senior population grows to nearly 37% of the total.
Thus, in 2025 more than 18% of the American population will be
age 65 or older, up from 12% today. Throughout the world, the
ranks of 60-year-olds and older are growing 1.9% per year, 60%
faster than the overall world population. People over 65 made
up only 15% of the population in the developed world in 2000,
but will grow to 27% of the population in the next half-century.
Add to this the growing concentration of wealth among sen-
iors, thanks to their longer time for earning and investment and
the contribution of social security benefits in most of the devel-
oped world, and we see a trend that will have a profound impact
on hospitality and travel. More and more of the hospitality
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industry’s guests will be seniors. Many will be healthier than
their parents and grandparents were at the same age, and they
will demand more active, adventurous vacations than previous
generations of seniors could endure, much less enjoy. Yet others
will be frail or sickly and will need care and assistance that desti-
nations are accustomed to providing. And all are likely to require
special accommodations for their changing needs. Hotels will
require arthritis-friendly handles on doors and faucets—levers,
rather than knobs—brighter lighting, and signs that are easier
to read, with larger lettering and less clutter. Restaurants will
need to provide meals with more intense flavours suited to the
declining acuity of older palates. And personnel throughout
the industry will require training to attend better to the needs
of the elderly. These and other changing demands will be a
continual challenge to travel and tourism.

Personnel

The supply of entry-level and low-wage workers is shrinking
throughout the developed world, while the travel and tour-
ism industry continues to need ever more inexpensive, per-
sonable, and well-trained people to care for its guests. In the
years ahead, the industry will meet this problem by recruit-
ing from among retirees and other relatively underutilized
groups of potential employees. Inevitably, it also will recruit
from younger generations of workers, whose values and
expectations vary significantly from those of their parents,
older siblings, and company superiors. Finally, new educa-
tional techniques and certification opportunities will change
the process of training new employees and teaching them the
corporate culture. Many companies will find themselves teach-
ing many of their new hires English as a second language. All
these factors will modify personnel and management practices
in important and sometimes unexpected ways.

Impact of new travel technology

In the next few years, airliners will grow larger, faster, and
more efficient. Cruise ships will become larger, more efficient,
and better equipped with high-tech amenities such as instant
Internet access. The United States may finally begin to replace
regional air travel with high-speed rail. “Intelligent” high-
ways will speed ground transportation throughout the devel-
oped world. Rail, too, is becoming ever more important for
middle-distance travel as high-speed rail systems proliferate.

7
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And Internet-based marketing will continue to chip away at
the travel agents’ remaining foothold in the industry. These and
other developments will change the way the travel and tourism
do business in the years ahead, as this chapter will explain.

Slice and dice marketing

Around the world, more and more travellers are using their
vacations to visit places and partake of activities that fewer and
fewer of them would be interested in. This is not a paradox; it
is the latest thing in market segmentation: niche marketing to
ever smaller groups of people who share specific, often unique,
interests and values. Poker players, amateur astronomers, fans
of mystery fiction, and gays and lesbians all form specialized
and lucrative markets that cruise lines and travel destinations
have tapped with great success. Serving these niche markets
is quickly proving to be one of the most productive trends in
travel and tourism.

At least five market segments will be growing fast for the
next decade or more: adventure travel, ecotourism, attractions
based on tragedy and terrorism, African-American history (in
the United States), and so-called medical tourism, which we
will examine at much greater length in Chapter 11.

Energy: lifeblood of travel

We see it most clearly in the airlines, which have jammed more
seats into the economy sections of their planes, trimmed flight
schedules, and added fuel-cost surcharges to their ticket prices.
Yet cruise lines, hotels, and other parts of the travel and tour-
ism sector are feeling it as well: with crude oil at nearly $120 in
April 2008, the high price of energy began to hurt. Energy costs
are likely to remain relatively high for the next year or two.

And in the long run? There is little hope that oil prices will
return to the comfortable levels of $30 or $35 per barrel that
were standard just a few years ago. In 2015, and for years
thereafter, fossil fuels will remain the world’s most important
energy resources, with oil clearly in the lead.

Yet if energy will never be cheap, neither will it remain as
expensive as it has been of late. Contrary to many dire forecasts,
there is no evidence that our supply is soon to run out. Proved
oil reserves stand just above 1 trillion barrels, enough to keep
the plant going for another 20 years or so. They have remained
at that level for decades and show no sign of shrinking in the
years ahead. More importantly, new refining capacity—the real
limiting factor in the world’s fuel supply—will at last come
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online by 2009 or 2010. When it does, the cost of oil will drop
significantly. The International Monetary Fund is predicting that
oil will cost $34 per barrel in 2010. At Forecasting International,
we would not be surprised to see it at $40-$45 per barrel. Yet
even this is a big improvement in prices over 2008. It is a cost
that the world’s travel and tourism operators will easily afford.

“Bang, you’re dead!” and they mean it

Wherever extremists aim their guns and bombs, they hit the
travel and tourism industry. Sometimes they strike directly, as in
Indonesia and Bali, where Jamaah Islamiya bombed a Marriott
hotel and a night club full of tourists. Sometimes they strike indi-
rectly, as in the September 11 attacks, which all but destroyed
international tourism and air travel even though they were not
aimed directly at the industry. This is a problem that will be with
us for decades, as the recent plot to blow up airliners travelling
from Britain to the United States demonstrates yet again.

In a recent Harris poll, 94% of travellers surveyed understand-
ably said that they now consider security a critical factor when
deciding where to stay. Coping with this heightened concern for
safety will require important changes in security, personnel, and
sourcing practices, not only for airlines, but for hotels, resorts,
cruise lines, and other travel facilities. Many organizations have
responded slowly or not at all to this grim, still-new reality. Doing
so effectively will mean tightening the screening of personnel—
not only their own, but those of suppliers—installation of intru-
sion barriers, and even upgrading standard safety measures
such as fire alarms and food storage. This chapter will tell what
to expect in the years ahead, and how to cope with the demands
increasingly being placed on them.

Part Il: sector forecasts
If this is Tuesday, it must be Orlando

Major changes have swept the tourism sector in the recent
2 years. Busy working people are taking smaller vacations and
more of them—a long weekend or a 4-day get-away every couple
of months, rather than one or two traditional vacations each year.
Retirees are travelling in the off-season. Cruise vacations have
become the fastest growing sector of the tourism market. And,
increasingly, consumers are cutting out the middleman and book-
ing their own vacations online. This has been good news for most
of the industry—with the obvious exception of the travel agents—
because it has evened out a lot of tourism’s customary seasonality.
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However, there has been bad news as well. The September 2001
terrorist attacks, the controversy over the Iraq war, and the slow
job growth of recent years (compared to the boom years of the
1990s) all are changing travel habits in unwelcome ways. Elective
air travel remains depressed, and international tourism to and
from the United States is off sharply. Hotel occupancy has fallen
more than 25% in Paris, while foreign visitors remain unaccus-
tomedly scarce at the Orlando theme parks. In general, Americans
are vacationing within driving distance of their homes, mak-
ing day trips, and visiting the local amusement park, rather than
going farther afield.

Some of these changes will prove transient as September 11
and the Iraq war fade further into the background. Others may
be with us for years. This chapter will tell what to expect.

Away on business: the MICE market

Club medic

Business travellers go to meetings and exhibitions for the
“three Cs”—contacts, contracts, and certification—and for a
“high-touch” antidote to the sterile pressures of an increas-
ingly high-tech world. As a result, gatherings large and small
have long been an essential part of many industries, and they
used to be one of the easier, more profitable markets for the
hotels and resorts that host them. Booking them meant a block
of rooms filled, and payment for them was assured.

Today, the MICE market—for meetings, incentives, certi-
fication, and exhibitions—has been struggling with difficult
challenges. Video conferencing is quickly replacing in-person
meetings, and online instruction allows certification whenever
and wherever the student finds most convenient. The market
for incentive travel is growing quickly, but it generally offers
much smaller sales. For the host destinations, this has meant
more effort, smaller profits, and a lot less certainty.

This is a taste of things to come. In the years ahead, the glo-
bal population will continue to grow and change, science and
technology will tighten their hold on business and society, and
the world will knit itself ever more tightly into a single market.
And all this means that competition and cost cutting will grow
ever more intense. As a result, both opportunities and trials
will abound in the MICE market.

The well-to-do have long visited spas for weight loss, exer-
cise, and general pampering; others have gone to specialized
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clinics for medical procedures not approved at home. And spas
in particular are a fast growing segment of the travel and tour-
ism industry. They are creating new products and penetrating
new markets.

However, growing numbers of people are going abroad for
more critical forms of care. When they require surgery or den-
tal work, they combine it with a trip to the Taj Mahal, a photo
safari on the African veldt, or a stay at a luxury hotel—or at
a hospital that feels like one—all at bargain-basement prices.
This is medical tourism, and it is one of the hottest niche mar-
kets in travel and tourism.

Medical tourists have good cause to seek out care far from
home. In some regions, state-of-the-art medical facilities are hard
to come by, if they exist at all. For that reason, patients through-
out the Middle East are travelling to Jordan or Asia for compli-
cated surgery. In other countries, the public health care system
is so overburdened that it can take years to get needed care. In
Britain or Canada, the waiting list for a hip replacement can be
a year or more long. In Bangkok or Bangalore, you can be in a
state-of-the-art operating room the morning after you get off the
plane. But for most people, the real attraction is price. The cost
of surgery in India, Thailand, or South Africa can be one-tenth
of rates in the United States or Western Europe, and sometimes
even less.

Under the circumstances, it is no surprise that the medical
tourism market is growing rapidly. Ten years ago, it was hardly
large enough to be noticed. Today, something over 250,000
patients per year visit Singapore alone; nearly half arrive from
the Middle East. Perhaps half a million annually travel to India
for medical care; in 2002, it was only 150,000. McKinsey, the con-
sulting firm, estimates that medical tourism could bring India as
much as $2.2 billion per year by 2012. Throughout Asia, Africa,
South America, and Eastern Europe, clinics and tour directors
alike are rushing to tap this lucrative market. They will make
medical tourism one of the fastest growing niche markets in the
travel and tourism industry for many years to come.

The theme is amusement

It was a good year for the world’s amusement and theme parks
in 2005, the most recent year for which figures are available.
Some 253 million people visited amusement parks that year,
up 2.2% from 2004. The years ahead should be even better.
Amusement parks are one of the few travel and tourism mar-
kets that cater to visitors who are short of funds and actually
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prosper in lean times. The proliferation of young families in the
next decade, particularly outside the United States, will create a
ready market of cash-strapped customers looking for inexpensive
entertainment close to home. However, the price of success for
parks is constant investment in new rides, stage shows, and other
attractions. Today’s prosperity will enable them to make these
costly commitments, ensuring that the good times continue.

Water, water everywhere—but that is not what they drink

Cruising is hot, hot, hot, and not just when the weather turns
sultry. More than 80 ocean-going cruise lines with over 250
ships now visit some 2000 destinations, and bookings are
expanding by 8% annually, the fastest growth rate in the travel
and tourism industry.

Yet it has not all been clear sailing for the cruise sector. In
2001, some 10 million people booked passage on the world’s
cruise lines. The terrorist attacks of September 11 slashed that
demand. Drastic price cuts have brought business back, but
decimated profits. Ticket prices remain depressed, and passen-
gers are beginning to complain that service has suffered as a
result. And capacity is rising even faster than demand.

All this brings up obvious questions: Can even these liv-
able times last, or do worse problems lie just over the horizon?
How long will cruise prices remain depressed? How can cruise
operators turn growing demand into solid profits? How can
they adapt to the challenges of a fast-changing world?

Travel goes green

One of the fastest niche markets in the travel industry is eco-
tourism, where the colour green stands for environmental
concern, not dollars spent per minute. Hard data on the ecot-
ourism market is difficult to find, in part because it is not easy
to pin down exactly which activities really qualify. However, a
few figures offer at least a hint of this market’s size and poten-
tial. In 1993, the World Tourism Organization estimated that
“nature tourism” accounted for just 7% of all money spent
on international travel. Just 10 years later, it put the figure
at 20% in the Asia-Pacific region. In some areas, such as South
Africa, the number of visitors to game and nature preserves is
doubling every year. Another report from the WTO estimated
that ecotourism is the fastest growing segment of the tourism
industry, expanding by about 5% per year. It represents 6% of
the global GDP and 11.4% of all consumer spending.
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This fast growth is powered by some important trends.
One is the health of the developed economies, which provide
the vast majority of ecotourists. Another is the youth of the
most eco-conscious population segment. Too short of cash to
indulge in lavish vacations today, these young families soon
will mature into their peak earning years and will set about
turning their nature-oriented vacation dreams into reality.
It helps also that the Baby Boom generation, which largely
invented ecotourism, is the largest generation in history and
soon will be the wealthiest.

All this points to major growth in ecotourism in general, and
in such subcategories as geotourism, nature-based tourism,
and pro-poor tourism. This will bring new prosperity, both to
a wide variety of new destinations and to tour operators capa-
ble of cashing in on this powerful trend.

Troubled airlines begin to soar

The perpetually earthbound airline industry is one sector that
needs a little good news. Fortunately, there is more to offer
than many observers recognize. It took a few years, but the
passenger shortage that followed the September 11 hijackings
has finally been fully made up. In 2005 and 2006, the recover-
ing global economy brought unaccustomed profits to many of
the world’s airlines, including the financially shaky U.S. car-
riers. This was made possible by a variety of sound business
decisions, including cutbacks in unprofitable routes, imposi-
tion of fuel surcharges to compensate for high energy prices,
and the packing of still more seats into economy sections.

Paradoxically, the best news may have been the plot to blow
up airliners in flight between Britain and the United States.
Unlike the successful attacks of 9/11, the potential horror
revealed in mid-2006 has had little impact on air travel. Flights
from Great Britain were nearly grounded, not for lack of passen-
gers, but because stringent security measures enacted after the
incident took so long that few would-be travellers could make
their planes without longer waits than most could endure. In
the U.S., air passengers accepted hours-long lines with scarcely
a murmur of protest. This has to be a good omen for the period,
soon to come, when security measures return to normal.

Yet the real payoff will come in 2010 and beyond. By then, fuel
costs should be declining, travel demand growing, and the new
leanness and efficiency of the world’s airlines—enhanced by
still more fuel-efficient models from Airbus and Boeing—should
bring prosperity at last to the world’s long-beleaguered airlines.
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Food for thought

Restaurants and food service used to be an afterthought for
hotels, resorts, and travel destinations. Given a choice, travel-
lers were likely to stop at a nearby restaurant instead of eating
in. Today, that is changing, and restaurants are becoming a sig-
nificant profit centre for many travel and tourism businesses.
This exposes them to the same trends that are affecting free-
standing restaurants.

Diners are becoming more health conscious, more qual-
ity conscious, and much more interested in convenience and
economy. These trends are changing the food from restaurants
to the local supermarket. They are most advanced here in the
United States, but are beginning to appear in Europe as well.

At home, Americans are looking for meals that are easy to
serve, but many are “cuisine literate yet culinary illiterate” due
to increased global travel.
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Introduction

This chapter analyses the concept of business environmental
scanning, its process, content, and outcome and how these
relate to the development of strategies. The major models in
the field of environmental scanning and their applications are
also presented and analysed. Finally, a model for continuous
environmental scanning is proposed and the impacts it may
bring to hospitality organizations who adopt it, are explained.

As research into the environmental scanning activities of
organizations started in areas other than those of hospital-
ity and tourism, the majority of the literature on this subject
relates to industrial and other service organizations. From the
small number of studies on the environmental scanning activi-
ties of hospitality organizations, a review of the most relevant
is presented.

Strategic planning and environmental scanning

There is no generally accepted definition of strategic planning;
different authors use different terms to define the same concept
(Mintzberg et al., 2005; Stoner and Freeman, 1986). However,
the definition proposed by Wheelen and Hunger (1989, p. 14)
provides a good illustration of the process and content of stra-
tegic planning while at the same time addressing basically the
same aspects as other authors:

... the development of long range plans for the effective management
of environmental opportunities and threats in the light of corporate
strengths and weaknesses. Such planning includes establishing the
corporate mission, specifying objectives, developing strategies, and
setting policy guidelines.

According to research (Mintzberg et al., 2005; Mintzberg, 1992;
Costa, 1997), the development of strategies is not always car-
ried out in such a formal way. As found by Mintzberg, there are
organizations where strategies are not deliberate but emergent.
This realized approach to strategy development is likely to result
in different attitudes towards the management of environmental
opportunities as proposed by Wheelen and Hunger. In addition to
considering strategic planning activities, the emergent approach
to strategy also requires clarification namely in respect of how
an organization’s objectives are formally defined and strategies
developed. This is also one of the limitations identified by Costa
and Teare (2000) and West (1988) in their research on the relation-
ship between strategy, environmental scanning, and performance.
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The identification and management of environmental oppor-
tunities, however, is seen as fundamental to the competitive
positioning of companies (Garland, 2007; Mazarr, 1999; Fahey
and King, 1977; Segev, 1977; Kefalas and Schoderbeck, 1973). The
identification of business environmental trends can be achieved
using environmental scanning, which is seen by Aguilar (1967)
as a way to examine information about events and relationships
in a company’s outside environment. This information can then
be used to assist top management in its task of charting the com-
pany’s future course of action.

The importance of environmental scanning for organizations
can be seen by looking at some of its potential outcomes: iden-
tification of events and trends in the external environment, and
the possible relationships between them. An understanding
of the data may help organizations extract the main implica-
tions for decision making and strategy development (Van
Deusen et al., 2007, Okumus, 2004; Daft et al., 1988; Lenz and
Engledow, 1986; Stubbart, 1982). Even though it is an estab-
lished activity with well-defined elements, environmental scan-
ning is not regularly used by business organizations (Garland,
2007; West and Olsen, 1989; Jain, 1984).

Research on environmental scanning has followed different
directions (Okumus, 2004; Olsen and Roper, 1998). Some stud-
ies focus their attention on the information-gathering activities
of senior-level executives (Miller and Friesen, 1983; Hoffman
and Hegarty, 1983; Hambrick, 1982; Segev, 1977; Keegan, 1974;
Kefalas and Schoderbeck, 1973; Aguilar, 1967), while others on
various analytical techniques and formal strategic planning
systems (Stoffels, 1994; Lorange, 1982; Steiner, 1979; Post, 1973).
Yet another approach (Narchal et al., 1987) covered the social
and psychological processes associated with organizational
learning and executive decision making (Dutton and Duncan,
1983; McCaskey, 1982; Weick, 1979; Dill, 1962).

Empirical research also demonstrates that for environmen-
tal scanning to succeed it has to be linked to the formal plan-
ning process (Evans et al., 2003; Engledow and Lenz, 1989;
Jain, 1984; Fahey and King, 1977). Even though organizations
regard environmental information as highly relevant for strate-
gic planning the majority still perceive themselves as basically
involved in relating environmental phenomena to short-term
choices (Okumus, 2004; Costa, 1997; Fahey and King, 1977).
Knowing the nature of the link between environmental scan-
ning and strategic planning among hospitality organizations is
fundamental in understanding how the information on exist-
ing and future trends in the business environment supports
strategy development and decision making.
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The concept of business environment

The environment of an organization consists of the outside
forces that directly or indirectly influence its goals, structure,
size, plans, procedures, operations, input, output, and human
relations (Van Deusen et al., 2007; Preble, 1978; Segev, 1977).
The importance of understanding the environment is demon-
strated in research by Bourgeois (1985) where he shows that
a firm which examines its environment accurately, tends to
achieve a higher than average level of economic performance.

The theory of open systems introduced the concept of the
environment and its effect on the organization (West and
Anthony, 1990). The concept of an open system is based on
the assumption that an organization’s growth and survival
is dependent on the nature of the environment that it faces
(Fahey et al., 1983). It has been recognized that different envi-
ronments impose different demands and/or opportunities for
organizations (Okumus, 2004; Kefalas and Schoderbeck, 1973).

Thomas (1974) suggests that the application of systems the-
ory to the corporate environment can be done by employing
the concepts of “resolution levels” or “superordinate systems.”
These can be grouped into two broad categories: “operat-
ing environment” and “general environment.” The operating
environment! can be defined as the set of suppliers and other
interest groups which the firm deals with, while general envi-
ronment is defined as the national and global context of social,
political, regulatory, economic, and technological conditions
(Johnson et al., 2006; Daft et al., 1988; Fahey and King, 1977;
Thomas, 1974). According to Daft et al. (1988), sectors® in the
task and general environment are expected to influence scan-
ning and other organizational activities because these sectors
differ in uncertainty.

Thomas (1974) argues that the analysis of the general envi-
ronment is at least as important as the analysis of the operat-
ing environment for purposes of corporate planning. While
sharing the same perspective, Fahey and King (1977) go fur-
ther and consider the general environment as being more rel-
evant to strategic planning and as requiring a greater degree of
innovation in the collection of information.

'The operating environment is sometimes referred to as “specific environment,”
“immediate environment,” and/or “task environment.”

2Sectors are the main elements comprising both task and general environ-
ment, i.e., competitors, suppliers, social, political, and so on.
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The concept of environmental scanning

The seminal work in this field was carried out by Aguilar
(1967) whose purpose was to look at the ways in which top
management gains relevant information about events occur-
ring outside the company in order to guide the company’s
future course of action. In his study Aguilar (1967, p. vii) refers
to environmental scanning as:

scanning for information about events and relationships in a company’s
outside environment, the knowledge of which would assist top man-
agement in its task of charting the company’s future course of action.

A similar perspective is proposed by Hambrick (1981) who
defines environmental scanning as the managerial activity of
learning about events and trends in the organization’s envi-
ronment, conceiving it as the first step in the ongoing chain of
perceptions and actions leading to an organization’s adapta-
tion to its environment.

The majority of authors agree that the main functions of
environmental scanning are: to learn about events and trends
in the external environment; to establish relationships between
them; to make sense of the data; and to extract the main
implications for decision making and strategy development
(Costa and Teare, 2000; Olsen and Roper, 1998; Daft et al., 1988;
Lenz and Engledow, 1986; Stubbart, 1982; Fahey and King,
1977; Segev, 1977; Keegan, 1974; Thomas, 1974; Kefalas and
Schoderbeck, 1973).

Despite being an established activity with well-defined
elements, environmental scanning is not in widespread use
among business organizations (Okumus, 2004; Costa, 1997;
West and Olsen, 1989; Jain, 1984) and the scanning behaviour
differs from one company to another (Costa and Teare, 2000;
Olsen et al., 1994; Daft et al., 1988; Preble et al., 1988; Lenz and
Engledow, 1986; Farh et al., 1984; Hambrick, 1982).

Research shows that the degree of importance of environ-
mental scanning in a company can be inferred by the way scan-
ning activities are integrated into the overall planning process
(Costa and Teare, 2000; Okumus, 2004; Fahey and King, 1977).
According to Jain (1984) as companies grow in size and com-
plexity their need for formal strategic planning increases
accordingly and with it the need for a systematic approach to
environmental scanning. Thus, Jain adds that the effectiveness
of strategic planning is directly related to the capacity for envi-
ronmental scanning.

In this context, back in 1977, Terry argued that the most obvi-
ous use of environmental scanning was the gathering of data for

19 e o o




Handbook of hospitality strategic management

long-range planning. Terry suggested that being such an impor-
tant activity it could be also used for organizational develop-
ment and design, development of agenda for executive boards
or boards of management, and management education. The
importance of this view is well illustrated more than 30 years
later by Garland (2007, p. 4) when he states that “trends combine
and interact ... to present your business with wild and unprece-
dented threats and opportunities.” that need constant attention.

As organizations derive their existence from the environ-
ment, they should scan and monitor their business environment
and incorporate the impact of environmental trends on the
organization by reviewing corporate strategy on a continuous
basis (Garland, 2007; Jain, 1993). From Jain’s standpoint scan-
ning improves an organization’s abilities to deal with a rapidly
changing environment in various ways:

e It helps an organization capitalize early on opportunities;

e It provides an early signal of impending problems;

e [t sensitizes an organization to the changing needs and
wishes of its customers;

e It provides a base of objective qualitative information about
the environment;

e It provides intellectual stimulation to strategists in their
decision making;

e Itimproves the image of the organization with its publics by
showing that it is sensitive to its environment and respon-
sive to it.

The information gathered by the environmental scanning proc-
ess differs from industry or competitive analysis in two main
aspects: it is broad in scope and it is future-directed (Johnson
et al., 2006; Costa and Teare, 2000; Stubbart, 1982). As such,
environmental scanning should be conceptualized as a process
of data collection about the business environment, which may
help managers identify opportunities, detect and interpret
problem areas, and implement strategic or structural adapta-
tions (Okumus, 2004; Daft ef al., 1988).

Scanning characteristics and processes
According to Murphy (1989) there are some characteristics of

environmental scanning that can be seen as essential:

e It should be integrative (part of the planning and decision-
making system of the corporation);
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e It should be relevant to strategic planning (focus on strate-
gic issues and assistance in strategic decision making);

e It should take a holistic approach (so as not to miss any
signals).

Terry (1977) and more recently, Costa and Teare (2000) argue
that environmental scanning will normally start in existing
organizations and, therefore, much relevant data will be read-
ily available, for example, the company’s mission and func-
tional plans. These, they assert, should be taken into account in
setting up the process of environmental scanning, even though
they may be radically altered after the scan has taken place.
Consequently, Terry suggests that the following should inform
the designing of an environmental scanning process:

e The scan needs to consider all possible influences in the
company;

e The purpose of environmental scanning is not to foretell
accurately the future but to plot the issues that are likely to
have impact on the company so that it can be prepared to
cope with them when they arise;

e The results of environmental scanning should be a proac-
tive rather than a reactive stance by the company towards
its environment;

e It is not sufficient for managers to understand the plan that
results from the environmental scan, it is crucial that they
understand the thinking that has led to the development of
strategic and tactical key issues;

e It should focus managers’ attention on what lies outside
the organization and allow them to create an organization
which can adapt to and learn from that environment.

Approaches to environmental scanning

There are two distinct approaches within environmental scan-
ning: the “outside-in” or macro-approach, and the “inside-out”
or micro-approach (Fahey and Narayanan, 1986). The outside-
in approach adopts a broad view of the environment. It looks
at all the existing elements in the outside environment facing
the organization. Its main concerns are the longer-term trends,
the development of alternative views or scenarios of the future
environment, and the identification of the implications for the
industry in which the firm operates and the implications for
the firm itself. The inside-out approach takes a narrow view of
the environment. It looks just for some elements in the outside
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Table 2.1 The Qutside-in and Inside-out Perspectives

Outside-in

Inside-out

Focus and
scope

Goal

Time horizon

Frequency
Strengths

Unconstrained view of
environment

Broad environmental
analysis before considering
the organization

Typically 1-5 years,
sometimes 5-10 years

Periodic/ad hoc

Avoids organizational blinders

Identifies broader array of
trends

View of environment
constrained by conception of
organization

Environmental analysis
relevant to current
organization

Typically 1-3 years

Continuous/periodic

Efficient, well-focused analysis

Implications for organizational
action

Identifies trends earlier

Source: Adapted from Fahey and Narayanan (1986).

environment as its view is constrained by the internal influ-
ences of the organization. For the main differences between
these perspectives see Table 2.1.

These same approaches to environmental scanning taken by
hospitality organizations were recently confirmed by Okumus
(2004) in an extensive review of environmental scanning research
and its development in the international hospitality industry.

The content of environmental scanning
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The elements most commonly referred to as composing envi-
ronmental scanning are: political, economic, social, and tech-
nological elements, well known as “PEST analysis” (Johnson
et al., 2006; Fahey and Narayanan, 1986; Aaker, 1984). The
activity through which organizations collect data from these
areas can be characterized as Irregular, Periodic, or Continuous
in increasing order of sophistication and complexity (Fahey
et al., 1983). According to these authors, irregular systems are
characterized by the reactive nature of planning as well as
environmental scanning. On the other hand, they suggest that
periodic systems are more sophisticated and complex, and,
while the focus is still on problem-solving, they exhibit greater
proactive characteristics. Finally, they believe continuous sys-
tems are the ideal systems because attention is directed not
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only towards mere problem-solving but primarily towards
opportunity-finding and the realization that planning systems
contribute to the growth and survival of the organization in
a proactive way. This view is supported by Garland (2007) in
his work on how business can anticipate and profit from the
trends in the general environment.

The outcome of environmental scanning

The outcomes of environmental scanning, according to Costa
and Teare (2000) and Fahey and Narayanan (1986), are: an
understanding of current and potential changes taking place in
the environment; the provision of important data for strategic
decision makers; and the facilitation and development of strate-
gic thinking in organizations. Jain (1993) emphasizes that scan-
ning serves as an early warning system for the environmental
forces that may impact a company’s products and markets in
the future. As argued by researchers in the field of hospitality
(Costa, 1997; Slattery and Olsen, 1984) environmental scanning
helps managers to foresee favourable and unfavourable influ-
ences and initiate strategies that will enable their organizations
to adapt to the environment. These outcomes can be divided
into short-term and long-term outcomes. In the short term the
outcome is to modify the company’s actions in order to better
explore opportunities and avoid threats. In the long term the
outcome is to inform the development of strategies.

However, while the outcomes of environmental scan-
ning are very important the process of engaging in it is no
less important (Okumus, 2004; Fahey and Narayanan, 1986).
Undertaking the process, according to these authors, leads to
enhanced capacity and commitment in understanding, antici-
pating, and responding to external changes on the part of the
firm’s key strategic managers. Environmental scanning can
be a powerful tool for strategic planning if it has specific aims
and objectives, and the commitment of the key players within
the organization (Engledow and Lenz, 1989).

Environmental scanning and strategic planning relationship

As empirical research shows, to succeed environmental scan-
ning activity has to be linked to the formal planning process
(Costa and Teare, 2000; Engledow and Lenz, 1989; Jain, 1984;
Fahey and King, 1977). However, even though organizations
realize and accept the need to relate environmental information
to long-range plans, so far most of them still perceive themselves
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as being primarily involved in relating environmental phenom-
ena to short-term choices (Costa, 1997; Fahey and King, 1977).

Jain (1993) proposes a seven-step approach to explain the
link between environmental scanning and corporate strategy
in organizations:

1. Keep a tab on broad trends appearing in the environment;

2. Determine the relevance of an environmental trend;

3. Study the impact of an environmental trend on a product/
market;

4. Forecast the direction of an environmental trend into the
future;

5. Analyse the momentum of the product/market business in
the face of the environmental trend;

6. Study the new opportunities that an environmental trend
appears to provide;

7. Relate the outcome of an environmental trend to corporate
strategy.

As Jain (1993) and Johnson et al. (2006) suggest, based on infor-
mation about environmental trends and their impacts, a com-
pany needs to review its strategy on two counts: changes that
may be introduced in current products/markets, and feasible
opportunities that the company may embrace for action. In
fact, the identification of weak signals in the business environ-
ment may provide the best opportunities for organizations in
the long term (Stoffels, 1994; Ansoff and McDonnell, 1990).

Scanning and the development of strategies
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Strategy as a plan and strategy as a pattern have different
implications for environmental scanning activities. According
to research (Costa, 1997; Daft et al., 1988; Jain, 1984; Fahey and
King, 1977; Kefalas and Schoderbeck, 1973), environmental
scanning needs to be linked to strategic planning in order to
be a successful activity. From this perspective, environmental
scanning fits perfectly into the planning process of the organi-
zation. However, in organizations where strategies result from
consistency in behaviour the design of environmental scan-
ning activities for strategic decision making will have to follow
a different process (Okumus, 2004).

As demonstrated by research (Costa and Teare, 2000; Daft
et al, 1988; Jain, 1984; Fahey and King, 1977; Kefalas and
Schoderbeck, 1973), there is a strong link between environmental
scanning and strategic planning. While environmental scanning
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provides information for strategic decision making, the develop-
ment of strategies justifies the need for environmental scanning
by organizations. This justification is particularly important in
periods of economic recession when organizations try to cut
down their costs mainly in those departments where the impor-
tance of actions can only be assessed in the long term as is the
case with environmental scanning (Fahey et al., 1983).

On the other hand, as Mintzberg (1994) argues, there are
organizations where strategies are not made explicit or simply
do not exist formally. As strategies cannot be purely deliberate
and a few can be purely emergent (Mintzberg, 1994), the most
logical behaviour for an organization would be to develop
some sort of formal planning process. However, considering
that organizations will not formalize their strategies just to jus-
tify the creation of a scanning activity, the justification will have
to originate from managers who must realize the importance of
scanning the business environment for better decision making
and planning, no matter what kind.

Environmental scanning activities by hospitality organizations

In relation to the hospitality industry Olsen et al. (1992) argue
that environmental scanning helps managers to foresee favour-
able and unfavourable influences and initiate strategies that
will enable their organizations to adapt to the environment.
They state that:

If one accepts the proposition that the environment has the ability to
threaten the continued survival of the firm and that managers possess
the ability to adapt to these environmental forces through their use of
competitive tools, then one must see how important it is for hospitality
managers to monitor and accurately perceive their environment.

Despite the prior empirical work and recommendations that
companies should undertake environmental scanning activi-
ties, research shows a different reality (Okumus, 2004; Costa,
1997; Olsen et al., 1994). In fact, according to Olsen et al. hos-
pitality organizations are aware of the need to relate environ-
mental information to long-range plans, but so far the majority
is just relating this information to short-term decisions.
Research into the environmental scanning process has also
discovered that much of the scanning activity of managers is
informal in nature (Costa, 1997; Fahey et al., 1983). Managers
are too concerned with the short term, and for this reason, their
main goal is to get information about the economy, financing
and customer needs and wants, ignoring other sectors of the
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general environment (Olsen et al., 1994). There are many struc-
tural and psychological reasons why this happens. One major
reason is that any attempt to monitor both the general and task
environments comprehensively is beyond the resources and
abilities of all firms (Okumus, 2004).

A study by West and Olsen (1989) into the hospitality indus-
try reported the majority of the companies as having an infor-
mal scanning process. This was based on inputs about the
environment from other members of staff, market research
information or interaction with managers of other companies at
professional and trade association meetings. Respondents to the
study cited that a major weakness associated with the scanning
endeavour was the lack of good, reliable information, and the
authors further highlighted that scanning is expensive when
engaged in at the highest levels of the firm. These results were
later confirmed in a research by Costa and Teare (2000) whose
study produced similar findings.

Results from Olsen et al.’s study also showed that for hospital-
ity managers environmental scanning was seen as “... time taken
away from more tangible pursuits,” with “Active problem solv-
ing [seen] as much more rewarding to managers than time spent
in such ‘soft” activities as scanning” (Olsen et al., 1992, p. 58).
These statements reflect other deeply ingrained reasons for the
lack of commitment towards the scanning process. According
to the same authors, another problem affecting formalized envi-
ronmental scanning is that much of the information processed
by the manager during scanning is difficult to evaluate quanti-
tatively “making assessment of its impact upon the firm more of
a guessing game than a formal strategic exercise.”

As many organizational studies have reported, the inability of execu-
tives to assign probabilities to events in the environment with respect
to their impact upon the firm dilutes the value of environmental scan-
ning efforts to the decision making process.

(Olsen et al., 1992, p. 58)

The evidence provided (see Okumus, 2004; Costa, 1997; Olsen
et al., 1992, 1994; West and Olsen, 1989) reveals that, besides the
scarcity of reliable information and the constraints on resources,
something more complex is affecting the development of scan-
ning activities in organizations. The lack of a long-term per-
spective coupled with a commitment to immediate tangible
pursuits, and a strong reliance on quantitative data are strong
reflexes of the existing organizational culture among hospitality
organizations. Perhaps the existing organizational culture rather
than the link to the strategic planning process is what makes the
difference in the successful implementation of environmental
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scanning activities. It is clear that the malfunctions of the pro-
cess are due to a lack of commitment by the organizations to
continuously assess their environment in search for other events
and trends than just mere statistical information.

It is possible that one way to lead organizations to under-
take environmental scanning activities is to design the process
in such a way as to fit the organizational structures and needs,
and, as argued by Jain (1993), short-term scanning might be
useful for programming various operational activities, as
opposed to strategic planning activities.

Environmental scanning models and their applications

According to Gilbert (1993) a model can be defined as a the-
ory or set of hypotheses that attempts to explain the connec-
tions and interrelationships between social phenomena. From
his perspective, models are made up of concepts and relation-
ships between concepts. As Gilbert proposes, a model can be
used to make predictions about how the “real world” will
respond to changes, and the relationships specified in the model
will also serve as an explanation of how the “real world” works.

It can be said that corporate planning models are quite recent
when compared with other tools available in the business man-
agement field (Johnson et al., 2006; Shim and McGlade, 1989).
According to the later authors the definition of a planning model
varies with the scope of its application. In this context, the impor-
tance of an environmental scanning model resides in its potential
to analyse more accurately the external environment and forecast
business trends.

The need for a considerable amount of data about the external
business environment is obvious when managers have to make
certain business decisions. Information derived from within the
company has little strategic value when it comes to the analy-
sis of the task or general environment. In situations such as
these the collection of external data is a priority (Wu et al., 1998;
Young, 1981). In order to better understand the application and
use of environmental scanning models, it is important to ana-
lyse the existing models as a basis for identifying their benefits
and adequacy to hospitality organizations.

Not all of the authors writing on environmental scanning
present models for scanning the environment (Okumus, 2004).
Some develop models based either on published information
on the environmental scanning behaviour of organizations
(Camillus and Datta, 1991; Ginter and Duncan, 1990; Narchal
et al., 1987; Terry, 1977) or the findings of their empirical research
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(West and Olsen, 1989; Fahey and King, 1977; Segev, 1977;
Aguilar, 1967), while others present frameworks or processes to
follow when undertaking business environmental scanning (Jain,
1993; Murphy, 1989; Nanus and Lundberg, 1988; Aaker, 1983;
Keegan, 1974; Thomas, 1974; Kefalas and Schoderbeck, 1973).
Some of these models provide good illustrations of the process
of environmental scanning and the limitations to be overcome
when undertaking the activity. Five studies in particular (Jain,
1993; Aaker, 1983; Fahey and King, 1977; Segev, 1977; Aguilar,
1967) provide the context and highlight the steps necessary in
order to develop an effective environmental scanning process.
In reviewing the environmental scanning models, the fol-
lowing aspects emerge as relevant in developing an environ-
mental scanning process irrespective of the formal or informal
approach to strategic planning the hotel chain adopts:

e it should be deliberate and prospective;

e it should look for specific and broad-ranging information;

e it should follow a pre-established plan, procedure or
methodology;

e it should be proactive and planning process oriented;

e it should be an ongoing study of the business environment
and not crisis initiated;

e there should be a high level of interaction between scanners
and decision makers;

e there should be a clear definition of information needs and
sources;

e participants should be selected and their role/scanning
tasks clearly specified;

e the means of storing, processing, and disseminating infor-
mation should be clearly defined.

On the other hand, in order for companies to engage in envi-
ronmental scanning the process has to match its needs and
resources. One way to achieve this purpose may be to take an
inside-out perspective by selecting the areas where informa-
tion is needed and identifying the adequate sources to use. It
is also important to choose the participants from those mem-
bers of the organization exposed to relevant information, and
to develop a continuous process of environmental scanning
that explores the issues arising in the sources under analy-
sis. According to the organizational structure, the informa-
tion should be analysed, its importance for the organization
inferred, and storage/dissemination carried out so that those
members of staff playing vital roles in the strategy making
process have access to it (Costa and Teare, 2000).



Scanning the business environment

By following these steps it is likely that the process of envi-
ronmental scanning will perform the important role of provid-
ing information for strategic decision making and, at the same
time, take into account the major limitations that normally
affect the process: too broad scope, lack of resources to under-
take such complex task and the difficulty of justifying its exist-
ence if not linked to a formal written strategic plan.

An environmental scanning model for hospitality organizations

Based on previous models on environmental scanning and
the findings from Costa’s (1997) research on the hospitality
industry, it is possible to propose a new theoretical model that
attempts to conceptualize a formal process of continuous envi-
ronmental scanning. This model may be used to make pre-
dictions about how the “real world” (hotel units/chains) will
accept the need for an ongoing process of scanning. The rela-
tionships specified in the model will also serve as an explana-
tion on how the model may work in practice.

The model presented in Figure 2.1 is divided into five dif-
ferent phases, from the information function as a process
(phase 1), to the planning of the scanning process (phase 2),
analysis and processing of information (phase 3), storage, dis-
semination and sharing of information (phase 4), and finally,
the information linkage to strategy development and decision
making (phase 5). A more detailed analysis of this continu-
ous environmental scanning process for hotel chains provides
a further understanding of the sequences and relationships
between the different phases.

Phase 1: Information Function as a Process. One of the main
barriers to a formal environmental scanning process is the fact
that the information function is regarded as a second-level prior-
ity and that other functions have to be performed first. Another
barrier is the existing managerial mindset of collecting informa-
tion by department (function), which is then essentially used by
each department, hence limiting the dissemination and sharing
of information. By transforming the environmental scanning
into a process that collects information for the whole organiza-
tion, synergies can be achieved and the information will be seen
as an organizational asset to be used by everybody who needs
it. For this to be possible, a change in decision makers” attitudes
towards the importance of information must occur. This change
is expected to produce the needed financial resources, trained
staff, and a different attitude towards the use of information.
The main outcome, however, will be the valorization of the
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Phases

Actions

Phase 1
Information function
as a process

Outcomes

Change decision
makers’ attitude
towards importance
of information

Phase 2
Planning the
scanning process

= _~

Information regarded
as valuable asset to
achieve objectives,

not just a function

Definition of
information needs,
sources, scanners

and scanning
procedure

Il

Phase 3
Analysis and
processing of

information

=_~

Inside-out scanning,
producing reliable
information, in an

appropriate format,

at low cost

Analysis and
production of
information in a
ready to use and
store format

!

Phase 4
Storage,
dissemination and
sharing of
information

= _~

Interpreted and
summarised
information ready to
use by staff

Definition of storage
and retrieval
computerised

information system

Phase 5
Information linkage to
strategy development
and decision making

~_~

Information available
on a single source,
in a standardised
format, accessible at
any time

Co-operation
between scanners
and decision makers

!

Better inputs to
strategy and decision
making processes,
and re-definition of
information needs

Figure 2.1

A continuous environmental scanning process for hospitality organizations.
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information by managers and staff alike, and its use as a valu-
able asset in achieving hotel chain’s objectives.

Phase 2: Planning the Scanning Process. As a consequence
of the lack of organization in the collection of information, too
much information, sometimes replicated, is available. However,
what hotel chain managers need is not “reports produced in
duplicate,” or “dispersed information,” but instead, “sum-
marized information” that “cuts down on the amount of data
required.” Planning the scanning process allows the definition
of information needs (inside-out approach proposed by Fahey
and Narayanan, 1986), hence focusing what the organiza-
tion is looking for. The ideal situation would be an outside-in
approach, but as reported in previous research, this is expensive
and time-consuming (Olsen et al., 1992; West and Olsen, 1989;
Aaker, 1983), making it very difficult to be adopted and imple-
mented. Once the information needs have been defined, the
relevant sources are identified and selected. The next step is the
identification of those members of staff who will be involved in
the scanning process. As suggested by Aaker (1983), these can
be selected from those involved in the planning process as well
as others who are exposed to useful information sources.

Before initiating the scanning, it is important that a pre-
established plan, procedure or methodology is defined so
that the best results can be achieved (Stoffels, 1994; Aguilar,
1967). The outcome of this phase is a focused view of the busi-
ness environment through an inside-out scanning approach,
based on reliable sources producing quality information, in a
pre-defined format, at a low cost. This is possible because the
scanning efforts are directed and the scanning procedures are
undertaken by staff that are already scanning but in an undi-
rected and non-integrated way.

Phase 3: Analysis and Processing of Information. The analy-
sis of information should allow the identification and relevance
of environmental trends, as not everything occurring in the envi-
ronment is likely to have the same importance for the organiza-
tion (Jain, 1993). The analysis and processing of information is
also seen by respondents as important to “help with the identi-
fication of market trends” and as allowing “greater efficiency.”
The analysis of information and its availability in a ready-to-use
format is regarded as relevant for hotel chains because it can be
“provided to the units, board of directors and administration”
to “make quicker decisions on the market.” This phase of the
continuous environmental scanning process will also allow the
production of “simple and objective information,” which is at
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the same time “well balanced but also not exaggerated.” The
outcome will be “better and structured information,” which is
already interpreted and summarized so that it can provide staff
with “better knowledge of market trends.”

Phase 4: Storage, Dissemination, and Sharing of Information.
Storage and dissemination of information is crucial for the
success of the process (Aaker, 1983). The storage process, as
proposed by Aaker, can be a simple set of files or a sophisti-
cated computer-based information retrieval system. According
to hotel chain managers (Costa, 1997), the ideal process is a
“computerized” process where the information is “concen-
trated on a single source,” which allows “quick access to infor-
mation.” The vital characteristic about the storage element is
that staff will know where to send the information they have
collected (Aaker, 1983). From the respondents’ viewpoint, the
ideal situation would be the “information inputted by each
department director and available to everybody.” These are in
accordance with Aaker’s perspective who proposes that partic-
ipants should be those executives and staff directly involved in
the planning process. The outcome of this phase will be infor-
mation available on a single source, in a standardized format,
which is accessible at any time and “is easy to share.” This will
also allow what is seen by respondents as a desired outcome
of a formal scanning process: “better circulation of information
between directors and sharing with employees.”

Phase 5: Information Linkage to Strategy Development and
Decision Making. The information on environmental trends
and their likely impacts will then be used to review strategy,
which, according to Jain (1993), can be done on two counts:
changes that may be introduced in products/markets, and
the exploration of feasible opportunities that the company
may embrace for action. This link of environmental scanning
to strategy development and decision making is only possi-
ble through the co-operation between scanners and planners/
decision makers. The “malfunctions” of a formal scanning
process are normally due to a lack of interaction and clear
communication between environmental scanners and strategy
makers (Segev, 1977). Segev recommends that a closer relation-
ship between the two groups should be developed, so that
the translation of environmental scanning into specific strat-
egy changes can be performed co-operatively by analysts and
strategy makers. The outcome of this phase will be the pro-
duction of better inputs to strategy and decision-making pro-
cesses as well as a re-definition of the hotel chain information
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Introduction

At the end of 2006, the 52 countries of Europe had around
5 million hotel rooms of which 1.5 million were affiliated
to hotel chains. In total there were more than 400 companies
that operated portfolios of hotels within which there were
more than 500 hotel brands. Of these brands, 185 accounting
for 1.1 million rooms were present in more than one country
and thus were international in their supply profile. In the year
2000 the European hotel chain presence accounted for about
100 international brands with about 700,000 rooms. Over the
period, international chains grew their room stock in Europe
by 410,000, an annual average of 8% and an indicative capi-
tal value of €88 billion. Drawing on the Otus Hotel Brands
Database (2007) we will illustrate patterns in the international
development that occurred, we will explain why this burst of
international hotel chain expansion occurred and we will iden-
tify how it occurred. Before we tackle these questions we will
review the academic literature on the internationalization of
hotel chains and we will conclude with more effective inter-
pretations of the development of international hotel chains.

Literature review

42

Contractor et al. (2003) are of the view that there has been lit-
tle research on the growth and internationalization of service
firms. While it is not clear as to the criteria employed to justify
this comment, Litteljohn et al. (2007), in their review of publi-
cations from 1996 to 2005 from academic, industry, and policy
sources confirm that research in the area of hotel internation-
alization is growing. However, when compared with research
into hotel marketing, operations, and customer satisfaction it is
much smaller.

In hotel internationalization research there has been a fixa-
tion with studies into the modal choice decisions or mar-
ket entry strategy of hotel chains, much of it described as
relatively homogenous in nature by Litteljohn et al. (2007).
Dunning’s (1981) eclectic theory has been favoured as the
theoretical foundation for much of this research, possibly due
to its holistic approach to explain hotel internationalization
(Litteljohn et al., 2007). However, transaction cost theory has
also been applied and over time the hotel literature has begun
to integrate a range of theoretical positions.

Research studies (since 1996) into those factors that influ-
ence international expansion overall, and modal choice more
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specifically, are examined comparatively by Litteljohn et al.
(2007); it is therefore our view that they do not require further
review here. It is interesting to note though that the majority
of these previous enquiries identify the importance of internal,
firm-specific factors with the experience and extent of inter-
nationalization and perceptions of executives being the most
prevalent aspects influencing international and modal choice
decisions. This perhaps reflects the more internally focused
research efforts as well as the employment of more qualita-
tive in-depth methodologies by researchers than in the past.
Over the years, the unit of analysis has changed to that of the
multinational firm as opposed to earlier work where, although
senior executives in international hotel chains were the sam-
ple, the focus was more on individual hotel location decisions
rather than on the strategic advantage of multinationals.

This body of previous research offers no outcome that priori-
tizes particular areas or possesses significant predictive power.
Indeed, in more recent research carried out by Jones et al. (2004),
no consistent pattern to entry mode choice was found within or
across a sample of 512 firms. New lines of enquiry however are
developing in more recent research, which reflects more con-
temporary developments among international hotel chains. We
summarize some of these below:

e O’Gorman and McTiernan (2000) concluded in their analysis
of Irish SME hotel chains that investment in organizational
capabilities was more important than international experi-
ence, reflecting the identification of the phenomenon of the
resource-based view and organizational competencies in the
mainstream internationalization literature (a move on from
the predomination of internalization and eclectic theories). A
similar line of enquiry was taken by Aung and Heeler (2001)
who applied the core competency concept to Accor and its
competitors in the Thai marketplace. Their work is particu-
larly useful in reminding us that while there is still multi-
pronged competition with chains based in North America,
Europe, and Asia competing in most of world’s largest mar-
kets (Whitla et al., 2006) multinational hotel chains are also
being forced much more to “share the same economic and
competitive pie with small local firms” (Aung and Heeler,
2001, p. 638). The latter of course is even more the case in cer-
tain market segments, a point established next.

e Chen and Dimou (2005) identify the importance that market
segmentation plays on modal choices, a factor that seems to
have been wanting in previous studies perhaps due to the
fact that early internationalization was “based on branded,
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often North American branded, relatively up-market and
business-travel oriented provision” (Litteljohn, 1997, p. 187).
In terms of the extent of internationalization, up-market
brands require substantial capital, average €280,000 per
room, to create portfolio mass. It is budget and economy
hotel portfolios that need most length, because they are in
the mass market, but require significantly less capital, aver-
age €75,000 per room for economy hotels and €30,000 per
room for budget hotels.

While demand has often been identified as an important
driver for hotel development (it is explicit in the location-
specific advantage construct), access to capital has so far
been insufficiently explored as a driver for decisions on
where, what and how to develop hotel brands. Altinay and
Altinay (2003) establish the importance of this factor in their
paper, although one cannot generalize single case study
findings. Doherty (2007) has similarly identified the issue of
capital availability as a driver, but in the context of fashion
retailers.

Doherty (2007), although outside the hospitality area, also
establishes the importance of the presence of strong fran-
chiseable brands, which attract franchise partners and third
party investors. There is a link between franchising and the
availability of capital, given that it is a non-equity means of
growth for hotel brands. The key to growth through fran-
chising is the availability of potential (franchise) partners,
which in turn depends on the availability of capital for sin-
gle hotel assets. While all other factors maybe in place, the
reality of the marketplace and its impact on the availability
of franchise partners may make entering through franchis-
ing difficult. This is a line of argument not fully appreciated
in the location-specific advantage construct and is linked to
the accessibility of investment capital, as mentioned above.
Connell (1997, p. 95) recommends that “Franchisors need to
assess not only whether...strategy would work for custom-
ers but how departures from domestic formats will affect
longer-term efficiency and effectiveness of the wider fran-
chise network.”

More recent research by Dev et al. (2007) and Brown et al.
(2003) is somewhat revolutionary in finally arguing that own-
ership and control dimensions of foreign market entry choices
can be separated and that decisions relate to more than just
production and distribution and include marketing and oper-
ations. Using an integrated theoretical framework they focus
on three factors important to the entry strategy of their 124
hotel chain sample: namely, the firm’s ability to transfer its
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know-how to the local market, the ability of potential local
partners to absorb the know-how, and the availability of qual-
ified and trustworthy investment partners in the local market
(Dev et al., 2007, p. 21). The authors conclude that the “inter-
play between the company’s strengths and local resources
drives the type of partnership or affiliation arrangement that
the company uses to enter the foreign market” (Dev et al.,
2007, p. 13). This research reflects much more the state of play
among hotel chains today and recognizes that at the hotel
property a number of different parties may be involved in its
ownership, management, and marketing.

e The preference of senior managers (often resulting from past
experience and stakeholder needs) is a further interesting
line of enquiry. Several authors (Altinay and Roper, 2005;
Altinay, 2005) suggest that the influence is often strong of
those key managers responsible for international franchise
operations as they are driven, experienced people with very
definite ideas as to why franchising is the best method to
internationalize. The impact has also been felt at property
level where hotel managers’ relational skills and expertise
has had to be extended due to the importance of mutu-
ally beneficial relationships between hotel chains and their
property owners (Gannon, 2007). The research carried out
by Groschl and Doherty (2006) also points to the fact that
traditionally market entry modes used by companies were
strongly influenced by national origins.

Limitations still exist among these more contemporary studies.
The analyses by academics of the internationalization of hotel
chains have tended to be empirically small, discrete, one-off
analyses with a variety of methodologies from shallow surveys
of managers to single case studies and offer conclusions that
rarely progress beyond the commonplace. In contrast, the anal-
ysis that follows here draws on the continuous tracking of all
hotel chains in all 52 countries of Europe, the continuous track-
ing of the economic structure of each country as well as the
response by hotel chains to the specific sources and patterns of
demand in each country and its sources of capital.

There are fundamental questions for hotel chains faced by the
need or inclination to expand beyond their home country. The
first is, which countries to expand into and within the selected
countries, which regions, cities, and specific sites on which
to concentrate and why. In parallel, the chains need to satisfy
themselves about which of their hotel brands will be most
effective for the available demand in the selected countries and
which new brands will need to be developed and why. We start
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by providing an overview of the growth of international hotel
chains in Europe between 2000 and 2006.

Overview of international hotel chains in Europe 2000-2006

46

As the table below illustrates, in the period since 2000 signifi-
cant international development by hotel chains occurred in
Europe (Table 3.1).

Of the 52 countries of Europe only Belarus, Liechtenstein,
Moldova, San Marino, and Turkmenistan are without a pres-
ence of international hotel chains. This should not come as a
surprise since they are also the only countries in which there
is no hotel chain presence whatever. Of the 410,000 rooms
added by international chains over the period, more than 60%,
256,000 with a capital value of €49 billion, were added in only
four countries: Spain, UK, France, and Germany, which are
among the largest, with a combined population of 243 million
and structurally most developed economies. This translated to
950 citizens per international chain room and an average capi-
tal cost of €190,000 per room. The hotels added by international
brands in these countries covered all market levels: deluxe,
up-market, mid-market, economy, and budget, but three quar-
ters were at mid-market, economy, and budget. They also
covered all affiliations: owned, leased, management contract,
and franchised.

A further nine countries: Albania, Armenia, Azerbaijan,
Bosnia and Herzegovina, Georgia, Kyrgyzstan, Serbia and
Montenegro, Ukraine, and Uzbekistan, which have a combined
population of 110 million, are among the weakest and structur-
ally most underdeveloped economies, which were the target
for international chains to add only 2580 room additions with
a capital value of only €1.4 billion. This translated to 43,000 citi-
zens per international chain room and an average capital value
of €530,000 per room. Three quarters of these rooms operated

Table 3.1 Total International Hotel Brand Development 2000-2006

Year Brands Countries Rooms Capital Value (€bn)

2006 185 47 1092 K 196
2000 100 40 682 K 108

Source: Otus & Co. Advisory Ltd.
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at the up-market level, all hotels were affiliated to the brands
by equity free management contract or franchise and none of
the international chains invested capital in any of the hotels.

Estonia, Iceland, Latvia, Lithuania, Macedonia, Portugal,
and Slovenia, which have a combined population of 22 million
are stronger economies, but still are structurally weak, added
only 2460 rooms with a capital value of only €1 billion. This
translated to 8900 citizens per international chain room and
an average capital value of €420,000 per room. The hotels cov-
ered a wider range of market levels and all of the affiliations.
Gibraltar, Luxembourg, and Monaco, which have a combined
population of only 510,000, but are among the strongest and
structurally most developed economies, added only 800 rooms
mainly mid-market, up-market, and deluxe at a capital value
of €0.5 billion. This translated to 435 citizens per international
chain room and an average capital value of €660,000 per room.
In these countries, the chains invested more of their own capi-
tal. In the remaining 24 countries with a population of 486
million the international chains added 155,000 rooms, around
6500 in each country amounting to a capital value of €36 bil-
lion. This translated to 3130 citizens per international chain
room and an average capital value of €230,000 per room.

All of the chain presence in 20 of the European countries is
from international hotel chains—Albania, Armenia, Azerbaijan,
Bosnia and Herzegovina, Georgia, Kazakhstan, Kyrgyzstan,
Ukraine and Uzbekistan; Estonia, Latvia, Lithuania, Macedonia,
Malta, Norway and Slovenia; Andorra, Gibraltar, Luxembourg,
and Monaco. This list of countries very closely resembles the
countries in which international chains added fewest hotels.
The simple reason why all of the chain presence in these coun-
tries is by international chains is that there are no domestic hotel
chains. The remaining 27 countries contain both international
chain hotels and hotels that are in the portfolios of domestic
hotel chains that do not operate in any other countries.

Just as there has been explicit patterns in the countries of
Europe into which international hotel chains have expanded
so also has there been explicit patterns in the choice of cities
into which they have expanded. The two major hotel cities in
Europe—those with more than 30,000 chain rooms—London
and Paris, saw international chains add 20,000 and 11,000
rooms respectively. The 29 primary hotel cities—those with
more than 6000 chain rooms, but less than 30,000 chain rooms—
including: Madrid, Berlin, Barcelona, Amsterdam, Frankfurt,
Munich, Vienna, Rome, Budapest, and Stockholm, saw inter-
national chains add 106,000 rooms, an average of 3650 per city.
The remaining 273,000 rooms added by international chains
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are located in around 3000 conurbations, an average of less
than 100 rooms per conurbation. A fundamental driver of the
choices of countries and cities for expansion by international
hotel chains is the expectation of superior demand growth and
this is a function of the structure of the economies.

Economic structure and the growth of
hotel brands in Europe

48

Economic activities have been classified and periodically revised
by the United Nations Statistics Division (2006), International
Standard Industrial Classifications into three groups:

e Primary industries such as cultivation of crops, livestock
production, fishing, forestry, and hunting.

e Secondary industries such as construction, manufacturing,
mining, quarrying, and utilities.

e Tertiary industries such as banking, bars, betting shops,
bingo clubs, casinos, cinemas, communications, distribution,
education services, finance, health services, hairdressers,
hotels, insurance, logistics, personal services, professional
services, public administration, restaurants, retailing, secu-
rity services, sports clubs, storage, transport, travel, theatres,
visitor attractions, and welfare services. Within each of these
activities there are sub-divisions that extend tertiary activities
throughout the lives of citizens of advanced economies and
establishes the tertiary segment as the most diverse and com-
plex of the three economic segments.

Employment in each economic segment is different. It requires
different knowledge and skills and it involves different rela-
tionships with the land, with machines, with colleagues, and
with the buyers of their output. As the balance of an econ-
omy ascends through the economic segments so its structure
becomes more complex and diverse. It is what is meant when
we talk of economic progress. At any one time within any
economy some economic activities are in a period of growth,
others are in decline and yet others have not emerged. There
are skills and jobs that are in demand to deliver the economic
output, others that are in decline and vanish, and others that
have yet to emerge. As a result, the availability of products
and services is not constant and their provision and consump-
tion is not uniform. The economic activities and jobs within
an economy are the building blocks of economic structure. As
they change so do patterns of provision and consumption and
vice versa.
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Each European economy is involved in primary, second-
ary, and tertiary economic activities and the amount and types
of activity in each segment determine its economic structure.
Tertiary activities are different in kind from primary and sec-
ondary activities. At the core of the difference is that tertiary
activities are concerned with the provision and distribution
of services whereas primary and secondary activities produce
durable and non-durable goods. Within primary activities
the dominant work interaction is between the worker and the
land. Within secondary activities the dominant interaction is
between the worker and the machine. In tertiary services, the
crucial relationship is between people. A wider range and fre-
quency of operational interaction with colleagues is necessary
for the provision and delivery of services as is the interaction
between the providers of services and the consumers of the
services. Reflecting this, services involve more mental work
than the manual work that is characteristic of primary and
secondary activities and consequently more white-collar work
than blue-collar work.

The range of tertiary activities is too diverse to be of suffi-
cient analytical value to explain the demand for services and
they need to be classified into more homogeneous groups. The
classification of tertiary services must accommodate two influ-
ences: one is the inherent features and functions of the services
and the other is the influence of the political system of a coun-
try on its economy. The political influence is crucial. At one
extreme, under Communism, the government controlled all
services, whereas at the other extreme, in a free-market econ-
omy, many services are businesses with little control exerted by
the government. The more that the supply of and demand for
services within an economy are controlled by the government,
then the weaker the structure, performance, and growth of the
economy as a whole and services in particular. Accordingly, we
present the tertiary economy in three stages: citizen services,
market service businesses, and experience businesses (Pine and
Gilmore, 1998).

Citizen services are controlled by governments. In Europe,
access to many citizen services such as public education, pub-
lic health care, and social services are available to all as a right
of citizenship and most are free at the point of delivery. As a
result, some citizen services such as public health and public
education have grown to be among the largest employers in
a country. As the structural balance of an economy becomes
tertiary, citizen services expand. Education expands as child-
hood and adolescent education become mandatory and a
higher proportion of the population have access to further
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education, higher education, continuing education, and pre-
school education. Health care improves to sustain longer life
expectancy and diversifies to include preventative as well as
curative medicine. Community health grows and paramedic
disciplines such as nutrition, physiotherapy, and holistic medi-
cine advance and the prison service seeks to reform criminals
in addition to their basic custodial role.

The extent to which the citizen services dominate the tertiary
segment is both a political and an economic matter. Indeed the
main theme in political economy throughout the 20th century
in Europe and North America was about the most effective
way to provide citizen services. Europe emphasized the moral
responsibility of governments not only to provide citizen serv-
ices, but also to ensure that all citizens had access to them. In
contrast, the US approach emphasized the role of citizen choice
in accessing many services and that when choice was involved
a market was created. Thus, the US approach was to involve
business in the provision of many citizen services. The dis-
tinction between Europe and the US in the role of the govern-
ment in the provision of citizen services was at the core of the
distinction throughout the century between the left wing and
the right wing in politics. The more leftwing a government,
the more its commitment to managing citizen services and the
more it extends its management of the economy by taking con-
trol of key sectors including: coal, oil and gas, water, electric-
ity, telephony, roads, rail, air transportation, and any other that
it deems sufficiently important to national preservation. In
these ways its commitment is to big government. The bigger
the citizen services segment the more income the government
needs to generate from other parts of the economy to fund the
provision of citizen services. The result is that when the mar-
ket service and experience segments are minor, a higher tax
burden falls on the primary and secondary segments and the
poorer the quality and scope of core citizen services such as
health and education. The more rightwing an elected govern-
ment the less it is committed to the encroachment of citizen
services and the more it is committed to the development of
market service and experience businesses. In these ways its
commitment is to smaller government. The less pervasive the
citizen services segment and the larger the market service and
experience segments, the more business activities there are in
the economy from which to generate government income to
provide citizen services. The result is a lower tax burden on
primary, secondary, market service, and experience businesses
and the higher quality and scope of core citizen services such
as health and education.
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Market services include: banking, communications, distribu-
tion financial services, logistics, personal services, professional
services, real estate management, retailing, and wholesaling.
Unlike citizen services, market services are not administered by
the state. They are businesses whose size, range, and perform-
ance are determined by prevailing conditions in the two markets
that they serve, the corporate market and the personal market.
As secondary activities mature, the growth in market services
businesses is faster because of the growth of the personal mar-
kets in addition to the growth in corporate markets. The growth
of personal demand in market service businesses requires their
adaptation to meet the demands of the mass of the population.

As secondary economies grow and prosper there is increasing
growth in the range of consumer goods produced and retailing
emerges as a distinct skill to maximize the sale of goods. There
is the recognition that manufactured goods do not sell them-
selves and that advertising, marketing, merchandising, and
in-store facilities are necessary to sell more goods. Shops become
larger and retail chains grow nationally. Buying consumer
goods involves the transfer of ownership of the goods, but there
are differences in the patterns of purchase and use of durable
goods and non-durable goods. Consumer non-durables such as
food and drink involve frequent repeat purchase because they
have a high degree of perishability and once consumed can-
not be re-used. Once consumer durables such as brown goods,
white goods, cars, and houses have been acquired there can be
continued gratification from their use and re-use. Repurchase of
consumer durables depends on the goods wearing out, falling
out of fashion, or becoming obsolete. Moreover, the consump-
tion of many consumer durables, particularly brown and white
goods, is private consumption, which occurs within the home.

The largest and fastest growing of the market services are
financial services. As secondary economies grow and prosper
so does the demand for financial services from both corporate
and personal customers. The proportion of the population with
bank accounts increases materially and financial services diver-
sify. The access to personal credit is eased so that the volume of
unsecured loans increases as does the supply and use of credit
cards, which accelerates personal spending on both goods and
services. There is also an expansion in savings through pen-
sion schemes, insurance policies, stock market investments,
and other forms of saving. The provision of mortgages to ena-
ble citizens to own their home rises sharply and provides the
widespread source of ownership of an appreciating asset. The
communications industry was transformed by the inventions
of the postal service, the telephone, radio, motion pictures, and
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television. In the late 20th century there was a further explo-
sion in communications for both the corporate and the personal
markets with the invention of mobile telephony, personal com-
puters, and the Internet. Personal demand for domestic services
such as housekeeping, home repairs, home maintenance, and
gardening increases as do quasi-domestic services such as laun-
dry, dry cleaning, and car maintenance. As an economy devel-
ops its tertiary sector so the range of asset classes increases. As
well as land and industrial real estate, which are the preserve
of the primary and secondary segments, domestic housing
increases with population growth and the growth in prosperity.
Citizen service expansion produces an increase in the number
of schools and hospitals. Commercial real estate increases with
the market service economy as a result to the greater need for
offices, warehouses, and retail outlets. However, the widest
diversity of real estate occurs as the experience segment of the
economy grows. Experience activities occur in venues: hotels,
restaurants, bars, nightclubs, sports clubs, health clubs, hair-
dressers, visitor attractions, cinemas, theatres, aircrafts, and
cruise ships. As the experience segment grows to become a sig-
nificant part of the economy so experience properties emerge to
become a significant asset classes and real estate management
becomes a specialist professional service.

In addition to its demand for banking and financial serv-
ices, communications, and real estate management there are
two other ways in which the corporate market accesses market
services. First, distribution and wholesaling are the preserve of
the corporate market and secondly, as well as professional serv-
ices occurring in their own right there are professional services
within corporations. Such jobs include white collar and profes-
sional jobs in accounting and finance; marketing and selling;
human resource management; and other professional services.
The larger the size of an organization the larger the corporate
infrastructure and the more and wider the range of profes-
sional service jobs within companies, irrespective of the indus-
try or service in which they operate. The development of larger
industrial companies in the US than in the European countries
meant that the US also developed larger professional services
within these companies and at an earlier stage of economic
development than in Europe.

The third tertiary segment relates to experience businesses
that include hotels, restaurants, bars, nightclubs, casinos, bingo
clubs, hairdressers, health clubs, and visitor attractions. They
also include passenger air travel, sea travel, and rail travel;
sports watching and sports playing; other out-of-home recrea-
tion activities such as theatres and cinemas as well as private
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health care, private education, and private custodial services.
Experience businesses provide contexts in which their custom-
ers, students, patients, clients, passengers, prisoners, audience,
players, and spectators are participants in events, which are
designed for them to experience sensations such as enjoyment,
knowledge, health, or remorse. The prime market for experi-
ence businesses is the personal market. Corporate demand for
experience businesses is limited to business travel and the use
of hotels, restaurants, and other experience venues for business
entertaining. For the personal market there is a sequencing of
demand between market services and experience businesses.
The frequency of personal demand for a wide range of expe-
rience businesses accelerates when ownership or at least the
access to the compass of household and personal consumer
goods has been achieved. In contrast, there is less sequencing
between market services and experience services for the corpo-
rate market, which accesses the services as required. As with
the other classes of tertiary activity, the political influence on
the experience segment is crucial. State involvement in the
experience segment has shown itself to be the major depressant
of personal experience businesses since they become prescribed
by the state. The only economies in which personal markets for
experience businesses have become economically significant
are those in which government intervention has been slight.

There are six features of buying experience services, which
differentiate them from other purchases:

1. Experience activities occur in specific venues such as
hotels, casinos, and aeroplanes designed to deliver specific
experiences.

2. Consumption in experience businesses occurs on site.
Central to the management of experience businesses is
the creation of the conditions for consumption in the venue
and the management of the consumption process. This is
different from market services such as retailing where con-
sumption occurs away from the point of sale and outside
the control of the retailer or service provider. Retailers do
not manage the consumption of the products that they sell.

3. Consumption in experience businesses is both time and
location specific. Thus, experience services cannot be stored.
A hotel room, which is not rented for any night is business
lost forever whereas consumer durables can be stored, sold,
used, and re-used.

4. Buying experience services involves renting, but not trans-
ferring ownership of facilities and the relationship between
the buyers and the providers of the experience services is a
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crucial ingredient for the buyers to achieve their goals. Thus,
jobs that involve direct contact with buyers of experience
services are relationship intense.

5. Because the buyer of an experience service does not own the
service, continued gratification can only be gained by buy-
ing again. After the experience of hospitality only the mem-
ory sustains gratification until repurchase. Enjoyment of an
experience, for example, is a powerful motivator and the
memory is short term in its capacity to sustain gratification
without re-experience.

6. Consumption in experience businesses occurs out of home.
They involve conspicuous public consumption, which defines
status, standard of living, and lifestyle of the participants.

Economic performance and economic structure

Economies with low GDP/head in primary and secondary
activities are not able to make an effective transition to tertiary
under any political system because there is not enough govern-
ment revenue to fund any more than basic citizen services and
there is not enough corporate and personal income to generate
demand for any more than the most basic market service and
experience business. The prime condition for an economy to
make the transition in structural balance from secondary to ter-
tiary is a sufficiently high GDP/head in primary and second-
ary activities to generate enough government income to fund
more extensive citizen services and to generate demand from
the population and from corporates for mass-market service
and experience businesses. In 2005, the Russian GDP/head
had reached $4000. In the same year the US economy achieved
$40,000, 10 times more and Britain achieved $36,000, nine times
more. Also in 2005, Russian GDP /head in agriculture reached
$200 at a time when the US achieved better than two and a half
times more and Britain better than one and a half times more.
In the same year, Russian secondary industries achieved GDP/
head of $1400, while the US and Britain each achieved more
than six times as much, but the sharpest differences were the
tertiary segment. Russia delivered tertiary GDP /head of $2400,
while the US bettered it by 13 times and Britain by 11 times.

The figure illustrates the diversity of economic structures in
Europe and the US is added as a comparison (Figure 3.1).

The significance of economic structures for making sense of
hotel demand and supply is that greater the proportion of GDP
generated by the market service and experience segments, the
greater the volume of hotel supply and the greater the level of
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Figure 3.1

Economic structure in selected European countries (Source: World Bank and Otus & Co.

Advisory Ltd.)

concentration in the hotel business as the figure below illus-
trates (Figure 3.2).

Many countries of Europe including: Austria, Belgium,
Denmark, France, Germany, Ireland, Italy, Netherlands, Spain,
Sweden, and Switzerland have reached the stage at which the
structural balance of the economies is moving towards service
businesses, which provide their most effective source of growth
and employment. Britain has already passed this stage and
now enjoys the benefits of being a full-blown service business
economy. This group of countries account for 76% of the rooms
and 56% of the total capital value added by international hotel
chains since 2000, in spite of the recession, sluggish growth,
and geo political atrocities suffered by many in the early years
of the period. The economic policies being pursued by the gov-
ernments of these economies are designed to grow market serv-
ice and experience businesses and accordingly they present the
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The supply of hotel rooms and chain rooms per thousand citizens (Source: Otus & Co. Advisory Ltd.)
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prospect of strong future growth in hotel demand and are a
continuing attraction to international hotel chains. Otus projects
that, over the next 10 years in these economies, the agriculture
and industrial segments will grow at sub-market levels, that
citizen services will grow in line with the market, but that mar-
ket service and experience business contribution to GDP will
achieve real growth. As a result, the segments of the economies
that are growing at the fastest rates are also the segments that
provide most demand into hotels. Otus also projects that, over
the next 10 years, hotel chains will need to add at least 1 million
hotel rooms to service the projected demand growth. When this
stage was reached in the US in the 1950s and 1960s there was a
rocketing growth in hotel demand and an equivalent growth in
hotel chains. For instance, from a standing start in 1952, Holiday
Inn grew its portfolio to 100,000 rooms by 1960. At this period
in the US, hotel chain growth was predominantly by domestic
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chains since few international chains existed and the US was
not only the largest hotel market in the world, but also the fast-
est growing. Indeed, in 1964 Hilton Hotels Corporation (HHC)
sold its international business to raise the capital necessary for it
to participate vigorously in the growth of the US domestic hotel
market. Similarly, in the 1980s when the UK economy reached
this stage in the development of its economic structure, hotel
demand escalated, as did the growth of hotel chains.

The greater the proportion of GDP generated by the market
service and experience segments, the greater volume of hotel
demand. It is for this reason that the US has the highest level
of concentration in the hotel business and the highest ratio of
hotel chain rooms per 1000 citizens. Within Europe, Britain has
the most structurally developed economy and has the high-
est level of hotel concentration and the highest ration of chain
hotel rooms per 1000 citizens. The diverse pattern of economic
structures throughout Europe determines the diverse volume
of demand for hotels. Agriculture is not only the smallest con-
tributor to GDP in most economies, but most of its sales are in
its local region and to wholesalers. Thus, the proportion of agri-
cultural employees whose job requires business travel is micro-
scopic as is the volume of agricultural business demand into
hotels. Within the industrial sector the bulk of domestic business
travellers are sales and marketing executives, who constitute a
minor proportion of total employees. As the structure of econo-
mies develop and industrial activities decline as a proportion of
GDP and of employment so also does the volume of sales and
marketing executives and thus, the volume of hotel business
demand that they generate. Within citizen services there are no
measurable sales and marketing functions that involve regular
business travel with hotel stays. The majority of the business
travellers within citizen services are professionals in education,
health, and social services whose roles involve only infrequent
hotel-based business travel. Market service businesses and
experience businesses require a high proportion of executives
from the corporate structure to be involved in frequent busi-
ness travel, because the very nature of service businesses entails
that a greater proportion of executives interact with custom-
ers and with creating the conditions for customers to buy their
services. Executives in sales and marketing, accounting, finance,
human resources and development are all involved in busi-
ness travel as part of the operational management of the com-
panies. Consequently, when the market service and experience
segments of an economy achieve real growth so the business
demand into hotels grows significantly. It is not only domes-
tic business travel that benefits from this pattern of economic
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development. Foreign business demand into an economy also
grows because of the range of service businesses and expertise
in many of these businesses is held in the most developed econ-
omies that expand into the emerging service economies.

Leisure demand into hotels also grows when an economy
grows its service businesses since the transition entails a shift
in consumer spending from consumer goods to consumer serv-
ices. Both long and short holiday taking are direct beneficiaries
of the transition to service businesses. Economies that make
the transition to service businesses have increased the vol-
ume of citizens who take foreign holidays and simultaneously
the economies develop industrial cities in ways that makes
them more attractive to tourists. The changes over recent dec-
ades in cities such as Pittsburgh, Pennsylvania in the US and
Glasgow, Liverpool, and Newcastle in Britain are examples.

Major global hotel companies and other
international chains in Europe

58

There is a group of seven international hotel companies that
have multiple hotel brands with a presence in the Americas,
Europe, and Asia. In Europe these global majors—Accor,
Carlson Hospitality, Choice Hotels International, HHC,
Intercontinental Hotels Group (IHG), Marriott International,
and Starwood Hotels and Resorts operate 39 hotel brands with
557,000 rooms representing a capital value of €100 billion. The
global majors account for just more than half of the interna-
tional chain presence in Europe having added, over the period,
168,000 rooms and introduced 12 new brands including Accor’s
Suitehotel, Carlson’s Regent International and Park Inn as well
as Marriott’s Ritz-Carlton and JW Marriott brands. The indica-
tive capital value of the global majors room additions was €40
billion, representing a two-thirds increase on the 2000 value.

Of the room stock added by the global majors, 44% was
in the mid-market and was dominated by brands such
as Accor’s Mercure and Novotel, Carlson’s Park Inn, IHG's
Holiday Inn, and Courtyard by Marriott. The capital value of
this mid-market growth was almost €14 billion. Up-market
hotels accounted for 27% of their room additions driven by the
Marriott brand with almost 10,000 rooms, Carlson’s Radisson
with 8000 rooms, Hilton with more than 7100, Choice’s Clarion
with more than 6500, Marriott’s Renaissance with 2000,
Starwood’s Westin with 1400, and Accor’s Sofitel with around
1000 room additions. However, the up-market segment was
not all about additions. Three brands shrank their portfolios.
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Intercontinental reduced its room stock by 2600 and Starwood
reduced its Le Meridien Brand by 1000 rooms and Sheraton by
300 rooms. The portfolio reductions were due to management
contracts coming to an end and not being renewed and also
by an issue that was specific to this period when global majors
were reducing their balance sheet exposure to hotels and
this involved the sale and removal of the brand from several
hotels notably the Intercontinental, Paris which became a
Westin and the Waldorf, London which changed flag from Le
Meridien to Hilton. Overall the capital value of the up-market
additions by the global majors was €18 billion.

Nineteen percent of the global major room additions were in
the economy segment and were accounted for almost entirely
by two brands: Accor’s Ibis, which added 18,700 rooms and
IHG’s Express by Holiday Inn, which added 13,600 rooms.
IHG also lost 2200 rooms with the progressive winding down
of the Holiday Inn Garden Court brand. The capital value of
the economy lodging additions of the global majors was only
€3 billion. Accor added 13,600 budget rooms mostly in its
Etap brand, which added 12,000 rooms with the remainder in
Formule 1, which has been replaced by Etap. The difference
between Etap and Formule 1 is that all bedrooms in Etap have
private bathrooms. The low capital cost of budget hotels lim-
ited the value of the additions to only €600 million. The last
market segment in which the global majors expanded was
deluxe, the most capital intense segment in which they added
4800 rooms at a capital value of €4 billion. Starwood’s Luxury
collection added 1700 rooms, Marriott’s Ritz-Carlton added
1400 rooms, HHC’s Conrad added 1300 rooms, and Carlson’s
Regent added 400 rooms.

The pattern of expansion by the other international brands
in Europe was different from the global majors. In 2000, there
were 73 other international brands and by 2006 this was dou-
bled to 146 with the addition of 255,000 rooms at a total capi-
tal cost of €60 billion. In Europe these international brands are
small with an average of 3700 rooms per brand compared with
the global majors 14,300 rooms per brand. More than half of the
added rooms of international brands, 123,000, were in the mid-
market; 29%, 71,000 rooms were in economy lodging; 13%,
31,600 were at the up-market level; 4%, 9700 rooms were
deluxe; and the final 3%, 6800 were at the budget level. The
key difference between the global majors and the other inter-
national brands is the greater focus by the international brands
on up-market hotels, while the main focus of the other inter-
national brands is on the mid-market. This difference is also
evident in the location of the hotels. Up-market hotels have a
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greater exposure to capital and gateway cities, where much of
the foreign business demand and a proportion of the foreign lei-
sure demand are concentrated. Mid-market hotels have a greater
exposure than up-market hotels to provincial conurbations
where domestic demand is more prevalent. Although there is no
data to prove the point, the logic is that with their greater expo-
sure to the more significant conurbations the global majors will
achieve a higher RevPAR than the other international chains at
each market level. This is reinforced by the smaller brand size of
the other international chains and the greater investment by the
global majors in demand generating infrastructure.

Developments in the affiliation between
hotel chains and their hotels

The burst of expansion by international hotel chains in Europe
since 2000 has been accompanied by a shift in affiliation struc-
tures away from the brands owning and leasing their hotels and
towards expansion by management contracts and franchises,
which do not require the brands to invest capital in the hotels. It
would be wrong to believe that the relationship between expan-
sion by international hotel chains and the shift in affiliation was
causal. There were three prime drivers of the change in affilia-
tion. First, stock markets, particularly in the US and Britain reas-
sessed the risk and return profiles of hotel chains and concluded
that chains that owned and leased their hotels were exposed
to higher economic risks and simultaneously achieved lower
returns than those chains that were involved predominantly
in management contracts and franchises. These chains needed
less capital, achieved higher returns, and grew at faster rates.
This triggered a bout of balance sheet restructuring by the glo-
bal majors mostly in programmes of sale and management
back, which reduced the risk and increased the returns. Over
the period IHG sold around £3 billion of hotel assets convert-
ing mainly from ownership to management contracts. HHC,
Starwood, and Marriott were also involved in this process.
Accor, with different accounting policies from the US and British
companies, embarked on a sale and lease back programme.
Carlson and Choice hotels were already franchise chains and
owned no real estate.

Secondly, and conveniently in parallel with the asset light-
ening by the global majors was the realization by real estate
funds and private equity funds that they were underweight
in their ownership of hotels. They became major buyers of the
hotels being sold by the global majors and thus, the period was
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marked by the transfer of hotel ownership from stock market
investors to primary real estate owners who had different risk
and return criteria that could accommodate hotel ownership.
Third, the rate of growth in and the size of the European hotel
market are such that it is inconceivable that the global majors
would be able to fund their expansion from internal equity
resources. For instance, IHG’s expansion in Europe alone over
the period had a capital value of around €5.2 billion, which is
broadly equivalent to the market capitalization of the company.

We illustrate some of the points made above by providing
an evaluation of the development of international hotel chains
in Russia.

The case of Russia and international hotel chains

Russia is the largest European country in terms of land mass
and with a population of 144 million it is substantially larger
than the next largest, Germany with 83 million. However, as
far as the hotel business is concerned Russia is a backwater
with only 95,000 hotel rooms, a ratio of 1520 citizens per room
compared with Britain, which has 125 citizens per room. Not
only that, but the chains have a paltry 12,000 rooms in Russia
compared with 260,000 in Britain.

Since 1998 total Russian GDP growth has been impressive,
exceeding 6% CAGR for the period 2000-2005 when many of
the western European economies struggled close to recession.
The growth in total Russian GDP provided growth in hotel
demand, but this came largely from foreign visitors and largely
in cities such as Moscow and St. Petersburg. Historically, the
communists were dead against foreign visitors, but that is
changing. Since 2000, the number of foreign overnight visitors
has grown by more than a quarter to 9 million, significant for
Russia, but minor in comparison with the 75 million who vis-
ited France. Domestic hotel demand did not grow much, which
was not unexpected given the low GDP per citizen in Russia,
now only $4000, while Britain achieves nine times as much. On
a per capita basis Russia is a weak economy with little impetus
to generate domestic hotel demand. More specifically, Russia’s
economic structure is not conducive to developing a large hotel
business. Agriculture, which generates little domestic business
demand into hotels, accounts for 5% of GDP, down from 6.4% in
2000, but still far higher than countries such as Britain with only
around 1%. Secondary economic activities—manufacturing,
mining, and utilities—accounted for 38% of GDP in 2000 and
declined to 35% in 2004, still very high compared with western
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Europe. Citizen services accounted for a high 46% of GDP in
2000 and rose to 49% in 2004. The market service and experience
segments jointly amounted to only 10% of GDP in 2000 and rose
to 11% by 2004, still extremely low compared with the western
European economies. Domestic hotel demand is driven by the
significance of the market service and experience segments of
an economy and their very low levels in Russia cement the very
low levels of domestic hotel demand and hotel supply.

Much of the economic growth in Russia over the past 5 years
has been generated by natural resources such as gas, oil, met-
als, and timber, which collectively account for around 80% of
exports. Importantly for the hotel business, these activities gen-
erate little more business demand into hotels than does agri-
culture. When it comes to manufacturing, Russia is a mess. Its
productive capacity is outdated, very inefficient, and heavily
underinvested. For Russian manufacturing to reach anything
remotely like the productivity levels of western Europe, massive
long-term capital investment in new plants and new products as
well as the radical long-term development of domestic demand
for consumer goods will be required. The first two do not look
to be on the medium term horizon, and although consumer
demand is growing strongly from very low levels, consumer
access to capital is minor. The Russian banking and financial
services sector is still suffering from the tribulations of the com-
munist era when personal credit was not available, ownership
of appreciating assets was out of the question, and savings was
no more than a pipe dream for the mass of the population on
subsistence living. The rest of the market service and experience
segments are so insignificant that they hardly register.

The challenge for the Russian government is to find effec-
tive ways to use the income generated from the export of natu-
ral resources. The problem is that it has not yet embarked on
an effective policy. Indeed, it has been going backward as a
result of the expansion of direct state participation in sectors
such as power generation, aviation, oil, and finance. In addi-
tion, spending on public services increased by 27% in 2005. No
economy has been able to develop a significant hotel business
when state control has been expanded in such ways.

The most attractive context for the Russian economy is that
export demand for its natural resources remains high and that
producers are able to exert the same vigorous pricing power as
they are presently with gas. This will allow the government to
buy time to invest in other sectors, notably manufacturing, to
increase labour productivity, and to reduce the cost and time
of production. In parallel, there needs to be a major expansion
of the banking and financial services sector to enable Russian
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consumers to have access to credit to acquire goods such as
household goods, clothes, and cars. These are higher priori-
ties than developing demand for other market service busi-
nesses such as retailing, communications, wholesaling, and
advertising, which are likely to follow after the higher priority
developments.

The World Bank (2007) projects average annual economic
growth of 3.1% for Russia over the next 10 years. When we
translate this into the potential growth in the economic seg-
ments there is little to suggest any structural shift in the balance
of the economy. Our mid-range projection is for market services
to grow by 4.2% per year and experience businesses to grow by
4.9%, which looks impressive for the hotel business. However,
between 2000 and 2005 market service and experience segments
grew by 9.5 and 8.6% respectively and because they came from
such a very low level their impact on domestic hotel demand,
while positive, was not transforming. We estimate that domes-
tic business and leisure demand accounts for around 7 million
room nights in Russia compared with 75 million in Britain, a
country with a population of only 40% that of Russia, but with
a significantly more developed economic structure.

Domestic leisure demand in Russia is predominantly sum-
mer holiday demand in the southern resorts. As the cohort of
middle class grows we expect this demand will continue to
be for summer holidays into existing heavily seasonal hotels.
The current level of short break demand is microscopic and is
mainly into the larger cities. We expect domestic short breaks
to remain minor in the first instance because the United
Nations (2007) expects the population to decline to 137 mil-
lion by 2018, shrinking almost 5%. Moreover, younger adults
at an early stage in the family life cycle make up a significant
proportion of the population and are in the forefront of buying
consumer goods rather than staying in hotels at the weekend.
Older adults at later stages of the family life cycle have little
or no savings, receive a subsistence state pension and are not
a market for short breaks. Most foreign visitors stay in hotels
and are leisure travellers, predominantly to the main cities.

Hotel chain supply at end-2000 had been around 4500
rooms. At end-2006, chain hotel supply in Russia was approxi-
mately 12,000 rooms, a concentration of 13%. International
chains account for 32 hotels in the country and only in four cit-
ies, 18 hotels in Moscow, 10 in St. Petersburg, 3 in Sochi, and
1 in Samara. Of the global hotel companies, Accor, Carlson,
Intercontinental, Marriott, and Starwood had 24 hotels while
Hilton and Choice had none. All the hotels were in the mid-
market to deluxe range and none of the chains have invested
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capital in the hotels. Chain room stock in Russia is equivalent
to that in Denmark with a population of only 5.4 million or
The Czech Republic with a population of 10.2 million. As the
Russian economy continues in its current economic structure
there will be growth in hotel demand, but without signifi-
cant change in economic policies the Russian hotel business
will continue to lag behind those in western Europe. If hotel
demand grows in line with the projected growth in the key
sectors then around 50,000 hotel rooms will be added over the
next 10 years, which will reduce the number of citizens per
hotel room to 945, down from 1520 in 2006.

Most of the global majors have arrived in Russia and are
seeking further exposure, but all of the international chains will
be faced with several challenges in the years ahead. First, they
are unwilling to risk their own capital in the face of questionable
rule of law and questionable security of foreign investments, so
significant local capital will need to be invested in hotels. The
issue is the low proportion of local capital seeking hotel invest-
ments in the face of more pressing need for investment in other
asset classes such as industrial, residential, and commercial,
each producing higher volumes of development opportunity
and greater political support. Secondly, the chain presence in
Russia is located to capture foreign demand rather than domes-
tic demand. As domestic demand grows it will spread to the
cities where chains are not represented, but the chains have min-
imal brand infrastructure in the country and are not well organ-
ized to penetrate the domestic markets. We expect new hotel
developments in the country to continue to be full feature and
basic feature hotels rather than limited feature and room only
because of the paucity of freestanding restaurants. This is before
we get to the massive task and investment in training and edu-
cation needed to provide an effective hotel workforce.

The volume and pattern of hotel demand in Russia is a func-
tion of its economic structure. The economy is weak and is
particularly weak in those segments necessary to generate a
meaningful level of domestic hotel demand. The recent eco-
nomic history and current government economic policies do
not hold out much hope of a dramatic increase in hotel demand
or hotel supply to the levels common in western Europe.
However, the current low level of total hotel provision and
the token presence of hotel chains coupled with the economic
developments and opening of the borders to foreign visitors
means that there will be expansion by hotel chains. The problem
is that many other European countries have more developed
economies, with greater capacity to generate hotel demand,
larger and faster growing hotel businesses and lower operating
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Introduction

In kitchens, Chefs have the same pots and knives. However, some
keep them cleaner and sharper than others. In the end, some dishes
taste and look better than others.

Franco Fontebasso, Chef and Owner

The fundamental tenet in strategy states that, in order to per-
form well, a firm must achieve a certain degree of alignment
between environmentally driven imperatives and its compe-
tencies and capabilities. At a micro level, such alignment is
achieved by matching the firm strengths to the critical success
factors (CSFs) specific to the existing structure of the industry
and segment it is competing in.

Early literature on CSFs focuses on reporting systems and
data gathering, and is essentially driven by executives’ needs
for more relevant information. In this initial attempt to pri-
oritize business issues, scholars and practitioners delved into
those few areas in which results need to be satisfactory for the
organization to ensure successful competitive performance.
What emerged from these inquiries are lists of CSFs, organized
by industries or functions.

Other works, more interested by the economic nature of
CSFs, shed some light on the relationships between indus-
try factors and firm-specific resources and capabilities. These
efforts highlighted the dynamic relationships between organi-
zations’ strategic choices and the character of CSFs, which, in
turn, influenced the performance potential and overall attrac-
tiveness of the industry.

While these efforts all stressed the importance of CSFs in
strategy, the questions of what those CSFs are in the hospitality
industry, and how they relate to the environment and firm per-
formance remain unanswered. This manuscript provides an over-
view of past and current thinking about CSFs, their relationships
to environmental forces and firm performance. In an attempt to
synthesize the literature on the subject, both from the general man-
agement literature and, more specifically from the hospitality field
of study, it offers a conceptual definition of CSFs, and, through
industry examples, illustrates their importance to strategic man-
agement as applied to hospitality firms. Finally, a practical frame-
work for the identification and management of CSFs is proposed.

Critical success factors and information needs
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Strategic decision-making centres around two fundamental
questions pertaining to domain definitional and navigational
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issues. At the corporate level, top-management teams are faced
with the daunting task of domain selection and definition
which determines in which industry the firm is to be in. Such
undertaking aims at aligning the corporation with the major
remote environmental forces driving change. The second issue,
usually referred to as business strategy, is narrower in its scope
as it is primarily concerned with the task environment. At this
level, the navigational concerns call on managers to align their
business units or firms to the forces shaping the task environ-
ment. In both cases, understanding the forces driving change
requires managers to scan their environment and to cope with
massive information flows.

Several frameworks have been provided by strategy manage-
ment scholars and consultants to assist managers in their scan-
ning duties. At the task level, Rockart (1979) suggested that
companies could more effectively scan their environment by
concentrating their information needs on those “limited number
of areas in which results, if they are satisfactory, will ensure suc-
cessful competitive performance for the organization” (p. 85).
These key areas in which success is necessary are industry-wide
CSFs. Together, they characterize the structure of the industry
and how firms compete in it and respond to environmental
forces. Rockart (1979) provided examples of CSFs for varying
industries. For instance, styling, quality dealer system, cost con-
trol and meeting energy standards are typical CSFs shared by all
automobile manufacturers. Rockart (1979) also posited that CSFs
evolve over time and shape the boundaries of the industry.

Other authors have emphasized the importance of defining
those areas that are critical to the long-term success of firms.
Freund (1988) stressed the importance of monitoring CSFs to
avoid business failure rather than to gain competitive advan-
tage. To him, CSFs need to be defined for the overall organi-
zation, as well as for each business unit and function. Freund
(1988) also pointed out that CSFs need to be generic enough to
include means required to achieve strategic goals as opposed
to specific and related only to performance indicators. He
suggested that firms should identify CSFs using a top-down
approach that would ensure the alignment of business units
with the overall goals and objectives of the corporation.
Freund (1988) proposed a 5-step approach to CSFs:

1. Identify the success factors necessary to the attainment of
the overall corporate objectives;

2. Determine the related CSFs for each business unit’s func-
tional area. Only five to ten CSFs should be retained at each
level;
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3. Develop strategies that leverage strength and prevail over
weaknesses in each CSF;

4. Develop lists of key performance indicators to monitor the
performance on each CSF; and

5. Establish processes and procedures to monitor performance
and provide timely feedback.

The use of CSFs as control or monitoring systems has been
advocated by several other authors (Green and Welsh, 1988).
This control approach suggests that CSFs are not only important
areas to supervise during the strategy implementation phase,
but also that they are detached from the strategy development
stage and used primarily to manage exceptions or to detect early
signs of failure. Other research however has shown that the
CSFs approach is used more proactively by managers too.
Simons (1991) for instance discussed the potential advantages
of using CSFs in the strategy-making process. While the author
recognized that CSFs do not necessarily help managers reduce
the uncertainties pertaining to the future changes that can occur
in their environment, he argued that they could be used as sig-
nalling tools providing information about how changes actually
affect their firms. Accordingly, he suggested that top managers
should use subset of control systems interactively while keeping
the rest for diagnosis purposes. In his study of 16 large corpora-
tions, Simons (1991) found that executives using some control
systems and CSFs interactively had a much clearer vision and
sense of direction than those not doing so.

Critical success factors and industry structure

72

While information and control-system scholars looked as CSFs
as being things executives need to pay attention to, other streams
of research in strategy have looked at them from an industry
structure perspective. The idea that industry structure is crucial
to the enduring success of firms has been central to the devel-
opment of the industrial organization’s (IO) view of strategy.
As suggested by Porter (1980), the attractiveness of an industry
depends on its relationships with the external forces present in
the task environment. Firms’ strategic actions are responses to
environmental changes with the aim of increasing their bargain-
ing power over suppliers and buyers, or raising entry barriers
to prevent potential new competitors to enter the industry. The
concepts of entry barriers and bargaining power are power-
ful to explain what CSFs can be and why they are important to
strategy. Table 4.1 provides examples of Porter’s (1980) generic
strategies. Principally conceptual and prescriptive, these generic
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Table 4.1 Porter’s Generic Strategies
Generic Strategic Actions Strategic Consequences
Strategy (Content)

Overall low-cost
leadership

Differentiation

Focus

Aggressive construction
of efficient-scale
facilities

Cost reduction from
experience (experience
curve)

Tight cost and overhead
control

Avoidance of marginal
customer accounts

Cost minimization in
areas like R&D,
service, sales
force, etc.

Create a unique design
or brand image

Create a unique
technology

Create unique features

Create unique customer
service

Create unique dealer
network

Concentrate all efforts on
a particular buyer
group

Serve the narrow
strategic market more
effectively and
efficiently than
competitors

Defend the firm against intense
rivalry as still can earn
returns after its competitors
have competed away their
profit.

Decrease the bargaining power
of buyers as they cannot
drive down prices more than
at the level of the next most
efficient firm.

Buffer the firm from actions
taken by powerful suppliers
as it provides flexibility to
cope with cost increases.

Reduce threat of new entrants
as the position requires
factors that raise entry
barriers.

Reduce threats from
substitutes due to the relative
advantage gained over the
competitors.

Insulate the firm against rivalry
through brand loyalty and
lower price sensitivity from
the buyers.

Provides higher margins that
mitigate the power of
suppliers.

Decrease the threats posed by
potential new entrants and
substitutes through customer
loyalty.

Achieve the same advantages
than low cost and
differentiation strategies
vis-a-vis its narrow target
market, but not from the
perspective of the market as
a whole.

Source: Porter (1980).
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strategies still suggest several propositions related to the rela-
tionships between structural factors of the industry, strategic
choices made by firms and their strategic consequences.

For instance, firms following a differentiation strategy would
attempt to develop their businesses by focusing on unique areas
which would be difficult to imitate and thus raise entry barriers.
Likewise, differentiators would prevent customers from select-
ing other alternatives by increasing their switching costs. In both
cases, the actions taken by these firms to establish their position
would alter the structure of the industry. These areas in which
the differentiator creates its uniqueness then become CSFs. For
example, a restaurant franchisor could try to differentiate itself
by developing superior site selection capabilities. If successful,
the strategic action would likely become a benchmark in the
industry and change the way franchisors compete. The superior
site selection capabilities would ultimately become industry-
wide CSFs and need constant attention from management.

The concepts of bargaining power and entry barriers are to
be understood in the context of the five forces shaping the task
environment of firms (Porter, 1980). In the five forces frame-
work, the relative bargaining power of the industry vis-a-vis
its external forces, as well as the relative heights of the entry
barriers, define the degree of rivalry among industry com-
petitors. As industries and task environments evolve, different
dynamics become apparent, and different CSFs emerge. These
interactions have been described extensively from the perspec-
tive of the industry or market life cycle. For example, Wasson
(1974) suggested that strategic focus changes depending on the
stage of the life cycle. He argued that product development,
pricing strategy, distribution policy, and intelligence focus
varied depending on the type of competition at each stage of
the cycle. For instance, at the market development stage, the
distribution policy should concentrate on selected distributors
and provide them with high margin so that they could heavily
advertise. In contrast, at the maturity stage, distribution policy
should include as many dealers as possible, and provide them
with a well supplied but low-cost inventory.

Synthesizing the literature on strategy and industry life
cycle, Hofer (1975) presented a list of organizational, environ-
mental, and resource variables that were deemed as strategi-
cally significant at different stages of the cycle. While based
on manufacturing industries, these variables are interesting as
they illustrate the evolutionary nature of CSFs.

Table 4.2 presents some of the variables of Hofer (1975) that
are closely related to CSFs. The evolutionary nature men-
tioned above is exemplified by the importance of the rate of
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Table 4.2  Strategically Significant Variables at Different Stages of the Life Cycle

Life Cycle Industry Structure Variables
Stages

Organizational
Characteristics and
Resources

Introduction Uniqueness of the product
Rate of technological change in
product design
Growth Type of product
Rate of technological change in
product design
No. of equal products
Barriers to entry
Maturity Type of product
Rate of technological change in
process design
Degree of product differentiation
No. of equal products
Transportation and distribution
costs
Barriers to entry
Saturation Degree of product differentiation
Price/cost structure
Experience curves
Degree of integration
Economies of scale

Decline Degree of products
differentiation
Price/cost structure
Marginal plant size
Transportation and distribution
costs

Quality of products

Market share
Quality of products
Marketing intensity

Market share
Quality of products
Value added
Degree of customer
concentration
Marketing intensity
Discretionary cash flow/gross
capital investment
Market share
Quality of products
Length of the production
cycle
Newness of plant and
equipment
Relative wage rate
Marketing intensity
Market share
Quality of products
Length of the production
cycle
Relative wage rate
Degree of customer
concentration

Source: Adapted from Hofer (1975).

technological change in product design at the introduction and
growth stage, which evolved into the rate of change in process
design at the maturity stage. As industries grow, new prod-
uct development is a critical element to market share build-
ing and sales growth, while as growth slows down, business
processes that produce or distribute products or services
become more important to sustain operating margin and profit

75




Handbook of hospitality strategic management

growth. It is also interesting to note that, as the industry (or
market) matures, the number of critical variables increases; var-
iables are more often added to the list than removed. Indeed, it
appears that CSFs are cumulative rather than specific to stages
in the life cycle. Consequently, it seems unlikely that firms
actually gain a competitive advantage through CSFs, but rather
avoid failure by considering them. This view is consistent with
that of Simons (1991) and other information system scholars.

Another important notion put forth by Porter (1980) and 10
students is the concept of strategic group and mobility barriers.
Strategic group represent clusters of firms within an industry
that follow essentially the same strategy. In this context, strat-
egy is defined by the actual activities undertaken by firms at
all level of the organization. These activities include functional-
level, pricing, and positioning strategies among others things.
The existence of such groups within industries rests on the
assumption that firms not only attempt to raise entry barriers
and leverage their bargaining power in relation to participants
outside their industry, but also try to distinguish themselves
from rivals by investing in mobility barriers (Caves and Porter,
1977). Much like industry entry and exit barriers, these mobility
barriers can be tangible or intangible assets firms developed or
acquired, such as a strong brand name, a loyal customer base
or some distribution channels (Mascarenhas and Aaker, 1989).
They can also be skills and capabilities, such as the ability to
perform a task better than others or to design products or serv-
ices that are reliable and inexpensive to produce or deliver.

Mobility barriers are principally assets and capabilities that
delineate strategic groups, and because strategic groups have
been viewed as key determinants to success, they appear to be
closely related to the CSFs concept. In other words, firms that
enjoy sustained high performance due to their group belonging
would have to pay special attention to the determinants of their
mobility barriers which are CSFs to them. From this perspec-
tive, CSFs are defined as being those resources (i.e., assets and
capabilities) that help firms buffer themselves against external
forces present in their task environment as well as from their
competitors.

Critical success factors and the market for
strategic resources and capabilities

76

While management scholars are still debating whether supe-
rior performance is mostly driven by industry- or firm-specific
factors (Hawawini, Subramanian, and Verdin, 2003; McGahan
and Porter, 1997; Schmalensee, 1985), it appears that both
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are important to strategy. Where 10 researchers saw firms’
resources as determinant of strategic groups and industry
structure, students of the resource-based view (RBV) of the firm
envisioned resources as firm-specific factors and key differenti-
ating elements among companies or business units. Wernerfelt
(1984) advocated the value of analysing firms from a resource
perspective instead of the product-market side. He argued that,
unlike the entry barrier concept of 10 students, resources cre-
ated position barriers that provide its owner an advantage over
other industry members as long as it is not replicated by other
competing firms or new entrants.

Similarly, Barney (1986a) argued that the creation of imper-
fectly competitive product markets (i.e., generic strategies) may
not suffice to explain above normal economic performance. In
his reasoning, abnormal economic performance can only exists
when the cost of implementing product-market strategies (e.g.,
differentiation or cost leadership) is lower than the returns.
According to economic theories, this can only be achieved when
competition is not perfect. Barney (1986a) suggested that the
imperfections are more likely to reside in the way resources are
distributed among firms. In other words, the principal competi-
tive market is not about positions in industries, but more a mar-
ket for strategic factors in which firms attempt to control unique
resources or to acquire resources of which the future value has
not been well recognized by competitors.

Building on this resource approach, Prahalad and Hamel
(1990) suggested that the roots of competitive advantage were
not product market related, but entrenched in the core compe-
tencies of companies. Using historical examples of corporate
successes and failures, they posited that “the real sources of
advantage are to be found in management’s ability to consoli-
date corporatewide technologies and production skills into com-
petencies that empower individual businesses to adapt quickly
to changing opportunities” (p. 81). They defined core compe-
tencies as “the collective learning in the organization, especially
how to coordinate diverse production skills and integrate mul-
tiple streams of technologies” (p. 82). In terms of resource allo-
cation, they distinguished between the traditional view of the
firm, where capital is allocated to discrete business units, with a
competence-based approach, where capital and talents are allo-
cated to competencies and businesses at large.

In an attempt to formalize the RBV of the firm, Grant (1991)
proposed a practical, 5-step framework to strategy analysis.
Synthesizing the work of RBV proponents such as Wernerfelt
(1984), Barney (1986a, 1986b), Shoemaker (1990), and Prahalad
and Hamel (1990), as well as prior works of Penrose (1959),

Ves




Handbook of hospitality strategic management

78

Andrews (1971), and Thompson (1967); he suggested that
firms should first analyse their resources, and appraise their
strengths and weaknesses relative to their competitors, as
well as identify opportunities to better utilize them. Then,
firms should identify their capabilities (i.e., competencies) and
understand what they do better than their competitors. They
should gain an understanding on which resources are neces-
sary to their capabilities. Next, firms should appraise the rent-
generating potential of their resources and capabilities, and
select their strategies on the basis of the best possible exploi-
tation of their internal strength (i.e., resources and capabilities)
relative to external opportunities. Finally, firms should identify
any gap between the strategy pursued and their resources and
capabilities endowment, and, if necessary, invest in refilling or
maintaining their resource base. Grant (1991) concluded that
“key to a resource-based approach to strategy formulation is
understanding relationships between resources, capabilities,
competitive advantage, and profitability—in particular, an
understanding of the mechanisms through which competitive
advantage can be sustained over time” (p. 133).

In an effort to integrate apparently contrasting views of
strategy, Amit and Schoemaker (1993) developed theoreti-
cal propositions that linked the RBV and the industry analysis
perspectives. Drawing on the concept of key success factors
(Vasconcellos E Sa and Hambrick, 1989) and on the industrial
economics notion of strategic factors (Ghemawat, 1991), they
linked firms’ resources and capabilities to the structure of the
industry. Using Ghemawat’s (1991) notion of sunk cost, they
stated that “When the industry (or product market) is the unit of
analysis, one may observe that, at a given time, certain Resources
and Capabilities which are subject to market failure, have become
the prime determinants of economic rents” (p. 36). Additionally,
they argued that these Resources and Capabilities—labelled stra-
tegic industry factors—were characterized by their propen-
sity to market failure and consequent asymmetric distribution
over firms. In contrast, by focusing on the firm unit of analy-
sis, unique bundles of resources and capabilities can be identi-
fied that enable the firm to earn economic rents. The authors
labelled these firm-specific resources and capabilities strategic
assets. Further, they argued that the rent-generating potential of
these strategic assets was dependent on their applicability to a
particular industry setting; “the overlap with the set of Strategic
Industry Factors” (p. 40). The authors concluded that strategic
analysis would gain from a more multidimensional approach,
including both industry structure, defined by strategic industry
factors and environmental forces, and firms-specific strategic
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Strategic assets and strategic industry factors. (Reproduced with permission from Amit and
Schoemaker, Strategic Management Journal. © 1993 by John Wiley & Sons Limited.)

assets that are asymmetrically distributed within the industry.
These constructs and relationships are depicted in Figure 4.1.

In another attempt to theoretically synthesize and clarify
the earlier works on the RBV, Peteraf (1993) proposed a model
describing four conditions to gaining a sustainable advantage
through resources. To her, all four conditions need to be met
if firms want to generate superior rents on the long run (ie.,
earnings in excess of the cost of capital). The first condition is
that firms should be heterogeneous in a given industry and
that superior resources exist in limited supply. These superior
resources enable firms to produce at a lower average cost than
competitors with inferior resources, and as they are limited
in supply, efficient firms are able to sustain that competitive
cost advantage. The second condition results from the need
to maintain some degree of heterogeneity across firms. What
the author coined as ex post limits to competition refer to forces
that restrict competition for rents that have been gained by a
firm. Some factors shaping these forces have been recognized
in the RBV literature as resulting from imperfect imitability
and imperfect substitutability. The third suggested condition
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is what Peteraf (1993) labelled imperfect mobility. This notion
is related to Ghemawat’s (1991) sunk costs and Shoemaker’s
(1990) idea of asset specificity. Resources that are imperfectly
mobile are hard to trade as their use and value is firm specific.
The fourth condition, ex ante limits to competition, refers to the
importance of the cost of implementing strategies brought out
by Barney (1986a). The argument is that the future potential
value of resources needs to be perceived differently by compet-
ing firms so that one that perceives it as valuable can acquire it
at a relatively low cost.

Whether taken from an industry structure perspective or
from a firm’s resource side, some resources and capabilities
appear to be major determinants of financial and competi-
tive success. Thompson and Strickland (1996) noted that “Key
success factors point to the things a firm must concentrate on
doing well, the specific kinds of skills and competences that
are needed, and which aspects of the which internal operat-
ing activities at the most crucial and why” (p. 76). They also
observed that these CSFs varied from industry-to-industry as
well as from time-to-time. To them, because such factors have
to be of utmost importance to the financial success of firms,
CSFs are to be related to major value adding activities. Put dif-
ferently, the way firms perform on these CSFs need to have a
direct and major influence on its key value drivers, be them
revenue or cost related. For example, in the beer industry, CSFs
are the utilization of brewing capacity, the dealer distribution
network, and the advertising effectiveness. In industries with
high transportation costs, the location of production plants and
the ability to sell products within an economical shipping dis-
tance are CSFs. The authors highlighted that the identification
CSFs, while necessary to successful planning, was a difficult
task that had to be performed regularly and at industry level.

Critical success factors in the hospitality industry

Several authors have discussed or studied CSFs in the context
of the hospitality industry. Some research were carried toward
the identification of industry-wide competitive methods (CMs)
and CSFs. These efforts principally looked at the strategic
actions taken by hospitality firms and how quickly they were
copied. For instance, Olsen, West, and Tse (1998) defined strat-
egy choice as being investments in CMs and CSFs, which are
products and services that are bundled in a unique way and
that attract customers from within the overall demand curve of
the industry. The authors also made a distinction between CMs
and CSFs. To them, competitive advantages, resulting from
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the investment in CMs, are rarely sustained for a long period
of time as competitors, principally in the service sector, tend to
quickly and successfully copy them. CMs that are copied
become CSFs, and shape the boundaries of the industry as they
develop into benchmarks. This idea is consistent with Porter’s
(1985) mobility barriers, where he argued that “firms, through
their strategies, can influence the 5 forces” (p. 7). It is through
the dynamic evolution of CMs and CSFs that those firms
define their industry domain. Consequently, CSFs are defined
as those things that are necessary for firms to invest in if they
aspire to compete within an industry (Olsen et al., 1998).

As shown in Olsen and Zhao (1997), distinguishing between
CMs and CSFs can be a daunting task as CMs “frequently have
very short life spans” (p. 57). Reporting on Olsen’s (1995a)
work, commissioned by the International Hotel and Restaurant
Association (IH&RA), the authors also stated that “the leading
or innovative firms were always the first to come up with a
new or better method and they were then copied within a very
short period of time” (p. 57). Thus, the primary distinguishing
factor between CMs and CSFs appears to be time, where the
leading firms take an advantage over the time period during
which its CM is unique.

Olsen (1995a) and Olsen and Zhao (2000) researched the
CMs used by international hotel firms during the 1985-1994
and 1995-1999 periods. Using content analysis techniques,
information on 20 international hotel groups from 10 different
countries were analysed and resulted in the identification of a
number of CMs. These CMs are listed in Table 4.3.

Other scholars have also tried to uncover key CSFs in the
hospitality industry. Geller (1985) interviewed 74 executives
of 27 hotel companies and asked them to identify the most
important CSFs to the performance of their firm, to which stra-
tegic goals they were related, and how they would track them.
The most frequently cited were employee attitude, guest sat-
isfaction (service), superior product (physical plant), superior
location, maximization of revenue, and cost control.

Another attempt to identify those CSFs can be found in the
explanatory study of Brotherton and Shaw (1996). Using mailed
questionnaires, the authors initially attempted to identify cor-
porate and unit level CSFs, yet they had to concentrate solely
on unit level as they received only one response from corporate
offices. In their study, they asked respondents to identify and
rank CSFs, as well as to classify them according to functional
areas.

Reporting on multiple studies performed on the U.S. lodg-
ing industry, Dubé and Renaghan (1999) described the best
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Table 4.3 Competitive Methods in the International Hotel Industry: 1985-1999

Period

Category

Competitive Method

1985-1994

1995-1999

Customer products and
services

Technology development

Market efforts

Market expansion

Operation management

Rapid information
technology
development

International expansion

and market
cooperation

Relationship
management

Customer-oriented
products and services
development

Structural engineering

New market initiatives
and campaigns

Frequent guest programs
Amenities

In-room sales and entertainment
Business services

Technology innovation

Database management
Computer reservation systems
Branding

Niche marketing and advertising
Pricing tactics

Direct to consumer marketing
International expansion
Strategic alliances

Franchising and management fee
Cost containment

Core business management
Service quality management
Travel agency valuation
Employee as assets
Conservation/ecology programs
Customer-oriented technology
Management-oriented technology

Mergers and acquisitions

Management contracts

Franchise agreements

Joint ventures

Strategic alliances

Customer relationships

Employee relationship

Franchise relationship management

Travel agency relationship
management

New segments, brand names, hotel
room design and style

Health awareness amenities

Time-share programs

New presidents and CEOs

New divisions

Heavy advertising investment

Co-promoting activities

Brand and image marketing

Competitive pricing tactics

(Continued)
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Table 4.3  (Continued)

Period Category Competitive Method

Quality control Use of brand name products
Renovation and modernization
Quality performer rewards
Employee as assets
Training

Social awareness and Social responsibility

environmental protection Responsible corporate citizenship

Protecting the natural environment

Sources: Adapted from Olsen (1995a) and Olsen and Zhao (2000).

practices of “29 overall champions” (p. 16). While not label-
ling them CSFs, the authors established their ranking based
on strategic actions commonly practiced in the industry. For
instance, they classified Four Seasons as Deluxe-segment
champion based on its leading performance in customer serv-
ice that was attributed to investments in employees’ training
and selection. For Embassy Suites, the Upscale-segment cham-
pion, the deciding factors were the physical attributes, ameni-
ties and service, such as the size of the room, as well as quality
service and breakfast quality.

In the foodservice industry, Olsen and Sharma (1998) offered
a review of the CMs used by multinational companies between
1993 and 1998. Using the content analysis research method, the
author summarized the key CMs described in trade journals
and magazine, company and consultant reports as well as aca-
demic journals. Table 4.4 summarizes these CMs.

After more than two decades of applied research and theory
development, it appears clear that CSFs are important to the
enduring success of hospitality firms. What remains unclear,
however, is what these CSFs really are. The next section pro-
vides a synthesis of the definitions provided for the concept as
well as illustrative examples.

Defining critical success factors for hospitality strategy

The business and academic literature offers several definitions
of CSFs. While it appears that there are as many definitions as
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Table 4.4 Competitive Methods Multinational Foodservice Companies: 1993-1998

Competitive
Method

Examples

Strategic expansion

Technological
development

Internal competency
development

New product/service
development

Target marketing

Pricing strategies

Franchise/master franchise

Management contract

Strategic alliance/joint venture/partnership/co-branding
Merger and acquisition

Internet communication with target market
Management information systems
Production and service-oriented technology
Training and development systems

Quality management

Employee training and retention
Organization restructuring

Modifying the menu to adapt to local needs
New product/concept/theme development
Safety and cleanliness

Chain and brand name domination

Facility renovation

Heavy advertisement

Internet advertising and promotion
Database marketing

Sponsorship, community service, and charity
Environmental awareness

Price/value relationship

Discounting war

Coupons

Sources: Olsen and Sharma (1998).

articles or books published on the subject, several definitional
attributes are commonly mentioned:

e CSFs are related to CMs and other strategic and tactical actions;

e CSFs are related to the cost structure of the industry (specifi-
cally, to sunk costs);

e CSFs are tangible or intangible assets that are developed
over time through investments rather than acquired.

Similarly, authors” perspectives on what CSFs actually do to
firm performance varied. Yet again, several similarities can be
observed:

e CSFs help managers concentrate on the few elements that
are necessary to compete successfully in a given industry;
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e Sustained high performance on each CSFs is necessary for
firms to sustain a positive performance;

e Failure to perform on CSFs is detrimental to the perform-
ance of firms;

e The nature and evolution of CSFs in relation to the task
environment influences the performance potential of the
industry or strategic group participants.

What emerges from these similarities is that the CSFs con-
cept is complex and multidimensional. While some CSFs
are related to the ability of firms to optimize the use of some
resources, others are actual resources directly part of the pro-
duction or service process. This distinction is consistent with
what Hansen, Perry, and Reese (2004) termed administrative
and productive resources. Administrative resources refer to the
ability of managers to make the right decisions as to the use of
the resources they possess. This ability is related to the extent
to which managers recognize the value-generating potential of
their resources or of resources available to them through their
development or acquisition. This idea is closely related to the
notion of peripheral competences discussed by Olsen et al.
(1998) and to the concept of supporting activities in the value
chain of Porter (1985). Examples of peripheral competences
and support activities include human resources, environmen-
tal scanning, business development and financial systems, or
procurement, and technology development activities, which
facilitate the functioning of the core competencies of the firm
and of its primary activities. For instance, firms with higher
scanning capabilities are likely to make better investments
in CMs as they can recognize opportunities and threats ahead
of their competition. When companies fail to recognize impor-
tant forces driving change, or fail to understand how these
forces will influence their domain, their reactions tend to be
delayed.

Such failure has been observed in the international hotel
industry. While the industry recognized early that technology,
and more specifically the Internet, represented a major envi-
ronmental force, its participants fell short of understanding
how that force would revolutionize the way hotel rooms were
sold. The identification of technology as a major force was first
documented by Olsen (1995b). Motivated by industry recog-
nized needs, and with the support of the IH&RA, the author
initiated a series of visioning the future® workshops. These
workshops were held across the globe, bringing together
diverse groups of participants in order to obtain a broader
view on issues facing the industry. The author used nominal
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group techniques to monitor the sessions and to obtain con-
sensus over the most central issues uncovered. The synthesis
of the results of each workshop provided a global view of the
forces driving change as reported by Olsen (1995b).

On industry request, this early work was taken a step fur-
ther with the objective to provide more specific insights on
each of the forces. A team of researchers, under the umbrella
of the IH&RA, conducted another series of workshops enti-
tled Think Tanks. The outcomes of those Think Tanks helped
recognize the causal nature of those forces and resulted in
several executive summaries published by the IH&RA. The
initial efforts of Olsen (1995b) permitted the identification
of five original forces, to which two other were later added:
assets and capital, capacity control, new management, safety
and security, technology, social responsibility, and sustainable
development.

While the industry acknowledged the importance of tech-
nology advancements, its participants apparently did not
understand that Internet-based distribution would become
a major channel and would challenge their ability to control
prices and room availability. Despite the development of their
own websites, hotel chains started by early 2000 to massively
sell large amounts of rooms to third-party websites. Faced
with low occupancy rates driven by a rapidly declining econ-
omy (recession, Internet bubble, and 9/11), hoteliers perceived
these third party websites as an opportunity to sell leftover
inventory. By the end of 2002 and beginning of 2003, commen-
taries similar to the followings could be found in almost every
industry trade magazine or business journals:

At first, hotel executives like Homestead Chief Executive Gary
Del app viewed discount sites as a way to get a few hard-core bargain
hunters into otherwise empty beds. Today, those executives hold a dif-
ferent view after watching the discount sites transform the way main-
stream America buys travel. Instead of helping them, those sites have
hurt the hotel firms’ margins and made it difficult for the industry to
rebound during tough economic times. Online discounters “are com-
pletely disrupting the pricing integrity of hotels,” said Henry Harteveldt,
analyst at Forrester Research.

(The Atlanta Journal, September 2002)

Observers say the burgeoning corps of online bargain hunters has
helped to keep room rates below 2000 levels, and industry profits
down 28 percent from that peak year. And hotel companies, in many
cases, made it easy for them to do so. In their early forays into cyber-
space, many hotel companies handed over too much control of inven-
tory and pricing to third-party online travel agencies, observers say.
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And now they are in the unenviable position of trying to take back the
reins after early shopping patterns have been established.
(Chicago Tribune, January 2003)

“They found they were losing out on some of the direct consumer
sales and allowing the Expedias and Hotel.coms to come in and take
a direct role,” she said. “The margins got bigger in terms of what they
were making, and the rates were getting smaller. Once online pen-
etration passed 10 percent, hotels realized, ‘This is a real important
channel to us.”” They also realized that they were losing control of their
rates, Sileo said, which prompted hotel companies to launch new ini-
tiatives luring customers to book directly with the hotel, either through
its own Web site or over the phone.

(Fort Worth Star-Telegram, July 2003)

Now that "03 is quickly coming to an end, let's make a resolution for '04
to do less whining about those big bad third-party suppliers that are
ruining our average rates. As an industry, we chose to participate with
them; we allocated rooms to them,; and we gave them the low room
rate ammunition to fire back at us. Let’s face it; they do a better job
than we do. They are in the primary search results for most major and
secondary hotel-city searches. That doesn’t happen by accident. Their
sites are designed to lead people to make reservations, not to entertain
users with fancy, but unnecessary flash animation. Few hotels make
the extra effort and investment necessary to produce those results.
(Hotel-Online.com, December 2003)

What lead the industry into such a weak position? Could it
have been avoided?

While the causes of the loss of capacity control are cer-
tainly many and complex, it is safe to argue that the indus-
try’s capabilities in scanning and technology development
have been weaknesses rather than strengths when compared
to the capabilities of third party websites and other distribu-
tion companies such as GDSs. These two types of capabilities
are administrative CSFs, and clearly exhibit the characteristics
discussed thus far. Indeed, when the performance on these
CSFs is a relative weakness compared to the task environment,
then the overall profit potential of the industry declines as the
bargaining power shifts towards the upstream or downstream
value chain participants.

When the unit of analysis is the firm, one can observe that
some companies have been less negatively influenced by
that loss of capacity control than others. For instance, Marriott
International appears to have less suffered from the economic
downturn and subsequent loss of capacity control than its
peers. Over the 1998-2004 period, Marriott has consistently out-
performed its direct rivals in both stock returns and operating
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margins. Although this performance is certainly the result of
a variety of ingredients, it is worth noticing that Marriott has
been leading the industry in terms of technology, with the
initial development of its Marriott Automated Reservation
System for Hotel Accommodation (MARSHA) in the early
1980s, and with its $70 million investment in a centralized
e-business system in 1998. As a consequence, the leading posi-
tion of Marriott on the technology development CSF enabled
the company to outperform its competitors and avoid the per-
formance failures observed for other hotel chain companies.

This example illustrates the importance of administrative
CSFs and how firms with superior capabilities in administra-
tive CSFs are better able to develop, acquire, and use resources
related to productive CSFs. As introduced earlier, productive
CSFs are associated with primary activities and core compe-
tences, and are directly related to the acquisition, and trans-
formation of inputs into outputs. Examples of such productive
CSFs include the operating system that organizes production
and service activities, and marketing and sales systems. From
a financial perspective, the use of most of these resources is
translated into the statement of cash flows under operating,
investing, and financing cash inflows and outflows. In every
industry, a limited number of items in this statement have the
most influence on the profitability of firms. For instance, in
the fast-food segment of the restaurant industry, food and
labour costs are critical to the ability of firms to generate oper-
ating margin that are sufficient to pay for non-operating costs
and generate a profit. Any failure to manage these costs effec-
tively has a dramatic influence on the firm’s profit. In addition,
as in most service-oriented industries, the aptitude of hotel and
restaurant companies to constantly maximize the use of their
perishable assets is of utmost importance. When one considers
the drivers of most service firms’ return on assets (ROA), the
capability of continually generating a sufficient level of sales
from the assets is paramount as most of the potential value
from these assets is perishable and cannot be stocked in inven-
tories. Consequently, the operation of these assets and the dis-
tribution of their capacity are productive CSFs.

The significance of these productive CSFs has been exem-
plified in the fast-food industry by the decline of McDonald’s
corporation in the mid-1990s and early 2000s, followed by the
widely reported turnaround strategy led by its late CEO Jim
Cantalupo. While the decline of McDonald’s can be traced
back to the early 1990s which witnessed a series of poor qual-
ity ratings and law suits, it really fully came into view in
January 2003 when the company posted its first loss ever of
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$343.8 million for the last quarter of 2002. According to Matt
Paull, McDonald’s CFO, “The culture of the company was to pro-
duce more restaurants. That wasn’t a healthy culture, given that
the customers were shifting and we hadn’t focused on it.” (Chicago
Tribune, June 2004). This loss of focus was principally a lack
of consideration of some productive CSFs such as production
and service systems, which resulted in “poor product and serv-
ice quality” (CNN Money, April 2004). While these two CSFs
are well known in the foodservice industry (i.e., product and
service quality), the failure of constantly monitoring the per-
formance of the company on these two CSFs had immense
consequences on the financial results of McDonald’s. This
again highlights the importance of CSFs to the conduct of a
firm’s strategy, and specifically, of performance evaluation of
these CSFs. In the McDonald’s case, the company’s U.S. COO
stated that “McDonald’s had abandoned many of the measurement
methods that had led to its success. The company hadn’t graded the
performance of individual stores for 15 years. Store owners didn’t
have to worry about mystery diners, either, company employees who
secretly visited restaurants and judged their performance.” (Chicago
Tribune, June 2004).

The next section provides a framework of analysis for com-
panies to incorporate CSFs into their strategic management
practices and to develop performance metrics for monitoring
their performance.

Critical success factors approach to strategy: a framework

As suggested earlier, the value chain (Porter, 1985) and the
concepts of core and peripheral competences (Olsen et al.,
1998) provide some initial guidelines as to what firms need
to consider when making strategic choices. Indeed, this chap-
ter started by stressing the importance of aligning the firm’s
resources and competences to the environmental forces driv-
ing change. In order to do so, firms need only to develop
innovative CMs which foster growth, but they also must con-
tinuously ensure a minimum performance on those adminis-
trative and productive CSFs that prevent them from failing.
Even though CSFs are not necessarily sources of competitive
advantage in themselves, they can become sources of supe-
rior performance when other firms in the industry fail to per-
form on them as illustrated by the case of the hotel industry
and third party websites. Often, these CSFs are well known
to industry participants. Yet, a number of examples exist
that demonstrate the lack of focus of firms on CSFs and their




Handbook of hospitality strategic management

subsequent poor performance. The following framework
provides a systematic approach to the evaluation of CSFs in
the context of strategic decision-making and performance
review.

Identify value-preserving activities and assets

The initial step in the identification of CSFs is to develop a
thorough understanding of the revenue and cost structure of
the industry. At this stage, firms need to consider the drivers
of both the demand and supply curves for the industry. The
major issue at stake is about value-preservation. In other words,
firms must identify the activities and assets that allow them to
sustain a profit and maintain their margins. For the demand
curve, the questions to answer are directed toward the com-
prehension of what helps the industry prevents potential new
competitors or substitute, or other external forces from eroding
the demand (or shifting the curve to the left—the doted green

P A P A
Supply Supply
v,
’
Pyf--mmmmmmm e
I T H
.
.
.
Vo
v Demand Demand
L » »
1 1 L Ll
Q,Q Q Q
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leftward shift of the demand curve: rightward shift of the supply curve:
+ Marketing and sales (switching cost through « Marketing and sales (switching cost though loyalty)
branding) « Production and service (low cost through economies
« Production and service (differentiation through higher of scale or superior efficiency)
quality or lower cost) « Purchasing (flexible inputs)
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« Environmental scanning system (differentiation risk management)
through superior responsiveness)
Figure 4.2

Value-preserving activities.
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line in Figure 4.2). For the supply curve, attention should be
paid to the threats that could potentially make the curve shift
rightward (the doted red line in Figure 4.2). Examples of such
threats include an increasing bargaining power from some
suppliers following a wave of mergers and acquisition in this
tangent industry. Figure 4.2 illustrates the idea of preserving
the supply and demand curve balance and raising barriers to
buffer the industry from environmental threats.

In many situations, because these activities and assets are
well recognized, one can rely on the analysis of trade journals,
analyst reports or companies’ annual reports to identify them.
What is more difficult is to understand their relative impor-
tance; developing this understanding can be facilitated by
completing the framework of analysis presented in Table 4.5.

This framework lists four steps—or questions—that can
help clarifying the nature of the key value-preserving activities
and assets. The first column asks for the identification of the
key value-rich services, products, and processes. Value rich-
ness, in this context, refers principally to the importance of the
service, product, or process to the revenues and expenses of
the firm. The example provided in Table 4.5 uses purchasing
as an important value-rich process in the restaurant industry.
This process is deemed as important in terms of value poten-
tial because it is directly related to some of the major expenses
found on income statements of restaurant firms, such as food
and beverage costs. This process typically includes activities
such as the selection of suppliers and the negotiation of pur-
chase contracts, which are to be listed in the second column.
In the third column, these activities or assets are detailed and
their relationships with the supply and demand curves are
explained. For instance, the negotiation of purchase contracts is
directly related to the potential future price volatility of major
food items such as beef or seafood. The sharp decline in stock
price suffered by Darden Restaurants in the end of 2002 due
to rising seafood prices is a good illustration of the value rich-
ness of such activity. Not all activities of a process, and not all
assets used in delivering a service or a product share the same
degree of value-richness. In the example in Table 4.5, storage
and inventory-related decisions are not perceived as convey-
ing as much value as other activities. While such activities can
indeed help reduce part of the costs and volatility of impor-
tant supplies, it is not considered as having as much influence
on costs as other purchasing activities. The fourth column in
the Table is designed to rate the relative importance of each
activity. This rating will then be used in subsequent stages of
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Table 4.5 |dentification of Value-Preserving Activities and Assets: Example of the Restaurant Industry

Identify and Briefly
Describe the Key Value-
Adding Services, Products
and Processes Existing in
Your Industry Segment

Using Key Words,

List the Activities and
Assets Significant to
the Delivery of These
Services and Products,
or Part of These
Processes

Briefly Describe How These
Activities and Assets
Influence the Supply and
Demand Curves

Using a 3-Point Scale
(High Value, Moderate
Value, Low Value),
Assess How Much
Value is Linked with the
Activities or Assets

Purchasing: efficient, safe,
and cost-effective
purchasing processes

a. Suppliers’ selection

b. Supply chain control
(including tracking and
temperature control)

c. Financing, contract

management

d. Storage and inventory
management

a. A large number of suppliers
offer more bargaining power
as they will compete on
price. Fewer suppliers may
help develop a stronger
relationship which could help
shorten the lead time.

b. A strong control of the supply
chain reduces potential
defects and errors which lead
to lower inventory levels and
waste. The control of the
temperature prevents waste
and potential safety hazards.

c. The management of
contractual agreements and
payment options reduces
price volatility.

d. Storage and inventory
decisions affect the ability of
dealing with changing prices.

a. High value (cost)

b. High value (risk/cost)

c. Moderate value (risk/cost)

d. Moderate value (risk/cost)
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the analysis and permit the firm to prioritize its attention and
focus more intensely on the most value-preserving CSFs.

Identify the administrative and productive CSFs
(resources and competences) required to sustain a
competitive performance in these activities and assets

The activities and assets identified in the previous stage are
critical to the enduring success of firms and industries. The
reason for performing well in these activities or maintaining
the quality of these assets is to be found in the administrative
and productive CSFs. For instance, if the relative age of the
real-estate assets in a hotel or restaurant company is assumed
to be a critical component of its sustained performance, man-
agers need not only to acknowledge it, but they must also
recognize the underlying causes to sustaining the quality of
these assets at a competitive level. The ability to negotiate
franchise agreements or management contracts that ensure
the continued maintenance and preservation of the assets
would then be an administrative CSF. Besides, the ability to
operate the asset while preserving its original state would be
a productive CSE.

As illustrated in the McDonald’s case, firms may lose their
focus on these CSFs. McDonald's strategy before the turnaround
was to add value by growing its number of new restaurants at
an exponential rate. Yet, the company witnessed its growth via
expansion being offset by its decline in existing operations! as
it failed to keep two crucial CSFs under control: the ability to
control quality in its existing units (administrative CSF) and the
ability to sustain quality in the delivery of its products and serv-
ices (productive CSF). While it is always easier to discuss the
past than to plan for the future, McDonald’s could have avoided
these pitfalls by answering the following question:

e What are the administrative and productive CSFs that must
be kept under control in order to sustain the current perform-
ance on these critical value-preserving activities and assets?

The study and synthesis of the elements listed in Table 4.5 is
a necessary step to answering this question. To achieve this
synthesis, the concept mapping methodology is helpful as it
permits to relate the activities of various processes as well as

At some point, the decrease in McDonald’s existing units’ sales accounted for
more than 100% of its increase in revenue from new units.
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Product
quality
insurance

Ability to control and
manage supply cost,
quality and timing

Cost control/
reporting

Procurement
management

Suppliers’
selection

Financing/
contract
management

Supply chain
control

Figure 4.3
Identification of administrative and productive CSFs, example of the hotel industry.

diverse assets to identifiable abilities and competencies. Figure
4.3 provides an example of such concept map.

Identify the internal and external value drivers
associated with these CSFs

Another chapter in this book discusses the notion of value
drivers and their importance to strategy. Because these
value drivers shed light on how and where value is created,
they are necessary ingredients to the management of CSFs.
The necessity of measuring and assessing how one performs
on each CSF calls for firms to identify these value drivers that
are associated with them. As in the case of capacity control in
the hotel industry, firms can keep track of how well they con-
trol these critical activities and assets, and thus evaluate their
performance on their CSFs. In this case, hotel chains could
have tracked how much of their capacity they were control-
ling by measuring the number of rooms sold through owned
channels versus intermediaries. In the McDonald’s case, the
lack of focus on service quality in its existing restaurants trans-
lated into the absence of measurement of key internal value
drivers such as customer complaints or restaurant cleanli-
ness and appearance. Assessing and evaluating the perform-
ance on CSFs requires firms to identify internal and external
value drivers associated with their CSFs. Table 4.6 present a
framework for listing and tracking these value drivers.
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Table 4.6 CSFs and Value Drivers: Example of the Restaurant Industry

List and Briefly
Describe Your
Industry Segment
CSFs

List the Key Internal Value
Drivers Related to Each CSF,
and Include Key Quantitative
Measure

List the Key External Value
Drivers Related to Each
Internal Value Driver, and
Include Key Quantitative
Measure

Briefly Explain the Relationship
Between the Internal and External
Value Drivers

Ability to control and
manage supply cost,
quality, and timing

1. Food cost
1.1 Beef price (incl. volatility)
1.2 Seafood price (incl.
volatility)
1.3 Average maturity of future
contracts
1.4 Average payment period

2. Food quality
2.1 Number of defect
2.2 Waste percentage
2.3 Percentage of items
controlled throughout the
supply chain

3. Supply chain cycle
3.1 Average inventory turnover
3.2 Average days in cycle
3.3 Average lead time

1. Food cost
1.1 Beef supply
1.2 Seafood supply
1.3 Number of suppliers
1.4 Tax rate and quota on
imports

2. Food quality
2.1 FDA quality standards
2.2 Number of suppliers in the
supply chain
2.3 Number of food born
illness cases

3. Supply chain cycle
3.1 Average lead time
3.2 Transportation cost and
efficiency
3.3 Average shipping distance

1. The total domestic (incl. imports) supply
of food items is directly related to the
price level and volatility. The number of
suppliers affects the bargaining power of
the firm and influence prices. Tariffs and
quotas imposed by the government on
imports directly influences the available
supply and overall price levels.

2. The FDA standards and quality
insurance programs influence the overall
quality of food supply in the US. The
number of suppliers in the supply chain
makes quality control and tracking more
or less difficult. The number of cases of
food born ilinesses is related to risks of
pandemic or other iliness proliferation.

3. The lead time offered by suppliers
is determined by their technological
capabilities. This lead time influence
directly the lead time of the firm, which
influences the inventory turnover and
average supply chain cycle.
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Assess the competitive performance on these CSFs

Because performance is not only a function of how firms raise
and maintain entry barriers to buffer themselves from external
forces, but also an outcome of how firms perform relative to
their peers, CSFs need to be looked at from a competitive per-
spective as well. As suggested by the introductory quote, some
perform better than others because they simply are better at
doing these things that are at the core of the business. When
realtors appraise real-estate value in the hotel industry, they
often conclude that the location, age of the assets, and distribu-
tion channels are crucial determinants of the competitive index
as measured by RevPAR penetration. At this stage of the CSFs
analysis, firms are required to understand how they perform
on these CSFs relative to their competitors. This insight can be
developed through a two-dimensional matrix analysis.

First, the performance of each firm on each CSF relative to
the other firms within the industry must be evaluated. In Table
4.7, this evaluation is performed by the ranking of firms that
appears in the lines. Firms that consistently rank better than
others are expected to perform better and bear less risk of fail-
ing due to external changes. The second dimension relates to
the relative strength of the industry as a whole relative to the
industries in the task environment. For this second evaluation,
the industry strength is evaluated as being stronger, neutral,
or weaker than outside industries for each CSFE. This analysis
indicates the comparative bargaining power resulting from
entry barriers for the entire industry. Categories in which the
industry is weaker, and where the individual firm is weaker,
indicate greater risk of failure.

Developing the ranking of firms on each CSF may be a
daunting task and prone to too much subjectivism when

Table 4.7 CSFs Matrix Analysis

CSF Comparative Ranking

Industry

Strength Firm No.1 Firm No.2 ... Firm No. N
CSF 1 Stronger 1 2 3
CSF 2 Weaker 1 4 2
CSF 3 Neutral 3 4 1

CSF N Neutral 2 3 1
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accomplished internally. While no explicit methodology exists,
firms may take advantage of published ratings, rankings, or
other awards. For instance, if the ability to consistently deliver
high-quality service in the deluxe segment of the lodging
industry is a CSE, then awards such as the Baldridge Award,
or achievements in some kind of quality standards such as ISO
and Six Sigma, provide a good sense of how firm actually per-
form on their quality promises. Another example could be the
awards granted to firms offering the best loyalty programme,
or customer ratings for restaurant companies.

Develop investment and maintenance budgets to achieve a
minimum of competitive parity on these CSFs

When the relative strength and weaknesses of each CSF is
assessed, firms need to take the necessary actions to correct or
sustain their performance. As exemplified by McDonald’s case,
firms must ensure a minimum level of competitive parity or
edge before they can attempt to develop new growth strategies
without taking too much risk. Correcting or sustaining that
level of performance requires the development of investment
and maintenance budgets. Due to capital constraints, these
budgets should be elaborated on the basis of urgency of the
action. A recent example in the foodservice industry may help
explain this point. In April 2006, Compass Group announced
the sale of its station, airport, and roadside divisions (SSP and
Moto) for about £3.2 billions. While the divisions were not per-
forming poorly and showed good future potential, Compass
recognized it had to concentrate on two CSFs that had been
detected as being important weaknesses. Compass used part
of the proceeds to (1) strengthen its balance sheet by paying
back part of its huge debt, and (2) reduce its massive pension
deficit. In other words, the company acknowledged the need
to develop a budget to overcome two serious weaknesses that
related to two CSFs: the ability to raise cheap capital and the
ability to manage its HR practices and pension fund. While
Compass would certainly have had other opportunities to
spend the proceeds, the urgency of correcting these CSFs
forced them to postpone other investments. When developing
the investment and maintenance budgets for CSFs, companies
need to consider the following questions:

e What are the risks associated with the current underper-
formance on these CSFs?
e How quickly can these risks materialize?
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e How much investment is required?
e When are the investments required?

In order to answer these questions and properly allocate the
necessary resources, a marginal investment analysis must be
performed. Table 4.8 provides an example of such marginal
analysis.

Develop an ongoing and systematic
approach to CSFs analysis

The evolutionary nature of industries and CSFs mentioned
earlier require firms to continuously apply the framework sug-
gested. The CSFs approach to strategy involves an ongoing
and systematic analysis of the industry value chain and of the
firms” competences. Regular updates and reports on how the
firm is performing on each CSF as well as on what new CSF
has emerged should be an important source of information
and subject of analysis and discussion for the top-management
teams. As suggested by early studies on CSFs, firms should tai-
lor their reporting systems in a way that facilitate the collection,
storage, and dissemination of data related to CSFs. Figure 4.4
provides an overview of the system.

Concluding remarks

The quest for sustainable competitive advantage has often
relegated the importance of other business practices to a sec-
ond place. IO students have argued that firms should strive
to find a position within their industry that allows them to
gain a sustainable advantage. RBV authors, on the contrary,
have claimed that firms should concentrate on some of their
resources that were valuable, rare, inimitable, and that their
organizations were using effectively. In this chapter, it has
been contended that these sources of competitive advan-
tage should only be sought after if the firm is already able to
perform well on those CSFs that prevent it from failing. The
CSFs approach to strategy implies that companies must
do well the basic activities that are at the core of its busi-
ness before it can successfully attempt to gain a competitive
advantage. In their pursuit of infinite growth, firms may be
tempted to tradeoff some of these principles, but as history
shows, a lack of focus on CSFs inevitably ends with long-
term performance failure.




Table 4.8 Marginal Investment Analysis: Example of the Restaurant Industry

Year 0 Year 1 Year 2 Year 3 Year 4
Revenues with investment in CSF~ — 105,000,000 105,000,000 105,000,000 105,000,000
Less revenues at current - —105,000,000 —105,000,000 —105,000,000 —105,000,000
performance level on CSF
Less operating expenses with - —84,000,000 —84,000,000 —84,000,000 —84,000,000
investment in CSF
Plus operating expenses at current  — +85,500,000 +85,500,000 +85,500,000 +85,500,000
performance level on CSF
Equals marginal EBIT - 1,500,000 1,500,000 1,500,000 1,500,000
Less marginal interest expenses - - - - -
Less marginal tax expenses - —250,000 —250,000 —250,000 —250,000
Less marginal working capital - —(—15,000) —(—15,000) —(—15,000) —(—15,000)
changes
Equals marginal operating cash - 1,265,000 1,265,000 1,265,000 1,265,000
flows to equity
Less marginal equity investment —2,000,000 —100,000 —100,000 —100,000 —100,000
Equals net marginal cash flows to —2,000,000 1,165,000 1,165,000 1,165,000 1,165,000
equity
Net present value of the project at 15% discount rate:
N
NPV = CF, + CFt‘ — 2,000,000 + 1,165, 000 1,165, 000 1,165,000 1,165,000 — 132,650
oA+ 1+015!  (@1+0.152% (1+015°% (1+0.15*
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6. Evaluate results and correct
1. Identify 5. Develop
value- . 3. Identify 4. Assess investment
. 2. |dentify .
preserving value competitive and
g CSFs . .
activities and drivers performance maintenance
assets budgets
o What are the e What are the o What value e What is the e What are the
activities and administrative drivers are firm’'s risks associated
assets that and productive associated with performance on with the current
shape CSFsrequiredto  these CSFs? these CSFs underperformance
the current perform well on « How do these relative to its on these CSFs?
supply and these vglue- value drivers competitors? o How quickly can
demand preserving evolve over o Is the industry these risks
interaction? activities and time? weak, strong, or materialize?
o What s at risk assets? neutral on these How much
if this CSFs when investment is
equilibrium gompared .to required?
changes? industries in .
the task . When is the
environment? investment
required?
Figure 4.4

A systematic approach to CSFs analysis.
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So, what is riskier: investment in a limited service hotel, full service
hotel, serviced apartments/extended stay or shared ownership prop-
erty? Should a mortgage of a limited service hotel be structured in a
similar way to that of a full service hotel or other type of hotel asset,
or should some distinctions be considered given the nature of each
asset class?
By Elie Younes, Director and Russell Kett, Managing Director,
HVS, October 2006

Hotel life cycle and risk components

In line with any type of real estate investment (and probably
any investment!), a hotel’s life cycle has three main phases:
Development, Operation, and Exit.

It takes approximately 1-3 years to develop a hotel asset
(depending on the type of property), and a typical investor
would hold the asset for a period of between 5 and 25 years.
At the end of the life cycle (or holding period), an investor
would sell the property or redevelop it; a process that takes a
minimum of 1 year and may, infrequently, never materialise.

Consequently, and as illustrated in Figure 5.1, a hotel invest-
ment inherits three categories of risk that are directly attrib-
utable to the main phases of its life cycle: development risk,
operating risk, and obsolescence/exit risk.

Development risk

Development risk is the economic threat that a developer/
investor is exposed to upon converting a vacant piece of land
or an existing building into a fully operational hotel asset.

1-3 Years 4-25 Years 26-? Years
«—> < > «—>
Development Operation Exit

- - ~ J —

Development risk Operating risk Obsolescence/exit risk

Figure 5.1
Hotel life cycle and investment risk factors.
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Obviously, the more complicated the type of asset is, the higher
the development risk would be. In other words, this risk is the
probability that a setback takes place during the development
process that has a negative effect on the development cost or
any aspect that influences the future investment returns (loca-
tion of the asset, positioning, type of operator, physical char-
acteristics, construction and design, timing of completion,
capital structuring, and so forth). There is sometimes a great
difference between how a hotel asset should look and how it
actually does when it is built!

Table 5.1 illustrates the main elements/steps (and hence
the risk elements) that are required to develop a hotel asset.
Developing hotels is highly capital-intensive and requires the
ultimate harmony between all parties involved in order to
secure an economically viable investment. Any setback during
the development would severely impact the investment returns.

Full service and luxury hotels are, by nature, complicated
hotels to develop, when compared to other hotel assets. Such
properties require more time to develop, necessitate compli-
cated space planning and design, are highly capital-intensive,
and face high market expectations in terms of the physical
product offering (which, again, makes it increasingly criti-
cal for the developer to ensure an appropriate end product).
Therefore, such an asset class is exposed to a high level of
development risk when compared to other hotel derivatives.

As with full service hotels, serviced apartments/extended
stay units have different “grades” that span the budget, mid-
market, and luxury sectors. In general, all can be said to

Table 5.1 Main Steps in Developing a Hotel Asset

Main Risk Elements of a Hotel Development

Location identification

Zoning and planning consents

Resort—very difficult

Feasibility and planning—decisions on asset positioning
Capital planning and structuring

Land acquisition

Construction and design partner selection
Land excavation

Construction and design; high rise vs. low rise
Extent of facilities

Timing and cost of capital
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Development risk

A

~

J

Limited service Extended stay Luxury

hotels Shared ownership

Full sentice hotels

>
Low risk Medium risk High risk
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Figure 5.2
Development risk.

provide more spacious accommodation than traditional hotel
rooms of a similar standard, with the benefit of kitchen facili-
ties allowing for self-catering. While such an asset class is less
complicated to develop than full service/luxury hotels, given
its limited amount of public space, such properties (irrespec-
tive of their grade) are more complicated to develop when
compared to limited service/budget hotels.

Shared ownership properties vary widely in terms of prod-
uct offering, grade, and so forth. For example, products range
from an up-market time-share development in a beach resort
(hence requiring complicated designs, space planning, and so
forth) to condominium units (second home/residential/invest-
ment) in a city (which are easier to develop). Therefore, the
development risk associated with this asset class varies consid-
erably. For the purpose of this article, we have assumed that
this asset class is prone to a medium level of development risk,
when compared to other hotel derivatives.

Figure 5.2 summarises the relative level of development risk
of each asset class within the industry.

Ownership’s operating risk

The total “holding period return” of any type of investment is
the combination of the cash flow earned throughout the holding
period as well as the capital appreciation (or depreciation) of the
asset. Depending on the type of hotel property (and its holding
period), the operating cash flow returns represent between 30 and
70% of the overall returns. Typically, the operating risk of a hotel
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Figure 5.3

[llustration of operating risk (€000s).

asset is higher during the first years of operation of the property,
when compared to the level of risk attributed to its operation
once it reaches a stabilised level of trading performance.

The operating risk is simply the ability of the asset (and its
management) to generate sufficient levels of cash flow in order
to produce a certain level of financial returns to justify the
investment and/or catalyse an exit.

Owners are significantly exposed to the operating risk in a
hotel investment. Any fluctuation in the operating perform-
ance of a hotel asset has a significant impact over the net
operating income available to its owner to service the hotel
mortgage/senior debt and secure a level of capital to justify
a return on the investment. A severe economic downturn, for
example, could potentially force the business (and its owner)
into liquidation and result in a lender’s step in, pulling the
owner out of business. Obviously, the uplift is equally posi-
tively rewarding.

The main operating risk factor in a hotel property is the vol-
atility of its net operating income (EBITDA) throughout the
holding period. The more the net operating income is likely to
fluctuate over a specific period of time, the higher the operat-
ing risk. As can be seen from Figure 5.3, while both Hotel Asset
1 and Hotel Asset 2 achieved an average annual net operat-
ing income of approximately €800,000 over 10 years, Asset 2
achieved a more stable (and predictable) level of cash flow
throughout this period. This implies that the operating risk of
Asset 2 is lower than that of Asset 1.
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Given the operating structure of a hotel asset, this risk can be
attributed to two main characteristics: revenues and the fixed
cost structure of the operation. Various dynamics and business
characteristics, whether controllable or uncontrollable, impact
on these operating risk factors.

There are fundamental operating differences between the
various types of hotel asset. For example, while a conventional
full service hotel typically requires a balanced and broadly
based business mix (segmentation), an extended stay property
is less dependent on such an operating dynamic. Furthermore,
while the room inventory of a full service hotel is highly per-
ishable (each room needs to be sold to different guests on a
continuing basis), an extended stay unit inventory is less per-
ishable given the long average length of stay of such an asset
class (in both cases, however, you cannot sell yesterday’s
available room!). Other operating differences include the fact
that the fixed cost structure of a full service hotel operation
is greater than that of a limited service hotel or an extended
stay property (due to food and beverage facilities, revenue
mix, service quality expectations, and so forth). Moreover,
our assessment of historical trading data of various hotel cat-
egories and classifications suggests that limited service hotels
and extended stay units tend to be less vulnerable to economic
shocks and external factors than full service and luxury hotels.

Some of the external factors that also impact the operating
performance of a hotel asset include the demand and supply
dynamics in a given market, as well as the barriers of entry for a
specific asset class. An overly supplied market will undoubtedly
hamper the trading performance of a hotel asset. Yet, barriers of
entry such as scarcity of land, capital liquidity, zoning restric-
tions, planning regulations, bureaucracy, and so forth typically
serve as a hedge against such a risk. While most hotel asset
classes are equally exposed to this risk, one could argue that full
service hotels tend to be, on occasions, hedged against that risk
due to the barriers of entry associated with this asset class.

In terms of the shared ownership asset class, despite the cash
flow volatility of such a business model, the operating risk of
this type of hotel derivative is considerably reduced (to the orig-
inal developer/investor), as the room inventory is typically sold
before (or upon) completion of the development, which either
transfers this risk to the individual owners of the units or sig-
nificantly dilutes/eliminates this risk. The level of return associ-
ated with the operation of a shared ownership property is lower
than that of other asset classes (between 10 and 20% of total
holding period returns), given the initial inventory exit/sale of
the units. Therefore, the operating risk of a shared ownership
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Figure 5.4
Operating risk.

development is minimal (unless the developer provides guar-
anteed returns), from the original developer’s perspective.

Figure 5.4 summarises the relative level of operating risk of
each asset class within the industry.

Obsolescence/exit risk

This risk impacts the ability of the owner of the hotel prop-
erty to exit the investment or extend its economic life. This risk
involves the potential decrease in a property’s value as at the
envisaged exit period. It is the uncertainty of the future value
of the hotel asset.

Obsolescence is an incurable economic depreciation that has
a considerable impact on the holding period returns of a hotel
asset. There are various types of obsolescence that can impact
hotel real estate but generally they are classified as either inter-
nal or external obsolescence (Figure 5.5).

Internal obsolescence

Typically this is functional obsolescence which occurs when a
hotel no longer functions/operates the way it did when it was
initially built; it is a change in the fitness for purpose. This
includes the physical deterioration of the building, which can
be either curable via repairs and capital expenditure or incura-
ble if the basic structure of the building has been heavily dam-
aged over time. While most types of physical deterioration
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Figure 5.5
Obsolescence/exit risk.

of a hotel asset can be curable, sometimes it makes no eco-
nomic sense to do so. For example, while the physical deterio-
ration of the external appearance (exterior, public areas, and
so forth) or the internal specifications (services, finishes, and
so forth) can be cured, the property can become obsolete if the
configuration of the building is no longer appropriate (style,
plan layout, floor to ceiling heights, structural damages, and
so forth). In general, most hotel assets are equally prone to this
type of obsolescence; however, service/budget hotels are more
exposed to this risk given the initial economical approach to
the building and low-cost layout/structure.

External obsolescence

This is the loss in income and value resulting from exter-
nal factors. Various economic, demographic, environmental,
legal, and social factors may impact the economic viability of a
hotel which may not be curable. For example, new legislation
regarding safety may render a property obsolete if it impacts
the layout of the hotel. A shift in the economic, demographic,
or social gravity of the immediate area of the hotel can also
render a property obsolete, especially if the hotel is located in
a secondary location (as is usually the case with limited serv-
ice and budget hotels with the aim to reduce the initial cost of
land to boost economic viability) or if the area in which it was
originally built migrates from primary to secondary over time.

Given the structural design, layout, building structure, style,
and location of limited service hotels, they are exposed to the
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highest risk of internal and eternal obsolescence when com-
pared to other types of hotel properties. Extended stay proper-
ties are less exposed to obsolescence risk than limited service
hotels (given their typical locations, layout, and so forth), but
are more exposed to this risk than full service and luxury hotel
assets (especially from a “fitness for purpose” perspective).

The success of a shared ownership property investment
depends heavily on the ability of the developer to sell the
units during the development phase (or during the few years
following the completion of the development). Therefore, this
risk factor has a dual risk potential (in terms of its impact on
investment returns) when compared to other asset classes:
while the property itself may not become physically obsolete
after a period of time, given the emerging nature of the shared
ownership sector, the complexity of the exit process (heavy
administrative and marketing overheads) and the heterogene-
ity of potential investors this asset class inherits a high level of
exit risk. This exit risk occurs in two phases: initial exit of the
units and exit upon transfer of ownership back to the devel-
oper in Year 20 or thereafter.

Synthesis and implications

Based on the previous analysis, Figure 5.6 summarises the
relative levels of risk factors for the main types of hotel assets
throughout their economic lives.

Various asset classes within the hotel sector have different
risk profiles throughout their cycles. While full service and
luxury hotels inherit higher levels of development and oper-
ating risks than limited service and extended stay properties,
upscale hotel properties are less exposed to the obsolescence/
exit risk. Furthermore, while shared ownership developments
have a lower operating risk than other hotel derivatives, this
asset class probably inherits a high exit risk.

Therefore, the fundamental differences in the various asset
classes have different implications for their investment evalua-
tion, lending characteristics, and asset management.

Typically, when evaluating a hotel investment, one would
project the property’s cash flow over a specific period of time,
and would then apply various financing parameters to assess
the value of the investment in today’s prices. Usually, a prop-
erty yield is applied to those cash flows in order to compute
the investment value of the asset at a specific date.

The property yield is usually the combination of the cost
of capital as well as the potential property appreciation or
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Figure 5.6
Risk matrix for the hotel industry (Note: The width of the sphere indicates the
obsolescence risk).

Development Operation Exit
N A A
e N IR
Year 1 Year 2 Year 3 Year 4 Year5 Year 6 Year 7 Year 8 Year9 Year 10  EXIT
Development cost: 27,000 Cash Flow 2,400 2,800 3,100 3,400 3,700 4,100 4,200 4,300 4,400 4,500
Developer's profit (%) 15% Terminal capitalisation rate -
Total development cost 33,000 Residual value at exit 50,000
Weighted cost of capital 11%

Net present value at year 40,000

Figure 5.7
lllustrative hotel appraisal (€000s).

depreciation. Practically, the main variables that form the
property yield include the cost of debt, the cost of equity, an
optimum/market-specific financing structure, and a terminal
capitalisation rate (the residual/reversionary value upon exit).
These variables each impact the various time cycles in the cash
flow differently, as can be seen in Figure 5.7.

The simplified illustration of an investment assessment, as
shown in Figure 5.7, reflects the following.

e The developer’s profit reflects the development risk associ-
ated with that phase; the higher the development risk, the
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greater the required profit percentage. Upon making invest-
ment decisions, the total development cost (including devel-
oper’s profit—and taking into account the development risk)
is then compared with the net present value of the cash flow
(taking into account the time value of money);

e The cost of capital is typically applied to the operating cash
flow during the holding period as well as upon discount-
ing the exit/residual value of the investment to Year 1. This
parameter reflects the operating risk (and other risks inherited
from the development phase) of a hotel asset. A high oper-
ating risk would fuel the debt and equity yields and would
therefore imply a higher weighted cost of capital;

e The terminal capitalisation rate reflects the value of a hotel
property at exit, taking into account economic cycles as well
as capital appreciation/depreciation. In a conventional val-
uation, this rate is usually the adjusted cost of capital less
inflation. However, in practice the terminal capitalisation
rate can fluctuate in order to reflect future capital appetite,
yield compressions, cycles or, in some instances, obsoles-
cence. A higher obsolescence risk in an asset class would
therefore necessitate a higher terminal capitalisation rate
(hence a lower exit value).

Assuming identical market and economic conditions and
based on the preceding assessments, we make the following
observations.

e A lower developer’s profit (in percentage and quantum)
could be applied to extended stay properties and limited
service hotels, when compared to full service and luxury
hotel assets, given their lower development risk;

e A lower cost of capital could be applied to extended stay
and limited service hotel properties, when compared to
full service and luxury hotel assets, in order to reflect their
lower operating risk profile;

e Given the lower exit risk of five-star and luxury hotels,
a lower terminal capitalisation rate should therefore be
applied to this type of hotel property, when compared to
limited service and extended stay properties;

e Due to the comparatively higher obsolescence risk of lim-
ited service/budget hotels, it should be no surprise when
lenders resist long-term bullet/balloon financing for such an
asset class;

e While the asset manager of a typical full service/luxury
hotel continuously aims at maximising the value of the
hotel asset and improving its operating cash flow, the asset
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management objective of limited service or extended stay
properties should mainly focus on maximising the operating
cash flow throughout the economic life cycle of the asset.

Unfortunately, no generalisation can be made or concluded in
terms of what is the safest or least risky type of hotel property
to invest in given the various risk profiles of the asset classes
throughout their economic cycle. It is certain, however, that
risk diversification can be achieved within the industry (from
a portfolio perspective or by combining two or more asset
classes within one development), which would enhance the
risk-adjusted returns to the owners.

We would highlight that this approach of risk assessment
is theoretical/fundamental, and that various market dynam-
ics as well as characteristics and levels of investor appetite
must always be considered upon appraising a hotel prop-
erty. Capital markets can have diverse characteristics and risk
profiles and would oftentimes view the risk of a hotel invest-
ment differently; a fact that must always be considered upon
appraising an investment, as long as it represents the market
participants. As in the theory of equity markets, the “market
efficiency” of the hotel transaction sector is a debatable topic.

Finally, we emphasise that the specific risk associated with
any individual hotel investment is determined by the charac-
teristics of that investment, including location, property, own-
ership, management, and so forth.

Various hotel investors have different risk profiles, invest-
ment appetite and stimulants as well as perception of time.
Once these are better understood the hotel asset classes and
risks can then be chosen!
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Introduction

Risk

Making well-informed and effective capital investment deci-
sions lies at the heart of any successful business organization.
However, prior to investing in a project, an executive/manager
should make three key estimates to ensure the viability of a
business project: economic useful life of the asset, future cash
flows that the project will generate, and the discount rate that
properly accounts for the time value of the capital invested and
compensates the investors for the risk they bear by investing in
that project (Olsen et al., 1998). Although the first two items are
fairly challenging to estimate, the last one is even more chal-
lenging. In their book related to cost of capital, Ogier et al. (2004)
provided an excellent example which [ would like to use to pro-
vide a practical introduction to this chapter. I take the liberty to
modify the story in accordance with the needs of this chapter.

Imagine yourself at the edge of a river where your goal is to
pass the river getting minimally wet in the least possible time.
Before making your move you need to turn to a local inhabitant
who knows which stepping stones are safe, what the velocity
and the viscosity of the water are, what the turning moments are,
and what the probability of loose stones on the stream bed is.
This situation is similar to the world of today’s business invest-
ments. That is, executives need to make informed decisions
about their investments and find out the minimum acceptable
rate of return their shareholders expect as a compensation for
the risks investors undertake. In addition, when an investment
consists of both debt and equity, then the executives need to
estimate the total cost of capital employed in this project to be
able to pay their debt holders. This chapter intends to serve as
a field guide or handbook of the cost of capital estimation for
hospitality executives and practitioners. However, before get-
ting into the practical aspects of cost of capital, some relevant
concepts will be discussed from a theoretical perspective to bet-
ter understand the background of this important topic.

Prior to getting into the core of the subject of estimating cost of
capital, it is useful to define what risk is and describe the role
it plays in investment decisions. In the hospitality field, risk is
often defined as the variation in returns (probable outcomes)
over the life of an investment project (Choi, 1999; Olsen et al.,
1998). The concept of risk is at the foundation of every firm as
it seeks to compete in its business environment. Financial the-
ory states that shareholders face two types of risk: systematic
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and unsystematic. The examples of systematic risk could be
changes in monetary and fiscal policies, the cost of energy, tax
laws, and the demographics of the marketplace. Finance schol-
ars refer to the variability of a firm’s stock returns that moves
in unison with these macroeconomic influences as systematic,
or stockholder, risk (Lubatkin and Chatterjee, 1994). Stated dif-
ferently, the level of a firm’s systematic risk is determined by
the degree of uncertainty associated with general economic
forces and the responsiveness, or sensitivity, of a firm’s returns
to those forces (Helfat and Teece, 1987). In other words, these
types of risk are external to the company and are outside of
its control. However, a loss of a major customer as a result of
its bankruptcy represents one source of unsystematic, or firm-
specific risk (idiosyncratic or stakeholder risk). Other sources
of unsystematic risk include the death of a high-ranking execu-
tive, a fire at a production facility, and the sudden obsolescence
of a critical product technology (Lubatkin and Chatterjee,
1994). Unsystematic risk is a type of risk that can be eliminated
by an individual investor by investing his/her funds in mul-
tiple companies’ stocks. The same rule may not be applied by
company executives, since the success of a single project deter-
mines their tenure within their firms.

Risk from financial management perspective

The traditional financial theory looks at investment in secu-
rities from a portfolio perspective by assuming that inves-
tors are risk-averse and can eliminate the unsystematic risks
(variance) associated with investing in any particular firm
by holding a diversified portfolio of stocks (Markowitz,
1952, 1959). Markowitz pioneered the application of deci-
sion theory to investments by contending that portfolio
optimization is characterized by a trade-off of the reward
(expected return) of that individual security against portfo-
lio risk. Since the key aspect to that theory is the notion that
a security’s risk is the contribution to portfolio risk, rather
than its own risk, it presumes that the only risks that mat-
ter to investors are those that are systematically associated
with market-wide variance in returns(Lubatkin and Schulze,
2003; Rosenberg, 1981). Investors, it argues, should only be
concerned about the impact that an alternative investment
might have on the risk-return properties of their portfolio.
However, the capital asset pricing model (CAPM) (Lintner,
1965; Sharpe, 1964) (to be discussed in detail later) does not
explicitly explain what criteria investors should use to select
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the alternative investments and how they should assess the
risk features of these investments. Moreover, the CAPM
assumes that because investors can eliminate the risks they
do not wish to bear, at relatively low costs to them, through
diversification and other financial strategies, there is little
need, therefore, for managers to engage in risk-management
activities (Lubatkin and Schulze, 2003).

Risk from strategic management perspective

In contrast, the field of strategic management is based on the
premise that to gain competitive advantage, firms must make
strategic, or hard-to-reverse, investments in competitive meth-
ods (portfolios of products and services) that create value for
their shareholders, employees, and customers in ways that
rivals will have difficulty imitating (Olsen et al., 1998). These
investments enable the firms to protect their earnings from
competitive pressure, and allow firms to increase the level
of their future cash flow, while simultaneously reducing the
uncertainty associated with them. The management of firm-
specific risk lies at the heart of strategic management theories
(Bettis, 1983; Lubatkin and Schulze, 2003), and, from this per-
spective, management must work hard at avoiding investments
that create additional levels of risk for the firm. Bettis (1983) fur-
ther affirms that the CAPM’s emphasis on the equilibration of
returns across firms (i.e., systematic risk) relegates to a second-
ary role strategy’s central concern with managerial actions that
seek to delay the calibration of returns (i.e., unsystematic risks).
Thus, the claim that systematic risk is paramount to the firm is
undermined by the two arguable assumptions from portfolio
theory: stockholders are fully diversified, and the capital mar-
kets operate without such imperfections as transaction costs
and taxes. Some stockholders, however, are not fully diversi-
fied, particularly the corporate managers, who have heavily
invested, both financially and personally, in a single company
(Vancil, 1987). Also, transaction costs, such as brokerage fees,
act as a minor impediment, inhibiting other stockholders from
completely eliminating unsystematic risk (Constantinides,
1986). Finally, taxes make all stockholders somewhat concerned
with unsystematic risk (Amit and Wernerfelt, 1990; Hayn, 1989)
because interest on debt financing is tax deductible, thereby
allowing firms to pass a portion of the cost of capital from their
stockholders to the government. Thus, firms can create value
for their stockholders, within limits, by financing investments
with debt rather than equity (Kaplan, 1989; Smith, 1990). The
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limits are determined in part by the amount a firm is allowed to
borrow and the terms of such debt, both of which are contingent
upon the unsystematic variation in the firm’s income streams.
Lubatkin and Chatterjee (1994) contend that the debt markets
favour firms with low unsystematic risk because they are less
likely to default on their loans (this is particularly the case of the
hospitality industry firms). In summary, the discussion of par-
tially diversified stockholders, transaction costs, and leverage
suggests that some stockholders may be concerned with unsys-
tematic risk and factor it along with market risk to determine
the value of a firm’s stock (Amit and Wernerfelt, 1990; Aron,
1988; Lubatkin and Schulze, 2003; Marshall et al., 1984).

Cost of capital

Cost of capital is defined as the rate of return a firm must earn
on its investment projects in order to maintain its market value
and continue attracting needed funds for its operations (Fields
and Kwansa, 1993; Gitman, 1991). Consequently, a firm adds
shareholder wealth when it undertakes the projects that gener-
ate a return higher than the cost of capital of the project. Cost
of capital is an anchor in firm valuation, project valuation,
and capital investment decisions. Cost of capital is generally
referred to as weighted average cost of capital (WACC):

D

E XRE+[V]><RDX(1_TC)

WACC = [—
|4

where E is the market value of equity, D the market value of
debt (and thus V = E + D), T. the corporate tax rate, Rg the
cost of equity, and Rp the cost of debt (Copeland et al., 2000).

Both of these items (Rp and Rg) are difficult to estimate and
require some careful deliberations. The cost of debt is relatively
simpler to calculate when a hypothetical firm issues bonds that
are rated by the major bond-rating agencies such as Standard &
Poor’s and Moody’s. Thus, these ratings may be used as a
guide in computing the cost of debt. In addition, an inves-
tor may use the bond’s yield to maturity or the rate of return
that is in congruence with the rating of a bond. Averaging
the interest rates of long-term obligations of a firm is another
method to calculate the cost of debt. The cost of debt estima-
tion becomes difficult when a given firm has no bonds and no
outstanding long-term debt.

The cost of equity is difficult to estimate in its own right.
First, cost of equity is generally estimated using historical data,
which may be confounded by business cycles and abnormal
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events affecting firm stock returns (e.g., fire in a hotel property)
and industry returns (e.g., the terrorism events of 11 September
2001). Second, although several methods were developed in the
last 40 years, there is not one single method that produces con-
sistent and reliable estimates. Last, a hypothetical executive/
entrepreneur will face greater challenges as he/she needs to
estimate the required rate of a single restaurant/hotel unit.
The next section covers some of the common methods that
are used by practitioners in the fields of financial and strategic
management.

Cost of equity

Cost of equity can be defined as the rate of return a firm must
deliver to its shareholders who have foregone other investment
opportunities and elected to invest in this particular company.
However, cost of equity is a complex concept because firms do
not promise paying a certain level of dividends and deliver-
ing a certain level of stock returns. Thus, since there is no con-
tractual agreement between the shareholders and the firm, the
expected rate of return on invested equity is extremely chal-
lenging to estimate. Fortunately, there are some models that can
help us in tackling this challenging task. The next section will
cover the major cost of equity models that gained prominence
among practitioners and researchers in the last four decades.

Common cost of equity models
Dividend growth model

One of the early forward-looking methodologies is the divi-
dend growth model (DGM) originally developed by Gordon
(1962). It offers a very parsimonious method for estimating
discount rate and thus accounts for risk. The dividend growth
approach to cost of equity states that

e =18

where, k, is the cost of common equity, dps the projected divi-
dend per share, p the current market price per share, and g the
projected dividend growth rate.

The model assumes that over time, successful reinvestment of
the value received by retained earnings will lead to growth and
growing dividends. The approach suffers from oversimplifica-
tion because firms vary greatly in their rate of dividend payout
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(Helfert, 2003). This is due to the fact that common stockholders
are the residual owners of all earnings not reserved for other
obligations, and dividends paid are usually only a portion of
the earnings accruing to common shares. The other major dif-
ficulty in applying this model lies in determining the specific
dividend growth rate, which is based on future performance
tempered by past experience. Another key issue is that the
model becomes unusable when a firm is not a dividend payer.

The capital asset pricing model

The CAPM (Lintner, 1965; Sharpe, 1964) is based on the
assumption of a positive risk-return trade-off and asserts that
the expected return of an asset is determined by three variables:
3 (a function of the stock’s responsiveness to the overall move-
ments in the market), the risk-free rate of return, and the
expected market return (Fama and French, 1992). The model
assumes that investors are risk-averse and, when choosing
among portfolios, they are only concerned about the mean and
variance of their one-period investment return. This argument
is, in essence, the cornerstone of the CAPM. The model can be
stated as

E(R;) = Ry +[BX(R,, = Ry)]

where, R, is the market return of stocks and securities, Rf
the risk-free rate, 8 the coefficient that measures the covari-
ance of the risky asset with the market portfolio, and E(R;) the
expected return of 7 stock.

Although the CAPM is touted for its relatively simple appli-
cation, several other studies (Lakonishok and Shapiro, 1986;
Reinganum, 1981) present evidence that the positive relation-
ship between ( and returns could not be demonstrated for the
period of 1963-1990. Particularly over the last two decades,
even stronger evidence has been developed against the CAPM
by Fama and French (1992, 1993, 1995, 1997), and Roll and Ross
(1994). These researchers challenged the model by contending
that it is difficult to find the right proxy for the market portfolio
and that CAPM does not appear to accurately reflect the firm
size in the cost of equity calculation, and that not all systematic
risk factors are reflected in returns of the market portfolio.

From the strategic management perspective, business execu-
tives face the following issues. Implicit to the CAPM is the
recommendation that managers should focus on managing
their firm’s overall market risk by focusing on [ or the firm’s
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systematic risk and not be concerned with what strategists
may focus on: firm-specific (unsystematic) risk. Chatterjee et al.
(1999) claim that herein lie two dilemmas: first, decreasing
requires managers to reduce investors’ exposure to macroeco-
nomic uncertainties at a cost lower than what investors could
transact on their own by diversifying their own portfolio; and
second, to downplay the importance of firm-specific risk that
not only is contrary to the strategic management field but also
tempts corporate bankruptcy (Bettis, 1983). Therefore, an execu-
tive of a given company has to take into account the total risk of
the project because, unlike investors holding stocks of multiple
companies, the executive may not be able to diversify the risk of
his/her company’s investment by investing in multiple projects.

Arbitrage pricing theory

Another prominent cost of equity model is the arbitrage pric-
ing theory (APT) developed by Ross (1976). The model states
that actors other than 3 affect the systematic risk.

The APT is based on the assumption that there are some
major macroeconomic factors that influence security returns.
The APT states that no matter how thoroughly investors
diversify, they cannot avoid these factors. Thus, investors will
“price” these factors precisely because they are sources of risk
that cannot be diversified away. That is, they will demand
compensation in terms of expected return for holding securi-
ties exposed to these risks (Goetzmann, 1996).

Although the model does not explicitly specify the risk fac-
tors, the APT depicts a world with many possible sources of
risk and uncertainty, instead of seeking for equilibrium in
which all investors hold the same portfolio. More formally,
the APT is based on the assumption that there are some major
macroeconomic factors that influence security returns. The
APT states that no matter how thoroughly investors diversify,
they cannot avoid these factors. Thus, investors will “price”
these factors precisely because they are the sources of risk that
cannot be diversified away. That is, they will demand com-
pensation in terms of expected return for holding securities
exposed to these risks. Just like the CAPM, this exposure is
measured by a factor § (Goetzmann, 1996).

Chen et al. (1986) managed to identify five macroeconomic
factors that, in their view, explain the expected asset returns:
The Industrial Production Index, which is a measure of state
of the economy based on the actual physical output; the short-
term interest rate, measured by the difference between the
yield on Treasury bills (TB) and the Consumer Price Index
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(CPI); short-term inflation, measured by unexpected changes
in CPI; long-term inflation, measured as the difference between
the yield to maturity on long- and short-term U.S. government
bonds; and default risk, measured by the difference between
the yield to maturity on Aaa- and Baa-rated long-term corpo-
rate bonds (Chen et al., 1986; Copeland et al., 2000).

The APT describes a world in which investors behave intel-
ligently by diversifying, but they may choose their own sys-
tematic profile of risk and return by selecting a portfolio with
its own peculiar array of gs. The APT allows a world where
occasional mispricings occur. Investors constantly seek infor-
mation about these mispricings and exploit them as they find
them. In other words, the APT somewhat realistically reflects
the world in which we live (Goetzmann, 1996).

Although the APT provides the benefits explained above,
these benefits come with some drawbacks. The APT demands
that investors perceive the risk sources, and that they reason-
ably estimate factor sensitivities. In fact, even professionals and
academics are yet to agree on the identity of the risk factors, and
the more (s they have to estimate, the more statistical noise they
have to put up with. Last, this model does not offer much guid-
ance to business executives as it focuses primarily on investors.

The Fama—French three factor model

One of the major proponents of the CAPM Fama and French
(1993) found that the relationship between average returns and
B was flat and there was a strong size effect on stock returns.
As a result, they developed a model that has gained popular-
ity in recent years among the scholars and practitioners in the
hospitality industry. The Fama-French (FF) model is a multi-
factor model that argues that factors other than the movement
of the market and the risk-free rate impact security prices. The
FF is a multiple regression model that incorporates both size
and financial distress in the regression equation. The FF model
is typically stated as

E(R;) = Ry = (6; X (R,, = Ry) + (s X SMB) + (h X HML)

where [ is the coefficient that measures the covariance of the
risky asset with the market portfolio, R,, the market return, R
the risk-free rate, s the slope coefficient, and small minus big
(SMB) the difference between the returns on portfolios of small
and big company stocks (below or above the NYSE median),
h the slope coefficient, and high minus low (HML) the difference
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between the returns on portfolios of high- and low-BE/ME
(book equity /market equity) stocks (above and below the 0.7
and 0.3 fractiles of BE/ME) (Fama and French, 1993).

The size factor is denoted as SMB premium where size is meas-
ured by market capitalization. SMB is the average return on three
small portfolios minus the average return on three big portfolios
as described by Fama and French (1993). HML is the average
return on two value portfolios minus the average return on two
growth portfolios (Fama and French, 1993). High BE/ME (value)
stocks are associated with distress that produces persistently low
earnings on book equity which result in low stock prices.

In practice, the FF model shows that investors holding stocks
of small capitalization companies and firms with high book-
to-market value ratios (Annin, 1997) need to be compensated
for the additional risk they are bearing. The size argument is
supported by Barad (2001) who reports that small stocks have
outperformed their larger counterparts by an average of 5.4%
over the last 75 years (1926-2000). However, Fama and French
(1993) find that the book-to-market factor (HML) produces an
average premium of 0.40% per month (¢ = 2.91) for the 1963—
1990 period, which, in the authors’ view, is large both in prac-
tical and statistical terms.

Cost of equity studies in hospitality and tourism

The starting point for selecting the best method for the estima-
tion of the cost of equity can be achieved by reviewing the rele-
vant studies undertaken in the fields of hospitality and tourism.
Fields and Kwansa (1993) conducted the first study that directly
looked into the cost of equity and suggested the use of pure-
play technique for estimating the cost of equity for the divisions
of a diversified firm. Later, several studies investigated how
macroeconomic variables affect security returns in the hospital-
ity industry (hotels and restaurants). The first study was con-
ducted by Barrows and Naka (1994). Their study encompassed
the 27-year period between 1965 and 1991 and employed five
factors that were slightly different than the five factors of Chen
et al. (1986). Barrows and Naka postulated that the return of the
stocks is a function of the following five factors:

Return = f(EINF, M1, CONN, TERM, IP),
where EINF is the expected inflation, M1 the money supply,

CONN the domestic consumption, TERM the term structure
of interest rates, and IP the industrial production. The results
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revealed that none of the macroeconomic factors was significant
in explaining the variance of U.S. hotel stocks at 0.05 level and
the factors accounted for the 7.8% of the variance in the lodging
stocks. However, EINF, M1, and CONN had significant effect on
the variation of the stock returns in the U.S. restaurant industry.
In terms of the signs of the 3 coefficients EINF had a negative
whereas M1 and CONN had a positive relationship with the
restaurant stock returns. The postulated model explained 12%
of the variance in the restaurant stocks. The authors cautioned
that the results should be interpreted with care due to the small
sample size of both restaurant and hotel portfolios, which were
represented by five and three stocks, respectively.

The second study was undertaken by Chen et al. (2005)
who used hotel stocks listed on Taiwan Stock Exchange. The
macroeconomic variables included in their study were IP,
CPI, unemployment rate (UEP), money supply (M2), 10-year
government bond yield (LGB), and 3-month TB rate. These
variables were used in the following way: CPI was utilized to
estimate EINF, and LGB, and TB were used for the computa-
tion of the yield spread (SPD). Based on the six time-series data
the authors arrived at the common five macroeconomic varia-
bles which were predominantly used in the literature, namely,
IP (change in IP), EINF € UEP (change in unemployment rate),
M2 (change in money supply), and SPD (rate of the yield
spread). These five variables explained merely 8% of the vari-
ation in hotel stock returns while only two of these variables
were significant at the 0.05 level (M2 and UEP). The regression
coefficient of change in money supply had a positive relation-
ship with hotel stock returns, whereas the relationship between
change in UEP and lodging returns was negative.

In Madanoglu and Olsen (2005) proposed a conceptual
framework that called for the inclusion of some of the intan-
gible variables into the cost of equity estimation in the lodging
industry. Some of these variables were human capital, brand,
technology, and safety and security. It is common knowledge
that these variables were relevant for the lodging industry;
however, there exists no time-series data to include them in the
cost of equity estimations.

Shortcomings of the present models for the hospitality industry

Publicly traded multinational lodging companies tend to differ
on some key points regarding how assets are treated on their
balance sheets. Many of these companies do not actually own
assets and produce their future cash flows from management
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contracts or franchise agreements. In many cases, they may also
lease hotels or restaurants and the leases do not appear on their
balance sheets. Instead, these firms hold an equity position in a
different company that holds these leases. Therefore, it is almost
unfeasible to properly assess the book value of the hospitality
firms, which confounds the application of the FF model.

Sheel (1995) was the first researcher in the hospitality indus-
try to point out that CAPM does not seem to meet the indus-
try needs and called for further research into industry-specific
factors. In the mainstream financial economics, Downe (2000)
argued that in a world of increasing returns, risk cannot be
considered a function of only systematic factors, and thus g.
He pointed out that the position of the firm in the industry, as
well as the nature of the industry itself become a risk factor.
Thus, firms with a dominant position in the industry that suc-
ceed to adapt to the complexities of the business environment,
will have a different risk profile than their competitors. This
argument is particularly well fitting in the context of the hos-
pitality industry where companies such as McDonald’s and
Marriott may demonstrate a different risk profile based on
their market share in their segments.

As for FF factors, professionals in the lodging industry are
sceptical about such measures as the book-to-market value
ratio (HML). Some hospitality industry experts argue that HML
is an inappropriate measure for the industry and attribute it to
the fact that the difference between the firms whose value is
captured by the assets they own and the firms whose value is
derived from their intangible assets is not as distinct as in some
manufacturing firms. While Jagannathan and Wang’s study
(1996) added a human capital variable to their cost of equity
capital model, it measured human capital effects from the mac-
roeconomic perspective as opposed to a micro level where
most hotel firms operate. In other words, the overall labour
index may not properly reflect the state of the human capital in
the hospitality industry.

As Fama and French (1993) stated, their work (FF model)
leaves many open questions. The most important missing piece
of the puzzle is that Fama and French (1993) have not shown
how the size and book-to-market factors in security returns
are driven by the stochastic behaviour of firm earnings. This
implies that it is not yet known how firm fundamentals such
as profitability or growth produce common variation in returns
associated with size and BE/ME factors and this variation is
not captured by the market return itself. These authors further
query whether specific fundamentals can be identified as state
variables (variables that describe variation in the investment
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opportunity set) and these variables are independent of the
market and carry a different premium than general market
risk. This question is of utmost importance for lodging indus-
try executives who are aiming to identify the major drivers of
their companies’ stock returns in their effort to create value for
their stockholders.

In their current state, the cost of equity models are far from
satisfying the needs of the hospitality industry. As Fama and
French (1997) pointed out, the cost of equity estimates yielded
by these models are distressingly imprecise. Standard errors of
more than 3% per year were typical when the CAPM and FF
models were used to estimate industry costs of equity in their
study (Fama and French, 1997). They stated that large stand-
ard errors are driven primarily by uncertainty about true fac-
tor risk premiums. Since the hospitality industry is really the
aggregate of individual units that all have their own unique
business environments and return on equity structures, this
means that the standard errors, and thus, cost of equity capi-
tal on a per-company, single-unit (a hotel property or a restau-
rant) basis, or for a new project will be even more imprecise.
Therefore, the risk determinants of cost of equity and risk fac-
tor loadings for individual operating units will be even more
difficult to estimate. Thus, it is very important to consider
the purpose for which the cost of equity is estimated (e.g.,
a single project, business division, or an entire corporation).
Particularly, in the case of single project cost of equity estima-
tions there might be several factors that need to be considered
before arriving at the proper discount rate of the project. These
factors might be location of the project, local/regional com-
petition, political risk, credit risk, and other risk idiosyncratic
to a given project. Consequently, as Ogier et al. (2004) suggest
when estimating a cost of equity for a given project the risk of
the project will be much more important than the risk level of
the corporation making the investment. In other words, when
Marriott Corporation makes a capital investment decision in
Nairobi, Kenya, the Marriott Corporation executives will be
much more concerned with the risks surrounding that project.

Cost of debt

Unlike cost of equity, cost of debt does not require the use of
sophisticated theoretical models. Rather, cost of debt is simply
the rate at which a given company can borrow capital from
a lender (e.g., bank) or the rate at which the aforementioned
company can issue bonds. Some experts caution that the
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promised and the expected yields of debt are two different
concepts. In other words, when a firm makes contracted debt
payments on time it meets “the promised yield” to its lender.
However, in reality, there is always a possibility for default
and thus the difference between the promised yield and the
probability for default equals the expected yield. The expected
yield can be regarded as true cost of debt since it is more real-
istic. Although many textbooks calculate the cost of debt as
promised yield, it should be noted that expected yield is more
meaningful since it includes not only the systematic risk of the
market but also the firm-specific risk of a given firm.

Another challenge for calculating the cost of debt might
occur when a firm uses multiple debt instruments (e.g., bank
loans, commercial papers, bonds). In this case, it may be fruitful
to average the rate of these instruments based on their weight
in the debt portfolio. However, an easier and more simplistic
approach would be to use the “generic long-term debt” rate
which can be calculated from the current rate of a company’s
bond or current rate at which the company can borrow a long-
term loan (Ogier et al., 2004). Last, to estimate the cost of debt,
the issue of tax shield should be given a close consideration.
For instance, although the majority of the finance textbooks
use 35 or 40% as an average for corporate tax rate in the United
States, it is common occurrence to observe companies whose
effective corporate tax rate is often lower than the statutory
rate. Here, an executive should assess the situation and decide
whether the effective tax rate trend is expected to continue to
be below the statutory corporate tax rate in the long term. If
that is the case, then he/she should use the effective tax rate
in calculating the cost of debt. However, if a low effective tax
rate is a short-term occurrence, then a given firm should use
the statutory corporate tax rate instead (Ogier et al., 2004).

Other cost of capital factors in the hospitality industry
Human capital

Hospitality industry is part of the overall service sector and is
dependent on human capital in order to maintain and grow its
operations. In an increasingly competitive environment, the
human factor becomes one of the keys in creating sustainable
competitive advantage. Therefore, Murphy (2003) stated that
the hospitality industry should learn to view its employees
from a new paradigm that human capital is a strategic intangi-
ble asset (knowledge, experience, skills, etc.). This implies that,
like other assets, it is an important determinant of firm value.
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However, studies have concluded that “the research of human
resources expenditures” is in its infancy and is seriously ham-
pered by the absence of publicly disclosed corporate data on
human resources (Lev, 2001).

Caroll and Sikich (1999) argued that keeping track of at least
a 3-year history of labour costs would serve to identify the dol-
lar value of “premium” labour-related costs, which could be
thought of as all labour/benefit costs above federally mandated
minimum wage. Other techniques proposed by the authors were
(1) to design a scoring system that illustrates productivity versus
both baseline and premium labour/benefit costs by departments,
and (2) to establish metrics to determine a productivity level for
guest experience standards, facilities standards, and targeted
revenue improvements on a department-by-department basis.

Bloxham (2003) advocated adjustments to certain human
resource expenditures to capitalize them over the time of the
investment. In that approach, one-time human resources costs
are amortized and capitalized in the value creation equation
in an effort to demonstrate that human capital investments go
beyond being a cost item in the firms’ operations. These costs
can include recruiting, interviewing, and hiring costs; one-time
hiring bonuses and relocation expenses; and training costs. The
costs are capitalized and amortized over the average employee
tenure with the company. In this case, if employee turnover
is high, these costs would be amortized over a shorter time
period (thus the costs will be higher), whereas the longer ten-
ure of the workforce will enable the firm to spread the costs
over a longer period of time.

Kalafut and Low (2001) reported that in a study of the airline
industry conducted by Cap Gemini Ernst & Young’s Center for
Business Innovation (CBI), the employee category was the sin-
gle greatest value driver that had an impact on the firm’s mar-
ket value. The employee factor had a positive correlation of 0.68
with the firm value. Thus, Kalafut and Low (2001) conclude that
in the aggregate, quality and the talent of the workforce, qual-
ity of labour management relations, and diversity are critically
important in the value creation process of the airline companies.

The arguments above can be justified on the grounds that
higher-quality human resources decrease labour turnover
and increase employee productivity. This results in better
organizational performance that results in stabilization of cash
flows which in turn decreases the uncertainty of firms” stock
returns. Therefore, one would expect that hospitality firms that
have institutionalized quality human resource management
practices would achieve a more realistic cost of equity esti-
mates that reflect the lower risk associated with these practices.

129




Handbook of hospitality strategic management

Brand value

Although definitions of the concept of brand differ across the
professional and trade literature, the underlying notion is that
of a distinctive name with which the customer has a higher
level of awareness and a willingness to pay a higher-than-
otherwise average price or make a higher-than-otherwise pur-
chase frequency (Barth et al., 1998). A brand is the product or
service of a particular supplier which is differentiated by its
name and perceived expectations on the part of the consumer.
Brands are important and valuable because they provide a
“certainty” as to future cash flows (Murphy, 1990). However,
since the task of estimating brand value is yet an improbable
one, its value is not specifically reflected on the company’s bal-
ance sheet. Yet, the lodging industry has made much of the
importance of the value of the brand but has not been able to
unequivocally substantiate the role of the brand in reducing
the variance in firm cash flows, and thus contributing to lower
cost of capital for the firm.

Srivastava et al. (1998) provided an analytical example of
how successful market-based assets (the term authors use in
lieu of intangibles) lower costs by building superior relation-
ships with customers, enable firms to attain price premiums,
and generate competitive barriers (via customer loyalty and
switching costs). All these factors lead to the conclusion that a
strong brand reduces the uncertainty pertaining to the future
cash flows which in turn decreases the required return by the
investors for the risk they bear by investing in a particular firm.

In attempts to value the brand in the manufacturing indus-
tries, the use of the following methods has been cited by
Murphy (1990):

e Valuation based on the aggregate cost of all marketing,
advertising, and research and development expenditures
devoted to the brand over a stipulated period.

e Valuation based on premium pricing of a branded product
over a non-branded product.

e Valuation at market value.

e Valuation based on various consumer-related factors such
as esteem, recognition, or awareness.

e Valuation based on future earning potential discounted to
present-day value.

In further analysis, the investigators rejected these methods
because, if indeed, brand values were the function of its cost
of development, then failed brands would be attributed high
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values. In addition, brand valuation based solely on the con-
sumer esteem or awareness factor would bear no relationship
to commercial reality (Murphy, 1990).

In an effort to link the firm’s security returns with brand
value, Simon and Sullivan (1993) proposed a technique to esti-
mate the firm’s brand equity based on its value. This was done
by estimating the cost of tangible assets and then subtracting it
from the market capitalization of the firm to obtain the value
of intangible assets. As a second step, the researchers tried to
break down the intangible assets into brand value and non-
brand value components. The authors utilized the Aaker and
Jacobson (1994) EquiTrend brand quality measure to evaluate
the quality of 100 major brands. They examined associations
between measures of brand quality and stock returns and
reported that the relationship is positive.

According to Murphy (1990), the only logical and consist-
ent way to develop a multiple for brand profit was through
the brand strength concept. Brand strength is a composite of
six weighted factors: leadership, stability, market, trend, sup-
port, and protection. The brand is scored on each of these fac-
tors according to different weightings and the resultant total
known as “brand strength score.” A further addition to the
brand strength concept came from Prasad and Dev (2000) who
developed a hypothetical brand equity index via customer rat-
ings of the brand using five key brand attributes in two sets of
indicators—brand performance and brand awareness. Brand
performance was measured by overall satisfaction with the
product or service, return intent, price-value perception, and
brand preference, while brand awareness was measured as
top-of-mind brand recall. Olsen (1996) proposed brand-related
value drivers specific to the lodging industry such as brand
dilution and brand sincerity ratio. Brand dilution is related to
the question of how many new corporate sub-brands must be
introduced in order to maintain growth, whereas, brand dura-
tion deals with what percentage of hotels in the portfolio cur-
rently meet the brand standards or promise. As a result, it is
argued that hospitality companies that possess higher-brand
strength will be able to achieve a lower cost of equity capital.

Technology investment and utilization

According to Connolly (1999), one of the greatest issues plagu-
ing the advancement of technology in the hospitality industry is
the difficulty of calculating return on investment. Until recently,
most technology investment decisions have been considered
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using a support or utility mentality that stems from a manufac-
turing paradigm. Current policies rely more on faith than on a
rational business assessment. As a result, the hotel industry is
perceived to be lagging behind the rival industries in the use
of technology (Sangster, 2001). In part, this is attributed to the
fragmented nature of the hotel business itself; however, it is also
believed to be closely related to hoteliers’ lack of experience and
understanding in technology investments (Sangster, 2001).

Connolly further argued that “Today’s financial models are
inadequate for estimating the financial benefits for most of the
technology projects under consideration. While the hospitality
industry has disciplined models and sufficient history to deter-
mine the financial gains or success of opening a new property
in a given city, it lacks the same rigorous models and historical
data for technology, especially since each technology projects
are unique. Although this problem is not specific to the hospi-
tality industry, it is particularly problematic since the industry
tends to be technologically conservative and unwilling to adopt
new technology applications based on the promises of their
long-term merits especially if it cannot quantify the results
and calculate a defined payback period. When uncertainty sur-
rounds the investment, when the timing of the cash flows is
unpredictable, and when the investment is perceived as risky,
owners and investors will most likely channel their investment
capital to projects with more certain returns and minimal risk.
Thus, under this thinking, technology will always take a back
seat to other organizational priorities and initiatives. Efforts
must be made to change this thinking and to develop financial
models that can accurately predict and capture the financial
benefits derived from technology (Connolly, 1999; p. iii).”

Although there are no hard and fast rules to facilitate the
valuations of technology investments, it is common knowledge
that technology is transforming the way business is conducted
in the lodging industry. Particularly the surge in Internet
usage in the early years of the new millennium brought about
the issue of capacity control for hotel room inventory holders.
Therefore, firms that are more adaptive to utilize technology
to market and sell their perishable product (hotel rooms) may
accomplish a lower variation in their future cash flows, since
they are able to retain greater control over pricing.

The author would like to acknowledge the fact that the body
of literature does not offer a direct causal relationship between
the cost of equity capital and the technology utilization.
However, based on the arguments discussed above, the
author contends that firms that invest in technology wisely
may achieve a higher average daily rate or REVPAR in their
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properties which in turn will lead to a decrease in the variance
in firm’s cash flows. Thus, better utilization of information
technology can possibly reduce the uncertainty surrounding
the future earnings of the firm. As a result, capital markets will
assign a lower risk premium to hospitality firms that success-
fully utilize and deploy technology into their operations.

Safety and security

Guest safety and security topics in the lodging industry can
vary from building safety codes and bacterial contamination
of hotel whirlpools to restaurant food safety and hotel crime
statistics (Olsen and Merna, 1991). The need for greater com-
mitment to safety and security for the hospitality industry
became evident in 1990 after the San Francisco earthquake
and Hurricane Hugo occurred (Olsen and Merna, 1991). The
culmination of these events and all the other events sparked
an effort by the hotel industry to manage the risk and liability
related to guest safety and security.

Ray Ellis, the director of risk management and operations
in the American Hotel & Motel Association (at that time in
1991), contended that after the end of the Gulf War the ben-
efits of increased security for the industry go far beyond intan-
gibles such as peace of mind (Jesitus, 1991). Ellis stressed that
improved safety and security will significantly decrease the
insurance premiums of the properties, and thus enable the
companies to have more resources to invest in their opera-
tions. Although Ellis said that chances of terrorist attacks on
the United States post Gulf War were fairly remote, he warned
that the hotels, particularly those serving international mar-
kets, be most wary of arson and bomb threats.

The International Hotel and Restaurant Association in 1995
identified safety and security as one of the major forces driv-
ing change in the global hospitality industry (Olsen, 1995).
With the destruction of the World Trade Center in 2001, and
subsequent terrorist attacks in Bali and Kenya, it is clear that
force has emerged now as a major risk factor for all tourism-
related enterprises. In February 2003, the Federal Bureau of
Investigation (FBI) alerted its law enforcement partners that
“soft targets,” such as hotels, can be subject to terrorist attacks
(Arena et al., 2003). This report simply reaffirms the argument
proposed by Olsen (1995, 2000) that lodging properties which
are situated in an area exposed to terrorist attacks, should fac-
tor that risk into their cost of capital estimates. Therefore, lodg-
ing property executives should apply this risk factor into their
future capital investment decisions.
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In addition, outbreaks related to food-borne diseases, infec-
tious bacteria occurrences on cruise ships, increased crime,
and the growing threats of human immunodeficiency virus
(HIV), and other viral infections such as severe acute respira-
tory syndrome (SARS) have created a significant challenge for
hospitality managers worldwide. These must be considered as
important risk variables that will no doubt have an impact on
the estimates of cost of capital.

Although the factors mentioned above are critical in estimating
the cost of capital of a given project, there are no methods that can
quantify these factors and apply them to the cost of equity mod-
els. However, executives are advised to consider these industry-
specific risk factors before making a capital investment decision.

Global/multinational projects

The models covered thus far do not provide any guidance for
estimating the cost of equity in a global setting or multinational
projects. In order to fill this void, academics and practition-
ers developed adjustment models to account for differences
in cost of equity among markets in developing and emerging
countries. The adjustment models are primarily concerned with
whether the emerging markets are segmented or integrated
with the world markets. That is, in a completely segmented
market, assets will be priced based on local market return. The
local expected return is a product of the local 5 times and the
local market risk premium (MRP) (Bekaert and Harvey, 2002).

Bekaert and Harvey (2002) developed a modified model after
researching 18 emerging markets for the pre-1990 and post-
1990 periods and reported that the correlation of the emerging
markets with the Morgan Stanley Capital International (MSCI)
World Index increased noticeably. For instance, Turkey is one
of the countries whose market correlation with MSCI World
Index increased from less than 0.10 to more than 0.35. Based
on this, Turkey may be considered an integrated capital mar-
ket where the expected return is determined by the § with
respect to the world market portfolio multiplied by the world
risk premium. This is the core argument of the Bekaert-Harvey
Mixture model (Bekaert and Harvey, 2002).

In cases when integrated markets assumption does not apply,
investment banks and business advisory firms use a method called
“the Sovereign Spread Model (Goldman Model).” This is con-
ducted by regressing an individual stock against the Standard &
Poor’s 500 stock price index returns to obtain the risk premium.
Then, an additional “factor” is added which is called the “sover-
eign spread” (SS). This spread between respective country’s LGB
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for bonds denominated in U.S. dollars and the U.S. Treasury bond
yield is “added in.” The bond spread serves as a tool to increase
an “unreasonably low” country risk premium (Harvey, 2005).

Practical example for estimating WACC

This section offers a practical example for managers to estimate
the WACC of their projects. In addition, this section breaks
down the WACC into its respective components in order
to assist executives in the capital investment decisions. The
major components of the WACC estimations are a firm’s stock
return, market return, risk-free rate, regression coefficients (3,
s, and 1), SMB, HML and equity market risk premium (EMRP)
(which is R,, — Ry, capital structure (proportion of debt and
equity), corporate tax rate, and cost of borrowed debt.

Estimating cost of equity

If you are an executive of a company that is not publicly traded,
you have two options to estimate the cost of equity. You can
either use the industry average for cost of equity or locate two
or three comparable firms that compete in the same line of busi-
ness and estimate their cost of equity. However, even if you are
an executive of a large restaurant corporation that is traded
publicly, it is still recommended that you estimate the cost of
equity for the entire restaurant industry because the standard
error of regression coefficients for a single firm is fairly high,
which decreases the reliability of these coefficients. My past
research experience has showed me that at times using a sin-
gle firm may create a situation in which cost of equity cannot
be even estimated. More often than not, I obtained distressing
results when running a regression for small- or medium-size
hospitality firms. As a result, in the practical example, I will
estimate the restaurant industry’s cost of equity. Since the cost
of equity calculation process may be a fairly complex process
for someone who is not familiar with data analysis, I will offer a
step-by-step procedure, which should better clarify this process:

Step 1: obtaining a 5-year monthly stock return for your
company/industry and the market

Ideally, you need 5 years of monthly stock return data for your
firm and the 5-year market return. The issue of selecting the
best index of all traded assets in the world is a very challeng-
ing and sometimes a controversial issue. Based on seminal
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studies in financial management, the market index that yields
most reliable results in the United States is Center of Research
in Security Prices Value Weight (CRSPVW) Index housed at
the University of Chicago. Both your company’s stock and
market return should be used as excess return (i.e., return less
risk-free rate which is 1-month TB rate) in order to measure the
cost of equity in real units (i.e., after accounting for inflation).
For reasons mentioned before, I will be estimating the U.S. res-
taurant industry’s cost of equity and leave the decision to res-
taurant industry executives to adjust this value to their specific
projects at hand. In order to be able to observe the accuracy of
cost of equity models, we estimate the restaurant industry cost
of equity by using the CAPM and FF model. The observation
period of this example is between 2000 and 2004. The reason
for not selecting a longer observation period is that the values
of # and other variables become unstable over extended peri-
ods. The sample is developed from the Nation’s Restaurant
News (NRN) Index, which entails 81 restaurant firms. In cases
when executives are not familiar with building stock portfo-
lios, they can alternatively use monthly returns of hospitality
indices for lodging and restaurant industries from data pro-
viders such as Yahoo! Finance, Wall Street Journal, or industry
publications such as NRN.

Step 2: estimating [3 and Fama—French factor coefficients

The CAPM’s 3 can be computed by regressing excess stock
return of a firm over the excess market return. The monthly
returns for FF factors (SMB and HML) can be retrieved from
Eventus Database housed in the Wharton School at the
University of Pennsylvania or from Kenneth French’s website
at Dartmouth College. By regressing monthly SMB and HML
returns on market returns you can obtain “s” and “h” coeffi-
cients that can later be inserted into the equation to estimate
the cost of equity.

In our practical example, the results indicate that the FF
model explains more than half (51.8%) of the variation in the
returns of the NRN Index. In addition, the FF model results in
a significant R? change over the CAPM, which showed that the
two FF variables (SMB and HML) explained some extra vari-
ance over and above the CAPM which accounted for 19.6% of
the variation in the restaurant industry stock returns.

The analysis at the variable level indicates that the market
index variable () and the HML are significant at 0.01 level
(see Table 6.1). However, the SMB was not significant at the
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Tahle 6.1 Regression Coefficients and Explained Variation

Model Variable B SE T

CAPM 15 0.538 0.137 3.923**

FF 1] 0.913 0.123 7.400**
SMB —-0.147 0.129 -1.136
HML 0.721 0.163 4.431**

Notes: SMB = size variable, HML = distress variable,
B = regression coefficient, SE = standard error.

" Denotes significance at 0.01 level.

0.05 level, which means that the size factor does not affect the
restaurant industry stock returns while controlling for 5 and
HML. In practice, this means that restaurant industry portfo-
lio behaves as a large company stock, and therefore there is no
size premium when considering the overall cost of equity for
the restaurant industry. It should be remembered that if you
are an executive of a small restaurant company there is a high
possibility that your stock returns will have a size premium.

Step 3: the risk-free rate, market, size and distress premiums

There are certain rules of thumb that executives should be
aware of before inserting the regression coefficients into the
cost of equity calculation. First, it should be pointed out that
there are two risk-free rates (Ry in the CAPM and FF models.
The first Rsis used in order to demonstrate the level of risk-free
rate that a firm needs to exceed to compensate its investors for
the risk they undertake. The second R should ideally match
the life of an asset. In other words, if the asset in this project is
expected to last at least 10 years, then a given investor/execu-
tive should use a 10-year government bond as its risk-free rate
to obtain the MRP (R,, — Ry).

Another important issue is calculating market, size and
distress premiums. Executives/investors may often face chal-
lenges when the 5-year MRP (which equals R,, — Ry) is nega-
tive or extremely low, or when size premium (SMB) and
distress premium (HML) figures are negative. In these cases,
I would recommend that executives/investors use the long-
term equity premium (R, — Ry figure of 5% (Siegel, 1998)
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and use SMB and HML figures that capture at least a 10-year
period. I calculated MRP, SMB, and HML premiums since
1992 by using 10-year rolling periods (e.g., 1992-2001, 1993-
2002, 1994-2003, and so on) until 2006 and verified that in all
instances SMB, and HML premiums were positive.

Step 4: solving cost of equity equation

Cost of debt

Since the market index (VWCRSP) has a very low return (0.21%)
for the 5-year period, I will use the long-term equity premium
of 5% (Siegel, 1998). Next, by using the obtained regression
coefficients in Table 6.1, the regression equations provide the
following results:

Ke(CAPM) = 3.2 + 0.538 X (5.00) = 3.20 + 2.69 = 5.89%
Ke(FF) = 3.2 + 0.913 X (5.00) + 0.721 X 14.78 = 18.42%

As it can be seen from the results above, the restaurant
industry cost of equity is considerably higher when esti-
mated by using the FF model. In basic terms, this means that
a hypothetical investor will expect a return of 18% from the
U.S. restaurant industry in order to invest his/her funds in
the U.S. restaurant portfolio. However, if a restaurant execu-
tive believes that 18% is a fairly high rate of return and his/her
restaurant company does not have the same risk profile as the
overall U.S. restaurant industry, he/she may elect to use the
average of the CAPM and FF estimates, which is around 12%.

Next, a restaurant executive may adjust the rate of his/
her firm’s project by considering whether the project will be
riskier than the restaurant industry’s expected return. Here
one should consider factors such as competition, life of the
project, and the events that may have an impact on the risk
of the project by influencing forces driving change in firm’s
external (e.g., economic, political, technological) and internal
(e.g., industry, local) environment.

The next step in estimating the cost of capital is to estimate the
cost of debt. Unlike cost of equity, cost of debt does not require
consideration of the average cost of debt for the hospitality
industry. This is because in simple terms, cost of debt denotes an
interest rate at which a given company can borrow. Therefore,
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a given company can calculate the cost of debt for a given
project in a relatively simple manner. The situation is little more
complex in cases when a corporation has multiple projects to
invest in and has to estimate its corporate cost of debt. This is
because some of the projects may be expansion projects that are
already financed by loans obtained in the past. Consequently,
executives need to average out the interest rate of the outstand-
ing debt related to this project and also consider the interest rate
at which the company can borrow new funds.

In this particular example, we will assume that a hypotheti-
cal company plans to issue bonds which mature in 10 years
and will also secure a 10-year loan to finance a portion of the
project. In this scenario, we assume that both the bond issu-
ance and the loan will have equal contribution to the funding
of the project (e.g., 50% each). Let us assume that the hypo-
thetical company in this example issues 10-year bonds whose
expected yield-to-maturity is 8%. This rate is assumed based
on the present bond rating of this company. We also assume
that the rate of a 10-year bank loan is 7% and the corporate tax
rate 38%. Thus, the cost of debt can be calculated as follows:

Kd =

8 er 7)| (1-0.38) = 7.5 0.62 = 4.65%

Cost of capital calculation

Before entering the values from previous sections we assume
that the current project will be financed with 60% equity and
40% debt. We use the average cost of equity estimate (12.25%)
and the cost of debt (4.65%) we obtained before. Consequently,
the weighted cost of capital for this project can be calculated as
follows:

WACC = (12.25% X 0.6) + (4.65 X 0.4) = 7.5 + 2.16 = 9.68%

It should be noted that the executive of this hypothetical firm
needs to make adjustments to this project if the project car-
ries any specific risk such as political risk, divisional risk
(if the firm has multiple divisions), risk of early termination,
stiff competition, and so on.

International cost of equity example

This section considers a case when the cost of equity needs to
be estimated for an international project. Here I use a hypo-
thetical scenario where a Thai investor plans to make a hotel

139 e o o




Handbook of hospitality strategic management

investment in Turkey in 2006. In this case, the hotel property is
expected to be managed by a North American Company (Four
Seasons Hotels and Resorts). At this point, an investor faces
the following two challenges: First, what market data should
he/she use in estimating the cost of equity? Should stock mar-
ket data be Thai, Turkish, or North American? Second, how
should he/she apply the country risk premium or exchange
risk premium to his/her cost of equity estimates?

To answer these questions, in this example I use two dif-
ferent samples. The first sample is represented by a single
company—the Four Seasons Hotels and Resorts and is listed
on New York Stock Exchange in 2006. The second sample is
the Tourism Index (composed of seven tourism stocks) of the
Istanbul Stock Exchange (ISE). The observation period in this
study is the 5-year period between 2001 and 2005. Stock data is
obtained from the Center of Research in Security Prices (CRSP)
at the University of Chicago and brokerage houses in Turkey.

In line with the suggestions made by Annin (1997), and
Barad and McDowell (2002), a minimum of 36 months’ stock
market trading is the criterion for a hospitality firm to be
included in the Turkish Tourism Index. In addition, CRSPWV
Index is used as a market portfolio index for the United States.
This is in congruence with the previous seminal studies related
to asset pricing models (Fama and French, 1992, 1993, 1997;
Jaganathan and Wang, 1996). However, IMKB Ulusal 100 Index
is utilized as a market portfolio for Turkey.

B is computed by regressing excess return of the Four
Seasons and Turkish Tourism Index over the excess market
return; therefore, both variables are analysed in real units (e.g.,
after subtracting inflation). Excess market return (MRP) for
the United States is computed by subtracting 1-month TB rate
from the monthly VWCRSP Index return. The MRP for Turkey
is calculated by subtracting the Turkish Government’s TB from
the monthly ISE Ulusal 100 Index return.

The data for the five APT variables are obtained from Global
Insight Database. The APT variables are calculated as in
Chen et al. (1986). EINF is estimated following the method of
Fama and Gibbons (1984). Country risk premium is adapted
from Aswath Damodaran at New York University. Damodaran
(2006) explains the estimation procedure as “To estimate
the long term country risk premium, I start with the coun-
try rating (from Moody’s: www.moodys.com) and estimate
the default spread for that rating (US corporate and country
bonds) over the treasury bond rate. This becomes a measure
of the added country risk premium for that country. I add
this default spread to the historical risk premium for a mature
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equity market (estimated from US historical data) to estimate
the total risk premium.”

Both direct and indirect approaches are used to estimate the
expected return (indirect and direct) of an investment.

Indirect approach

In this method, I first compute the expected rate of return for
the U.S. stock (in this case Four Seasons) by using the average
estimates for the CAPM and APT. Then I adjust for country
risks of Turkey and Thailand based on Moody’s country risk
ratings as reported by Damodaran (2006).

This method assumes that the Turkish Stock Market is inte-
grated and thus using the U.S. market indices to estimate the
cost of equity for Four Seasons is equivalent to using Ulusal
100 Market Index for the Turkish Tourism portfolio. First, I run
a regression of the monthly returns of Four Seasons over the
CRSPVW return for the 2001-2005 period. The results show
that the 3 for Four Seasons is 1.6. Next, the 5-year annualized
return for the CRSP was calculated in order to estimate the
MRP. The 5-year historical return for CRSP was 4.3%. The risk-
free rate for the 2001-2005 period was 2.16%. As a result, the
cost of equity estimate based on the CAPM for Four Seasons is
as follows:

E(R)=2.1+1.6X (43 —2.1) = 5.4%

In an effort to have less biased estimates, I also use the five
APT variables (Chen et al., 1986) to calculate the expected
return for Four Seasons. The results reveal that, among the
five APT variables, only the default risk variable (UPR) is sig-
nificant at the 0.05 level. However, it is not feasible to use this
variable to estimate the expected return because the regression
coefficient for UPR is a negative number. As a result, the Four
Seasons is likely to have a negative expected return based on
the APT. As a consequence, I elect not to use the APT results
in the final stage of the direct approach, since the results of the
APT are in conflict with the contemporary financial theories.
Therefore, I use the CAPM’s estimate of 5.4% and adjust
this estimate with the country risk of Turkey and Thailand.
According to Damodaran (2006), the historical risk premium
for the United States is 4.80%. Turkey’s country risk premium
is 5.60% above the United States value and that for Thailand
is 1.65% above the risk premium for the United States. This
denotes that Turkey’s country risk premium is 3.95% over that
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of Thailand. These figures result in an expected return of 9.35%
(5.4 + 3.95%) for the Thai entrepreneur who is undertaking an
equity investment in a hotel in Turkey.

Direct approach

In the direct approach, I estimate the nominal required rate of
return for the portfolio of Turkish tourism and hospitality stocks.
As a next step, I adjust for the sovereign spreads of Turkey and
Thailand as it is assumed that the Thai investor will repatriate
the returns from an investment to his/her home country.

In this method, I regress the monthly return of the Turkish
Tourism Index over the return of the ISE. The (3 for the Tourism
Index was merely 0.17. The 5-year average for the risk-free
rate (Turkish government’s TB) for the 2001-2005 period was
46.4%. The annualized return of the market index (ISE) for
the 2001-2005 period was 37.7%. The expected return for the
tourism portfolio was calculated by applying the CAPM and it
provided the following results:

E(R) = 37.7 +0.17 X (46.4 — 37.7) = 37.7 + 1.5 = 39.2%

The next step entails the addition of the sovereign spread
between Thailand and Turkey to arrive at the estimate for
the cost of equity capital for the Thai investor. The sover-
eign spreads are obtained from Fuentes and Godoy (2005).
The spread for Turkey was 11.875% and that of Thailand
7.750%. Based on these figures, the cost of equity for the direct
approach was 43.3% (39.2 + 4.1%).

Discussion and conclusion

As it can be seen from both the examples of cost of equity esti-
mation (the United States and international), the expected
returns (costs of equity) varied widely. In the example of
United States, the use of the CAPM resulted in a cost of equity
that was fairly low (less than 6%). It is worth asking, would
a given investor invest in a U.S. restaurant portfolio of stocks
for less than 6% a year? The answer would probably be “no.”
However, if one elects to use FF as its main cost of equity model
then the possibility of obtaining more relevant results is likely
to increase. As it can be seen in this example, the cost of equity
by using the FF model yielded a fairly logical return which far
exceeds the historical equity premium for the United States.
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Introduction

Entering the new millennium, multinational hotel companies
have been tremendously challenged by a very complex busi-
ness environment. Consequently, they have been increasingly
relying on a variety of competitive methods to compete with
their global rivals. An in-depth review and summary of those
competitive methods is likely to reveal the most recent changes
occurring in the global hotel industry and indicate how the
international industrial leaders react in an efficient way to gain
sustainable competitive advantage. It is hoped that the results
unveiled not only shed some light on the practical issues con-
cerning industrial practitioners, but also provide useful con-
textual information that can be further examined by future
researchers.

This chapter starts by reviewing literature relevant to several
important concepts and explaining how they are interrelated,
especially in the context of the international hotel industry.
The second part of this chapter consists of a comprehensive
in-depth content analysis and summary of major competi-
tive methods employed by multinational hotel firms between
2000 and 2007. The chapter concludes with a brief comparison
between the summarized results and the competitive methods
used in the period 1995-1999 (Zhao, 2000). The relevant impli-
cations are also discussed.

Strategy and competitive strategy

Defining strategy

Since the 1960s numerous researchers have attempted to define
“strategy.” Chandler (1962) described strategy as the process
of determining the organization’s long-term goals and objec-
tives as well as the process of adopting a course of action and
allocating sufficient resources. Later scholars, such as Mintzberg
and Waters (1985), contended that strategy was more a pat-
tern of action resulting from whatever intended (deliberate) or
unintended (emergent) strategies were realized, thus indicating
that strategy could be something more than an explicit plan of
action (Mintzberg, 1978). Incorporating both the intended and
apparent manifestations of strategy in a dynamic and responsive
sense and embracing a broad range of participants, Kerin et al.
(1990) defined strategy as a fundamental pattern of present and
planned objectives, resource deployments, as well as organiza-
tional interactions with relevant markets, competitors, and other
environmental forces. Over a 40-year span of re-examination and
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redefinition, strategy has been regarded as the pivotal construct
of the business-planning process and the critical mechanism
used to align firms with their environments (Hitt and Ireland,
1985). The current literature on strategy is able to provide at least
10 separate schools of thought and a variety of definitions focus-
ing on divergent perspectives (Fréry, 2006).

Overview of competitive strategy

Nowadays, firms throughout the world are being challenged
by both domestic and global competitors. Thus competition
is at the core of a firm’s success or failure, and competitive
strategy is at the heart of a firm’s performance in the com-
petitive environment. Competitive strategy is a firm’s search
for a favourable competitive position in an industry, and its
objective is to establish a profitable and sustainable position
against the forces that determine industry competition (Porter,
1985). The most significant theoretical foundation of competi-
tive strategy was contributed by Michael Porter, who defined
three generic strategies—Cost Leadership, Differentiation, and
Focus—which are theoretically thought of as a means of estab-
lishing strategic group membership at the business level.
According to Porter (1980, 1985), cost leadership indicates
that cost reduction becomes the major theme running through-
out strategy. The emphasis of this strategy is efficiency. The
firms using this strategy hope to take advantage of economies
of scale by conducting continuous search for cost reductions in
all aspects of the business. By using a differentiation strategy, a
firm tries to be unique in its industry along some dimensions
that are widely valued by buyers (Porter, 1985). The firm that
hopes to maintain differentiation strategy needs to have strong
R&D, marketing, and creativity skills as well as good communi-
cation with distribution channels and other business alliances.
Quality, delivery, flexibility, and innovativeness are all opera-
tional objectives that are consistent or fit with differentiation-
oriented strategies (Devaraj et al., 2004). The focus strategy is
different from cost leadership and differentiation in that it relies
on choosing a narrow competitive scope within an industry
(Porter, 1985). Firms using this strategy typically seek to gain
a competitive advantage through effectiveness rather than effi-
ciency. Porter (1985) also pointed out the two variants of focus
strategy. In differentiation focus, firms” base focus on differen-
tiation, targeting a specific segment of the market with unique
needs not met by others in the industry, while in cost focus,
firms have access to specialized production and operations
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equipment to save costs from smaller production lots or runs.
Focus strategy can be used by a wide range of companies and
is most effective when consumers have distinct preferences or
competitors overlook the niche (David, 2002).

Despite initially having been given strong empirical support
(Dess and Davis, 1984; Hawes and Crittendon, 1984; Miller
and Friesen, 1986; Robinson and Pearce, 1988), Porter’s generic
competitive strategies were later challenged by a number of
studies (White, 1986; Buzzell and Gale, 1987; Wright, 1987; Hill,
1988; Murray, 1988; Parnell, 1997; Proff, 2000). These researchers
argued that the generic strategies lack specificity, lack flexibil-
ity, are limited. The particular conceptual limitations proposed
by those researchers include the following: generic strategies
are not mutually exclusive (Wright, 1987; Hill, 1988); generic
strategies are not collectively exhaustive and thus are unable
to describe the strategies adequately (Wright, 1987; Chrisman
et al., 1988); and the appropriateness of Porter’s simple notions
of low cost and differentiation in the current corporate environ-
ment characterized by increased global competition and tech-
nological change is questionable (Mintzberg, 1988).

Evolution of competitive strategy theory

To address some of the above criticisms, researchers started to
make efforts in developing alternative typologies of generic
strategies. A very useful one was proposed by Mintzberg
(1988), who distinguished focus from differentiation and cost
leadership. He pointed out that the focus strategy defined the
scope of a market domain based on the resource held by the
firm, whereas the other two generic strategies reflected how
a firm competes in the relevant market domain. He further
argued that cost leadership did not provide an advantage by
itself but had to result in below-average market prices to be a
competitive advantage and hence had to be regarded as differ-
entiation by price. Specifically, Mintzberg (1988) disaggregated
Porter’s differentiation strategy into differentiation by market-
ing image, product design, quality, support, and undifferen-
tiation. Mintzberg’s arguments were empirical supported by
Kotha and Vadlamani (1995).

In response to the criticisms of generic strategies, the propo-
nents of the combination strategy approach based their argu-
ments not only on broad economic relationships but also on the
evidence demonstrating how individual firms have identified
such relationships unique to one or a small group of firms in
an industry (Parnell, 2006). Following this logic, Bowman and
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Faulkner (1997) noted the importance of value activity
competitive strategies since buyers see price and not cost. They
argued that sustainable competitive advantage is achieved by
offering products or services that are perceived by customers
to be better than those of the competition regardless of price, or
to be equal to the competition but at a lower price, or to be bet-
ter and cheaper.

Following the strategy-performance approach, Parnell (2006)
presented a refined conceptualization of competitive strategy by
integrating research founded on the resource-based view (RBV)
of the firm and proposing value and market control as the
two prominent overarching factors in business strategies. The
refined market control-value framework includes five concep-
tual anchors: emphasis on value, emphasis on market control,
moderate market control and value emphasis, strong market
control and value emphasis, and lack of emphasis on either
value or market control. The typology developed by Parnell
(2006) incorporates Porter’s original framework, follows the
logic of the RBV, and is sensitive to recent changes in the com-
petitive environment. Hence it represents a balance between the
generalizability and parsimony typically associated with strate-
gic group models and the specificity and completeness sought
by proponents of the RBV.

Competitive strategy in the hotel industry in the
new millennium

Practical challenges and academic studies

Although Porter’s (1980) typology of competitive strategy is
one of the theories most widely cited by academics and prac-
titioners, it is debatable whether a single strategy will lead to
sustainable competitive advantage (Helms et al., 1997). This
is particularly true for the international hotel industry in the
new millennium. The complexity of forming and implement-
ing competitive strategy has continued to increase. To a large
extent this has resulted from the intensive competition in the
international lodging market and the tremendous changes tak-
ing place in the global business environment in this period of
time. Multinational hotel firms are challenged by the rapid
development of information technology; changing demands
from lodging consumers with various economic, cultural, and
educational backgrounds; higher returns required by investors;
increasing necessity for foreign expansion; and dramatic
changes in global security and natural environment. In
responding to these challenges, multinational hotel firms have
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applied a variety of competitive strategies, which have been
recorded, analysed, and extended in the research works of con-
temporary lodging scholars.

A brief review of relevant literature reveals that beginning
with the new millennium, a large amount of research has been
conducted within the field of lodging competitive strategy,
while extensive studies have focused on the areas of effective
and efficient application of information technology, especially
the Internet and data mining technology (Sigala et al., 2001;
Magnini et al., 2003; Martin, 2004; Law and Jogaratnam, 2005);
strategic human resource management (Tracey, 2003; Knox and
Walsh, 2005; Wilton, 2006); service quality management (Keating
and Harrington, 2003; Candido, 2005; Presbury et al., 2005); stra-
tegic relationship marketing, branding, and pricing as well as
hotel revenue management (Yelkur and DaCosta, 2001; Lai and
Ng, 2003; Cai and Hobson, 2004; Jain and Jain, 2005; Holverson
and Revaz, 2006), and so on. Other studies are closely related to
exploring the ownership patterns of the hotel industry (Dimou
et al., 2003) or examining the application of a specific overall
competitive strategy in the hotel industry (Crook et al., 2003).
More recent studies are particularly concerned with the relation-
ship between strategic behaviours and business performance.
For instance, aiming to analyse the predictive validity of stra-
tegic groups and to determine which strategic behaviours have
the most positive impact on hotel performance, Claver-Cortés
et al. (2006) conducted a principal components factor analysis
and found that if hotels are to achieve higher performance lev-
els, they should preferably be medium or large sized, belong to a
chain, increase their category, and base their competitive strategy
on improvement and dimension. These studies have revealed
significant insights into the contemporary competitive strategies
employed in the hotel industry from both practical and academic
perspectives. However, most of the studies confined the research
domain at one functional level or within a specific geographic
region; more comprehensive studies remain to be taken that can
effectively upgrade the research generalizability and offer man-
agement implications from the overall industrial level.

Competitive strategy, competitive methods, and
critical success factor

Before proceeding to the next section, it is paramount to com-
pare and specify three important and interrelated concepts—
competitive strategy, competitive method, and critical success
factor (CSF).
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Although strategic management literature does not provide a
specific comparison of definitions between competitive strategy
and competitive method, a slight difference does exist between
these two concepts. While competitive strategy is a more com-
prehensive and academically oriented term that reflects the pol-
icies, rules, and methods firms employ to establish a profitable
and sustainable position against the competitors in the indus-
try, competitive methods are concrete actions taken or special
resources used in the overall strategy development process in
order to increase firm performance (Porter, 1980, 1985; Day and
Wensley, 1988; Bharadwaj et al., 1993; Campbell-Hunt, 2000).

Another important concept that is closely related to competi-
tive strategy and competitive method is the CSE. CSFs refer to
the factors that must be achieved if a firm’s overall goals are
to be attained (Brotherton, 2004). Brotherton and Shaw (1996)
further noted that CSFs are combinations of activities and proc-
esses designed to support the achievement of desired outcomes
specified by the company’s objectives and goals, and CSFs are
supposed to be actionable, measurable, and controllable by
management. CSFs may be derived from the features of a com-
pany’s internal environment and reflect the company’s core
capabilities and competencies (Berry et al., 1997). At the same
time they are determined by the nature of a company’s external
environment (Boardman and Vining, 1996).

In the context of the hospitality industry, several scholars have
contributed valuable works in comparing and distinguishing
competitive method and CSFs. For instance, Olsen et al. (1998)
proposed that strategy choices are invested in competitive meth-
ods and CSFs, while competitive advantages, as outcomes of
investment in competitive methods, are not likely to be sustain-
able for a relatively long period of time since competitors tend
to efficiently copy them, especially in the hospitality industry.
Once the competitive methods are copied they evolve into CSFs
and become the industrial benchmarks. From this evolutionary
perspective, CSFs are defined as things that are necessary for
hospitality firms to invest in if they aspire to compete within the
industry (Olsen et al., 1998). These insights indicate that time in
this case appears to be the most important factor distinguishing
competitive methods and CSFs as innovative firms merely take
advantage within the time period during which its competitive
method is unique in the overall industry.

Competitive methods in the international hotel industry

In this section, the competitive methods employed by 15 mul-
tinational hotel firms (listed in Table 7.1) between 2000 and
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Tahle 7.1 Major Multinational Hotel Chains Analysed in this Research

Corporate Chains Rooms in 2006 Hotels in 2006
InterContinental Hotels Group 556,246 3741

Wyndham Hotel Group 543,234 6473

Marriott International 513,832 2832

Hilton Hotels Corp. 501,478 2935

Accor 486,512 4121

Choice Hotels International 435,000 5376

Best Western International 315,401 4164

Starwood Hotels & Resorts Worldwide 265,600 871

Global Hyatt Corp 140,416 749

TUI AG/TUI Hotels & Resorts 82,111 279

Sol Melia SA 80,856 407

LQ Management LLC? 64,856 582

Interstate Hotels & Resorts 50,199 223

MGM Mirage 43,785 18
Shangri-La Hotels & Resorts 23,956 49

Source: Hotels (2007) Hotel’s corporate 300 ranking. Hotels magazine. Available from: http:/
www.scribd.com/doc/210143/Hotels-corporate-300-ranking. Accessed on July 15, 2007.
@This was La Quinta Corp.

2007 are summarized and categorized through an in-depth
content analysis research method. Information for the analysis
of these companies was collected from Internet databases and
e-magazines such as Hospitalitynet.org, Hotelnewsresource.com,
and Hotel-online.com, as well as news and reports published on
the companies” own websites. A total of 13,000 articles were
collected, categorized, and analysed. This section concludes
with a comparison of the similarities and differences between
the competitive methods employed in the new millennium era
with those methods used in the period 1995-1999.

Continuing information technology deployment

The rapid development of information technology has radically
reshaped the basic structure of the overall hospitality industry
by effectively transforming the nature of products, processes,
companies, industries, and competitions in the industry
(Cho and Olsen, 1998). Beginning with the new millennium,
multinational hotel companies have been continually and
increasingly using this driving force of change as the means
of creating competitive advantage. Several key technological
deployment areas are summarized as follows.
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Customer-service oriented technology

Online Reservations From the middle of the 1990s major mul-
tinational hotel firms started to rush into the online era as the
Internet was becoming one of the most important information
sources and communication channels for international travellers
(Hueng, 2003). The most significant symbols for this included
the rapid application and improvement of online reservation
service, the initial provision of in-room high speed Internet, and
the inclusion of web-based entertainment programmes.

Beginning at the new millennium, all major multinational
hotel firms had established advanced online reservation serv-
ice either on their own website or through more centralized
online travel agencies, such as Travelocity or Expedia. More
efforts were put into system upgrading and feature adding.
Several hotel chains developed enhanced personalized book-
ing processes supported by the most updated technologies.
Beginning in 2002, customers could request driving directions
and locate 2200 Marriott International hotels along the route on
the company’s website. By the summer of that year, Marriott.
com visitors had already used the maps and driving directions
more than 13.5 million times, an average of 2.2 million times
per month. In the same year, Marriott.com became the first
hotel website to provide customers with simultaneous search-
ing of availability and rates across an inventory of more than
2400 hotels. In 2003, InterContinental Hotels Group launched
industry—leading website enhancement, enabling its Priority
Club Rewards members to make reservations online by signifi-
cantly reducing the number of steps it took to book a room, and
by adding customer-directed features. In 2004, InterContinental
launched its fully integrated Holiday Inn Chinese language
website, allowing guaranteed reservations on the website even
if the customer did not use a credit card. The improved web-
based reservation system offered multinational hotel companies
tremendous economic benefits. For instance, in the summer of
2005 revenues generated via Choice Hotels International’s pro-
prietary website, choicehotels.com, were up a total of 17% year-
to-date over the same period in 2004.

Wireless Communication and Application With the begin-
ning of the new millennium, the most rapid technological
development taking place in the international hotel industry
was closely related to wireless communication and wireless
network development. Mobile computing and communication
devices such as wirelessly connected laptops, personal digital
assistants (PDAs), web-enabled cell phones, and MP3 players
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have been used widely in organizations of all types worldwide
(Gayeski and Petrillose, 2005). The adoption of wireless tech-
nology in the hotel industry dramatically enriched the service
domain that can be provided to a variety of hotel customer
groups and meanwhile enhance management efficiency.

Entering into the new millennium, multinational hotel
firms increasingly have been launching their wireless-based
applications and services. Five years after being the first hotel
company to offer real-time access to its reservation system
via the Internet in 1995, Choice Hotels International achieved
reservations via the Palm VII and Palm VIIx handheld comput-
ers with wireless Palm.NetA® service at its Comfort, Quality,
Clarion, Sleep, Econo Lodge, Rodeway Inn, and MainStay Suites
brand hotels. In 2001, Bass Hotels & Resorts, a major brand of
InterContinental Hotels Group, also launched comprehensive
wireless services for locating hotels and making room reser-
vations by working with Air2Web Inc. Before the end of 2001,
Best Western entered the mobile commerce arena by launch-
ing the first phase of its wireless capabilities, allowing users of
web-enabled phones, pagers, and PDAs to access Best Western
information. In 2002 MGM Mirage became the first U.S. gaming
company to offer wireless Internet access to several of its resort-
casino websites, thereby allowing customers to book room res-
ervations at six of the company’s Las Vegas resorts, as well as
access information about gaming, entertainment, dining, spas,
golf, and other hotel services all via wireless devices, including
web-enabled cell phones and PDAs. In 2004 the world’s first
wireless minibar network, an E-fridges wireless system with
independent IP address that can avoid the cost and disrup-
tion of hard wiring, was installed in the Washington Willard
InterContinental Hotel. In 2005 Global Hyatt Corp. launched its
plan to make Hyatt the first company to offer a wireless solu-
tion in all of its guestrooms in the United States, Canada, and
the Caribbean. By the year 2005, most major multinational hotel
companies have been able to provide wireless Internet access
and other wireless-based service to different customers.

Deployment of Entertainment Technology Adoption of mod-
ern technology for upgrading entertainment facilities has become
a key strategy employed by different multinational hotel firms
to attract both leisure and business travellers. In 2002, Choice
Hotels International and On Command signed a 3-year agree-
ment to market On Command’s in-room video-on-demand, pay-
per-view system to Choice Hotels” franchisees, which enables
those small and middle Choice hotels to build revenue by pro-
viding a service that millions of guests enjoy in larger mid-scale
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and luxury hotel properties through On Command’s MiniMate
solution. Four years later, similar actions were taken between
Hilton Hotels Corporation and global fitness equipment leader
Precor for launching dynamic Fitness by Precor facilities at full-
service Hilton, Doubletree(R), and Embassy Suites Hotels(R) in
North America and at the Waldorf-Astoria in New York City.
More recently, industrial attention has been focused on the
development of the in-room digital high definition TV system.
A pioneer practitioner is Marriott, which started in 2005 to roll
out 50,000 sets of digital HDTV manufactured by LG Electronics
over the next 4 years. The critical device that is connected with
the television will be a connectivity panel, which offers ample
power outlets to enable guests to connect laptops, PDAs, and
personal entertainment devices, including DVD players, MP3
players, camcorders, and video games into the television.

Additionally, Plasma TV, integrated DVD playing systems,
video games, and wireless pre-view systems have been widely
established in the properties of primary multinational hotel
firms to extensively enrich the entertainment experience of
hotel customers.

Self-Service Facilities The most popular technology in this
area is self check-in and check-out kiosks, which have been
widely installed in the properties of Hilton, Starwood, and Hyatt.
From the fourth quarter of 2004, Hilton began to provide web-
based check-in for Gold and Diamond Hilton HHonors mem-
bers. These password-protected online accounts permit guests
to check into their hotel rooms in advance of arrival, regardless
of how they made their reservation. Other hotel chains, such as
InterContinental and Choice, also started the test procedures of
the self-service facilities in their properties from 2005.

E-commerce Technology The continuing development of the
Internet and relevant network technology enables multina-
tional hotel firms to establish their own e-commerce platforms,
not only for general hotel customers but also for internal cus-
tomers and other stakeholders. For instance, Choice Hotels
International developed a productive e-procurement system—
ChoiceBuys.com—realizing $5 million in purchases in 2001—up
from $700,000 in 2000. The system effectively enables more than
2800 Choice franchisees now using the system to purchase over
250,000 products available through the Internet. Beginning in
2000, Hilton worked with SkyMall to develop a “virtual mall”
on Hilton’s corporate website, allowing customers to make pur-
chases from a wide array of SkyMall’s premier merchandise.
Both Hilton and SkyMall would promote the travellers” e-shop
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programme through newsletters and brochures, e-mails, direct
mail campaigns, and other targeted communications to their
respective customers. In 2004, InterContinental successfully
integrated three dedicated Japanese language websites with
its global hotel network, allowing for personalized end-to-end
online transactions in Japanese.

Management and decision-making support technology

The advanced technology was not only deployed in the cus-
tomer service direction, but also widely used by multinational
hotel companies in management and strategic decision-making
processes to improve operation efficiency, cost control, and mar-
keting analysis, as well as add value. Several key technology
deployments in management and administrative areas are
summarized as follows.

Customer Relationship Management System (CRM) In 2001,
Starwood Hotels & Resorts Worldwide increased investment in
the CRM project of Unica’s Affinium to seamlessly integrate with
other CRM systems and to provide its worldwide marketing
team with an easy-to-use tool for creating targeted campaigns
that can be customized as needed. Others, like Shangri-La, inte-
grated its CRM solutions in the facilities of a regional reserva-
tion centre in Asia. In the new millennium era, a variety of CRM
solutions are employed in the major multinational hotel com-
panies at both the operational and business level functioning as
key instruments for gaining competitive advantages.

Improvement of Property Management System The prop-
erty management system (PMS) is not a new application in
the hotel industry. However, the most up-to-date features
of the PMS, including its ability to be tuned with other sys-
tems on the local properties, have become critical for creating
competitive advantage. Several multinational hotel companies
have taken the steps. In 2001, Choice completed the roll out
of a “last room” sell function at more than 2400 hotels, allow-
ing synchronization of the hotel’s PMS with the Choice 2001
central reservations system. In 2004, Multi-Systems Inc. (MSI)
and Best Western International Inc. implemented the two-way
interface based on the Open Travel Alliance (OTA) specifica-
tions, which enabled MSI’s WinPM PMS and the Best Western
Central Reservation Systems to integrate and establish seam-
less connectivity. A year later, Holiday Inn started to test a
reception kiosk that has a real-time interface to the MICROS
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OPERA PMS using MICROS OPERA Web Services as the
communication tool.

Database Marketing and Data Mining Database market-
ing is the act of applying databases to the marketing paradigm
(Baker and Baker, 1995; Fairlie, 1995), thereby contributing to
customer profiling in market segmentation and new customer
prospect identification (Mayer and Lapidus, 1998). In the new
millennium, multinational hotel companies have increased their
investment to develop a more comprehensive database system
that can effectively integrate both an online interface with a
database management system on an enterprise-wide platform.

A more advanced relationship-management-oriented tech-
nology is data mining, which is a largely automated process
that uses statistical analyses to sift through massive data
sets to detect useful, non-obvious, and previously unknown
patterns or data trends (Magnini et al., 2003). Several multina-
tional hotel practitioners, including Wyndham, Choice, and
InterContinental, have worked with industrial technology
partners to develop relevant solutions.

Revenue Management System According to the study results
revealed at the fourth Hospitality Sales & Marketing Associa-
tion International (HSMAI) Revenue Management Strategy
Conference held in June 2007, 43% of the hotel respondents used
an automated revenue management system and 75% were satis-
fied or very satisfied with their systems. In 2002, Six Continents
Hotels launched an integrated technology solution— HIRO—as
the new revenue management system, replacing arcane coding
with a Windows/Internet look and feel via a graphical user inter-
face that makes it faster and simpler to use. Marriott’s One Yield
revenue management system helps over 1700 Marriott hotels
maximize top-line revenue and enhance inventory decision-
making processes.

Yield Management and Cost Control System In addition to
a revenue management system, Starwood implemented the
new company-wide yield management system in 2001. Similar
technological solutions, which focused on capacity control for
short-term and medium term, can be found in Interstate Hotels
& Resorts and Wyndham Hotel Group.

International expansion and market occupation

In order to increase the overall market share, since entering
into the new millennium, multinational hotel firms have taken
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tremendous steps to continue their global expansion plans. Best
Western International announced that it would offer more than
4000 hotels around the globe in 2000. While Homewood Suites
by Hilton invested in property development in North America,
another mid-priced brand of Hilton, Hilton Garden Inn, con-
tinued to introduce new properties in European countries
suchas Germany and Italy in 2006. Otherindustrial practitioners,
such as InterContinental, Marriott, Choice, and Starwood, all
exclusively made their own expansion and growth plans.
Specifically, four primary competitive methods were employed:
mergers and acquisitions, management contract and franchise,
joint ventures with strategic partners in emerging markets, and
strategic alliances or partnerships.

Merger and acquisition

Over the past 7 years, major mergers and acquisition transac-
tions in the billions took placed in the international hotel mar-
ketplaces, as illustrated in Table 7.2.

To fulfil the expanding plan, multinational hotel firms have
been increasingly including special business divisions in their
targets of acquisition. For instance, in 2005 TUI AG acquired
CP Ship to seek business synergy. In 2006 Cendant purchased
Orbitz for $1.2 billion. In 2007 Wyndham Vacation Ownership
acquired the sales and marketing business and the physical
assets and contractual rights associated with privately held
Activities-4-Less, a Maui-based vacation ownership sales and
marketing operation in Hawaii.

Table 7.2 International Hotel Industry Mergers and Acquisitions 2000-2007

Year Company Acquiring Company Acquired Value

2000 MGM Grand Mirage Resorts $4.4 billion
2005 MGM Mirage Mandalay Resort Group $7.9 billion
2005 The Blackstone Group Wyndham International $3.24 billion
2005 TUI AG CP Ships Limited $2 billion
2005 Marriott International CTF Holding Ltd. $1.452 billion
2005 Hilton Hotel Corporation Hilton International GBP 3.3 billion
2006 The Blackstone Group La Quinta Corporation $3.4 billion
2006 Host Marriott Corporation  Starwood Hotel Portfolio $4.23 billion
2006 Royal Bank of Scotland Plc  JV of Marriott with Whitbread $1.69 billion
2007 The Blackstone Group Hilton Hotels Corporation $26 billion
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Management contract and franchise

The management contract is still a popular means of business
expansion widely employed by multinational hotel firms over
the past 7 years. It was also a widely used entry mode for pene-
trating emerging markets. For instance, in 2004 InterContinental
signed nine management contracts with Chinese industrial
practitioners at one time. Marriott has planned to increase its
hotel portfolio in India to 21 properties by 2010, all of which
will be run under long-term management contracts. The fran-
chise is another popular method applied by multinational hotel
firms to expanding business. However, more firms such as
Starwood focus on value creation rather than increasing new
franchising contracts. Marriott substantiated its strategy for
processing new franchise programmes: “growing selectively
with the best operators is more important than growing fast.”

Joint venture with strategic partner

Strategic alliance

Since the beginning of the new millennium, multinational
hotel firms have been increasingly forming joint ventures with
strategic partners to employ their location-bound assets and
mature service and production resources, especially in the
emerging markets, such as China, India, and Russia. In 2006,
Hilton Hotels Corporation started to create a joint venture
company in India with DLF Limited, one of India’s leading
real estate developers. The project would eventually develop
and own 75 hotels and service apartments over the next
7 years. In 2004, TUI entered into the Russian market by form-
ing a joint venture with Mostravel, one of Russia’s leading tour
operators for trips to Turkey and Egypt.

In the new millennium, multinational hotel companies use
strategic alliance as an important method to gain competitive
advantage. A variety of strategic goals for forming strategic
alliances include acquisition of new technology, such as Bass
Hotels & Resorts with Lastminute.com; supporting a cross-
industry marketing programme, such as InterContinental with
AeroMexico Airlines, Japan Airlines, South African Airways,
Arabian Airlines, and Air China; enjoying the benefits of busi-
ness integration across different locations, such as Le Meridien
with Nikko Hotels; developing long-term projects, such as
MGM Mirage with Peel Holdings PLC, and MGM Mirage with
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Pequot Tribal Nation; creating special services to stakeholders,
such as Ritz-Carlton Club with The African Collection Choice
and with the accounting management consulting firm Grant
Thornton LLP; and creating special function for environmental
protection, such as Choice with Green Seal.

In light of expanding business in the new market, apart from
forming joint venture with important local practitioners—
multinational hotel firms also took steps in creating strategic
alliance with other investors to penetrate emerging markets.
For instance, in 2001 Best Western entered into a strategic alli-
ance with the Korean Group, Business Group for Hospitality, to
develop hotels in South Korea. In 2006 Hilton, RREEF, and pri-
vate equity firm H&Q Asia Pacific together created the alliance
intending to introduce more than 20 focused service hotels across
China.

Stakeholder relationship management

In order to successfully compete in the international hotel
industry, multinational hotel firms have been increasingly
allocating resources in relationship management with critical
stakeholders—customers, employees, and business partners.

Customer relationship management

Supported by enhanced technology, hotel firms developed and
modified a variety of customer loyalty and customer retention
programmes. For instance, Six Continents Hotels Inc. com-
peted for increased customer loyalty by continually enhancing
and modifying its Priority Club Rewards programme as well
as bringing in strong industrial partners for strategic planning
and redesigning all of Priority Club Worldwide collateral. In
2004 this programme became the world’s largest hotel loyalty
programme for the overall InterContinental Hotels Group.
Similar point-based guest loyalty programmes can also be
found in Marriott, Choice, Hyatt, and many other hotel chains.

Employee relationship management

Apart from a variety of training and development programmes
carried out in the hotel industry, multinational hotel companies
have launched a range of employee incentive and employee
care programmes to improve management-employee relation-
ships as well as boost employee morale and productivity.
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For instance, the central management rules of Choice Hotels
are to institute policies and practices that can help employees
reach their personal goals. Choice has found that incorporating
work-life initiatives into organizations is a valuable talent
recruitment and retention tool. Choice’s interesting work,
good benefits, collegial staff, stability, employee development,
and community involvement make it a very attractive place to
work. Marriott continually received honours for its diversity
efforts, especially its support for black workers. Six Continents
has continually increased the investment in employee incentive
schemes since 2001.

Business partner relationship management
C

Multinational hotel firms paid special attention to develop-
ing a positive relationship with their franchisees, alliances,
and associated travel agencies. Choice introduced an incentive
for development of the brand that netted a potential $130,000
rebate for Sleep brand franchisees in 2000 and launched a new
fee structure greatly enhancing ease of entry into the Rodeway
Inn system in 2005. In 2001 Choice launched a corporate rea-
lignment project designed to provide sharper strategic focus on
delivering value-added services to franchisees. MGM Mirage
and Mashantucket Pequot Tribal Nation (MPTN) entered into a
strategic alliance agreement in 2006 that was more focused on
long-term collaboration, a wide range of technology support
and cross-marketing opportunities, enabling the foundation of
a substantial alliance relationship. To enhance the relationship
with travel agencies, Best Western hotels in cities throughout
the U.S. sponsored the evening sessions as well as provided
refreshments for Town Hall Meetings for U.S. travel agency
owners in 2001. Supported by the modern web technology,
Hilton started to offer exceptional Travel Agency Commission
Processing and an online resource for agencies to track their
incoming and outgoing commissions as well as process future
meeting-planner commissions, at www.tacsnet.com from 2006.

Development of new product and services
New products and services deployment

Offering new products and services has always been a competi-
tive strategy in the international hotel industry. A wide range of
creative hospitality products and services were developed over
the past 7 years. In 2002 Six Continents Hotels made available
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21-Day Advance Purchase Rates and last-minute travel deals
through Weekend WebSavers. Marriott launched the new serv-
ice “PrintMe Networks,” enabling guests to print from a guest
room to a hotel printer via their personal PCs. Holiday Inn
developed the “Best Breaks” rate as a complement to its award-
winning “Best-4-Breakfast” menu in 2003 and introduced low-
carb breakfast “Low-Carb InspirationsTM” in 2004. The “Total
Trip Pricing” service was launched by Marriott in 2006, allow-
ing potential guests to calculate room rate plus applicable taxes,
surcharges, and any fees before guests completed reservations.

Innovation in service concept

In response to intensive competition, multinational hotel firms
have been increasingly focused on offering new and innova-
tive features to customers so as to establish competitive advan-
tages. In 2000 Sheraton started to create the “home style” hotel
rooms particularly for business travellers in the properties
across the U.S. The new “Grand Bed” debut in 2004 provided
guests staying in Hyatt hotels with more luxurious, comfort-
able, and novel experiences. Hyatt Place hotels also feature the
Gallery, an innovative welcoming arrival area where guests
are personally greeted by the Gallery Host, a dynamic new
position in the hospitality industry that encompasses every-
thing from guest check-in to giving personal tours of the hotel.
In 2007, Hilton launched two new hotels in the U.K,, reflecting
the company’s move towards “new look” contemporary and
design-led lifestyle.

Engaging in research practice

In order to provide substantiated support for service and
product innovation, some multinational hotel firms have taken
the initiative of organizing or sponsoring business-related
research and studies. As part of a strategy to better meet the
needs of the growing ranks of women business travellers,
InterContinental and Crowne Plaza Hotels and Resorts in
2000 formed a Travel Advisory Council under the aegis of the
Project Future initiative to bring together female business lead-
ers to address gender-specific issues as they relate to the travel
experience, and to help recommend possible new products
and service offerings. Best Western combined the customer
research function with its powerful online applications. La
Quinta also based its new Return Guest loyalty programme on
comprehensive research regarding programme members, hotel
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guests, and general managers. In order to identify how guests
combine work and leisure activities while travelling, Hilton
Garden Inn conducted extensive research which led to the new
hotel concept of “personal business.”

Change of business structure

In order to catch up or even play theleading role in the fast-paced
and frequently changing business environment, an increasing
number of multinational hotel firms conducted business re-
engineering and restructuring.

Spin-offs of peripheral assets

To enhance the operation efficiency and financial return on asset,
many hotel companies continued to spin off their non-core stra-
tegic assets. In 2000, Starwood announced the agreement to sell
the Desert Inn for $270 million. In the same year, to reduce debt
incurred from acquisition, MGM Grand Inc. sold approximately
$13 million in assets that consisted predominately of paintings
from the collection at the former Bellagio Gallery of Fine Art. As
part of the continuation of its strategy of continuing to grow its
management and franchise businesses and reduce asset owner-
ship, InterContinental Hotels Group disposed of approximately
£500 million of hotel assets in 2004. Marriott also made efforts to
sell its senior living services. Similar spin-off strategy was also
applied by Starwood, Hilton, etc.

Reshaping organization structure

Shaping organization structure is another strategy widely
used by multinational hotel firms for improving management
and operation efficiency. Creation of a new business division,
decentralization, and integration took place in many hotel
enterprises.

In 2000, La Quinta Inn decentralized its operation organiza-
tion and Starwood established Starwood Vacation Ownership to
further integrate its vacation ownership subsidiary and further
capitalize on the synergies between Starwood and its vacation
ownership division. Aiming to improve efficiency and stream-
line cost, InterContinental Hotels Group unveiled the shape of
the new organization in Asia Pacific in 2003. This included an
integrated sales and marketing focus, to extend brand leader-
ship across the region and consistently drive revenue, demand
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and system delivery across IHG’s hotels portfolio. In order to
make the production and marketing of holidays more efficient,
TUI moved the holiday production of the airtours brand from
Frankfurt to Hanover and merged its tour operation and distri-
bution activities into a single powerful marketing entity in 2006.

Naming critical personnel

To improve management operation and working team produc-
tivity over the past 7 years, multinational hotel firms frequently
named new core management personnel or changed person-
nel. The concerned positions were concentrated on functions
such as IT, marketing, and strategic management. New chief
management positions were also added in accordance with the
specific company’s strategy. For instance, 10 new Regional Vice
Presidents of operations were added in La Quinta Inn in 2000.

Marketing initiatives and campaigns

To successfully compete in the fast-moving business environ-
ment and effectively communicate with the target market and
customer, multinational hotel firms applied a variety of mar-
keting strategies.

Special promotion programime

Many multinational hotel firms launched different promotion
campaigns aimed at targeting specific customer groups. Best
Western’s “Summer Adventure,” Choice’s “Fee Gas” campaign,
and Holiday Inn’s “Big Sale” were all successful cases of spe-
cial sales promotions that took place in the hotel industry. To
promote the brand image as an ideal upscale hotel choice for
small-to mid-sized business meetings, Crowne Plaza rolled out
the logo “The Place To Meet,” combining three key components
and representing a completely unique and powerful position-
ing for Crowne Plaza in the meetings segment. Shangri-La
Hotels & Resorts launched a Female Executive Traveler
Program in 2003, with the aim of providing the female business
traveller with further convenience and comfort during her stay.

Co-promoting with marketing partner

Multinational hotel companies have increasingly taken
advantage of co-promoting supported by strategic business
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partnerships. For instance, partnering with Diners Club
International, InterContinental launched the Diners Club Double
Weekend Options promotion across 20 InterContinental Hotels
and Resorts in 14 countries in Asia Pacific in 2003. In the sum-
mer of 2006, Embassy Suites Hotels worked as the official hotel
partner of Build-A-Bear Workshop to support the Find-A-Bear
ID Program.

Brand repositioning

Brand repositioning is the strategy taken by multinationals to
alter or maintain the brand image portrayed to consumers. This
involves manipulating the marketing programme and organi-
zational processes to maintain or improve the equity of a brand
(Aaker, 1991). It has been a widely used competitive method in
the international hotel industry in the new millennium. In 2004,
Cendant Corporation’s Hotel Group launched a multimillion-
dollar repositioning of its Ramada brand aimed at improving
overall product quality, guest experience, and value. This action
was designed to ensure its future growth and competitiveness
in the mid-market segment. Staring in 2002, Starwood has put a
comprehensive plan into force to upgrade the Sheraton brand.
This has included a number of key elements—better beds, new
room design, renovation of flagship, new prototype, tougher
standards, and brand clean-up. The re-ignition of the Hilton
brand flagship programme has effectively enhanced the profile
and customer loyalty to the company.

Image advertising campaign

Multinational hotel firms have increasingly focused on using
concentrated advertising campaigns as means of promoting
company image. Choice’s “Thanks for Travelling” advertising
programme in 2001 significantly promoted its image, espe-
cially after the “9-11" attack. In 2004, Hilton launched its “Take
Me To The Hilton” image campaign aimed at positioning
Hilton as the number one solution to some of the most com-
monly voiced concerns among modern-day travellers. It com-
bined fresh imagery with straightforward text. In the summer
of 2006, in order to increase its visibility in emerging markets
around the globe, Hyatt launched an ambitious TV and print
advertising campaign that included an image-building televi-
sion commercial and a series of three print ads that accentu-
ated the versatility of Hyatt properties catering to high-end
meetings business.
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Internet marketing

Effective pricing

The Internet was also increasingly used by multinational hotel
firms as an important marketing channel. Hiltonjourneys.
com, the online element of the new Hilton campaign, received
international accolades from two sites honouring the best in
creative content on the Internet, especially for its great role in
the campaign of “Travel Should Take You Places” launched
by Hilton Hotels Corporation in 2006. Both Best Western and
InterContinental reported strong Internet marketing outcomes
and improved functioning of their Internet marketing team.
Marriott won the 2006 Internet Advertising Competition
judged by the panel of The Web Marketing Association.

Although discount pricing is not an innovative strategy for
gaining competitive advantage, it was still widely used by
many multinational hotel firms. In order to effectively target the
baby boomer group, Choice launched a promotion programme
in 2000, allowing travellers 50 years of age and older to receive
a 10% discount at all Choice hotels and travellers 60 years of
age and over to receive a 20-30% discount at participating
hotels. Beginning in 2002, All AAA members received a mini-
mum 10% discount off regularly published room rates at Best
Western hotels due to the joint marketing agreement between
Best Western and AAA. In 2005, franchisees of Travelodge were
deeply encouraged to tap into discount pricing, rebate oppor-
tunities, and the potential for free equipment in the company-
wide “ultimate value equation” programme.

Quality consistency and improvement

Being a repeat business, hotel service requires a high level of
quality consistency. Therefore, pursuing continuous quality
improvement can help multinational hotel firms achieve cus-
tomer satisfaction, gain advantages over competitors, and
increase profitability. Several competitive methods were
employed by multinational hotel firms centring on maintaining
quality consistency and achieving quality improvement.

Investing in human assets

The investment in human assets centred on a series of education,
training and career development programmes launched in the
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hotel industry. Since 2002 MGM Mirage has employed a diversity
education programme as a key factor in helping create a uni-
fied company vision and a culture of shared values between its
employees from different backgrounds. By 2005 more than 1200
employees had completed Diversity Champion workshops—an
industry-training first that fused leadership, diversity, and profes-
sional development during intense classroom instruction. Also,
in 2005, Best Western International launched its Best Western
Certified Manager Program and Best Western Learning Series for
the owners and managers of its North American hotels. Shangri-
La Hotels and Resorts, China’s largest luxury hotel group, opened
Shangri-La Academy to centralize employee training near
Beijing. It features progressive training methods that focus on
critical thinking, problem-solving and empowerment.

Property renovation

Many multinational hotel firms continued their property inno-
vation projects in the new millennium to enhance brand image
and to meet changed customer requirements. Sheraton started
its $350 million, 2-year renovation programme in order to make
the brand consistent and friendlier to families and business
travellers. InterContinental started to invest $1 billion refur-
bishing major InterContinental properties around the world in
2002. Since the beginning of the new millennium, large renova-
tion projects have also taken place in the individual properties
of Choice, La Quinta, Best Western, and Marriott, etc.

Upgrading service standards

Many multinational hotel firms also upgraded their service
standards to match increased customer needs and changed
competitive environment. For instance, Best Western launched
the new quality initiatives concentrating on the establishment
of parallel-service-standards enhancement with a simplified
design-evaluation processworldwide. Tosuccessfullyimplement
the standards, the organization of Best Western assembled a
special team of quality assurance experts to visit and review the
quality of Best Western property and assist owners in enhancing
quality and guest satisfaction as well as profitability.

Quality performance rewards and evaluation

Multinational hotel firms also applied relevant rewards and
evaluation protocol as tools to encourage internal properties
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and franchisees to maintain quality consistency. For instance, in
2005, Doubletree launched its newly designed “Most Improved
Quality Award.” Intensively focusing on results of guest sur-
veys, the new quality assessment programme, supported by
the most updated Guest Endorsement System, was introduced
at InterContinental in 2003. The programme uses three criteria
that compose the hotel’s quality score: performance on physical
product-related questions, performance on service-related ques-
tions, and the average of responses on key questions designed
to determine the guest’s intent to return to that hotel.

Social awareness and environmental sensation

Showing concern for social issues and practicing for natu-
ral environment protection have been regarded as important
corporate norms for multinational firms. Multinational hotel
firms have increasingly allocated resources to community
development projects, natural disaster assistance programmes,
and environmental protection programmes to improve brand
image as well as gain economic benefits.

Partnership for community development

In2000, Starwood launched anew community service programme,
StarCare for the Community, which encouraged Starwood
employees to donate 8h per year to volunteer activities within
their communities. To assist the programme, Starwood part-
nered with America’s Promise and City Cares, which have the
capability of matching Starwood volunteers with non-profit
organizations and community service events in cities across the
U.S. MGM Mirage entered into a partnership agreement with
Jeanco Realty Development to form a joint venture. The purpose
of this partnership master plan is a mixed-use development of
an undeveloped site and the creation of a community featuring
residential, commercial, and retail elements in addition to a new
hotel casino.

Aid programme for regions wrecked by natural disaster

Some multinational hotel firms provided regions that were
wrecked by natural disasters with economic aid as the means
for improving company image and brand awareness. For
instance, TUI AG set up a long-term aid programme for the
crisis region in Southeast Asia that was destroyed by the
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tsunami, and carried out a total of €1.25 million for the
measures in 2005.

Environmental protection practice

Because of the increasing global concern over changing natu-
ral environment, more and more multinational hotel firms
have correspondingly developed management rules or con-
ducted operation practices to fulfil the initiatives of envi-
ronmental protection and meanwhile to achieve economic
benefits or improve brand awareness. Open in 2003, the Best
Western Agnes Water Beach Club, Australia’s most impressive
and technologically advanced, environmentally sensitive, fully
self-sustainable resort, achieved the designed goal of creating
a new benchmark for ecotourism and self-sustained devel-
opment. Starwood set up special management leadership to
reduce greenhouse gas emission. In 2005, TUI AG was certified
in accordance with international environmental standard DIN
EN ISO 14001, indicating that both its in-house system as well
as the group-wide environmental management system gained
the worldwide recognized certification stamp for environ-
mental standards. In 2006, Marriott was recognized for saving
more than 83 million kilowatt-hours (kwh) of electric energy
consumption, the equivalent of lighting Washington, DC, for
3 months; and reducing greenhouse gas emissions by 68,000
tons annually, the equivalent of removing 15,000 cars from the
road or planting 1,500,000 trees per year.

Summary

Comparison of the competitive methods between
the New Millennium and the period 1995-1999

The competitive methods contributed by Zhao (2000) are cat-
egorized into eight categories. They are: rapid information
technological development; international expansion and mar-
ket cooperation; relationship management; customer-oriented
products and services development; structure re-engineering;
new marketing initiatives and campaigns; quality control; and
social awareness and environmental protection. The conformity
between the overall categorical structure used in this research
and that used for the last period indicates a high level of realis-
tic prediction in the previous research with respect to the evo-
lution of the international hotel industry over the last decade.
However, comparison between the corresponding categories
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from the two periods still reveals some differences. The specific
differences as well as similarities are summarized as follows:

e The fast development of information technology still works
as the most significant driving force for influencing multina-
tional hotel companies to create their competitive methods.
Advanced technologies have brought a wide range of options
that can help hotel firms gain competitive advantages. Hotel
firms have been increasingly invested in this area, thus
intensive competition is inevitable. Although the majority of
IT-related competitive methods in the new millennium are
similar to those of the last period, there has been a significant
evolution of technology to an improved mature level. More
features and functions have been created, and most of the
technologies have been upgraded to a new level. More pow-
erful, cost-effective, and easy-to-use technologies have won
the competition. It is expected that tremendous change will
take place in the near future in this field. However, when
comparing the competitive methods of the two periods, the
wide adoption of wireless technology and related applica-
tions seems to be the most remarkable difference.

e Mergers and acquisitions are still important ways for mul-
tinational hotel firms to implement international expansion
strategy. Cross-industry and cross-sector mergers and acqui-
sitions have reached a greater level. This was not so salient
in the earlier period. These indicated multinational hotel
companies have been increasingly concentrated on achiev-
ing competitive advantages by integrating business divisions
and implementing economies of scale. In terms of applying
joint venture and strategic alliance as expansion methods,
more attention has been paid to finding a critical strategic
partner, especially in the emerging market.

e The importance of strategic stakeholder relationship manage-
ment has been widely recognized in the international hotel
industry. Many relevant programmes have been launched,
and application of new information technology has become a
critical way to process the relationship-related management.

e Innovation has become a key competitive method used by
multinational hotel firms. Compared to those of the last
period, the new product and service development in the new
millennium is more concerned with concept design and inno-
vation. Direct investment and resource allocation in research
activities is a star point found in this research.

e Spinning off non-core strategic assets, reshaping organiza-
tional structure, and naming critical personnel are still criti-
cal competitive methods in terms of structure change. More
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significantly, division and function integration across a large
geographical scope has attracted increasing concerns from
the strategic decision makers of multinational hotel firms.

e In terms of market campaigns and initiatives, some traditional
methods, such as co-promotion, special sales promotion, and
discounted price still play important roles in the overall port-
folio of competitive methods. However, this research reveals
that instead of specific service packages or products, the over-
all company brand and image have become the main promot-
ing targets of marketing campaigns.

e In order to maintain consistent service quality, multinational
hotel firms have increasingly focused on human asset devel-
opment. The most useful way is to improve employee edu-
cation, training, and personal development. Service standard
management and upgrading has been a particular concern of
multinational hotel firms. This topic was not as extensively
researched in the earlier period.

e With respect to social awareness and environmental protec-
tion practices, strategic partnerships for community devel-
opment and aid projects for regions wrecked by natural
disasters are two new methods which were not emphasized
in previous studies.

Conclusion and implication

In this chapter a total of 36 competitive methods adopted by
multinational hotel companies over the last 7 years have been
reported. The overall conformity between the results of the
two research studies at categorical level implies that the inter-
national hotel industry is experiencing a special period in
which the function of critical influencing factors is being accu-
mulated. The relatively slight differences existing in each cat-
egory indicate the complexity of the competitive environment.
In the meantime this also implies that time has become a criti-
cal factor for judging the business environment, as increased
previous competitive methods are being increasing transferred
into CSFs at the overall industrial level. Multinational hotel
firms must be able to examine the business environment in
which they locate and determine appropriate strategy to bal-
ance resource between different strategic choices.

More importantly, multinational hotel firms must under-
stand the environmental driving force that is likely to have
a profound influence on their business. For example, this
research revealed that private equity firms such as Blackstone
have become the most powerful investor and intervener in
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Introduction

Business environment in the United States, along with the
rest of the industrialized world, has changed tremendously
over the last two decades. For example, many of the things for
which companies used to charge a fee are now given away to
customers and clients for free and the support services which
used to be free now attract a fee. The current business reality
in most industrialized countries is that their economies are
dominated by outputs that are mainly services or experiences.
About two-thirds of U.S. GDP is created by services or what is
termed intangibles “products.”

Today there are relatively fewer investments in tangible
assets such as factories, machinery and equipment, build-
ings, land, and other primary resources. These assets, such as
property, plant and equipment, are still considered significant
elements for manufacturing and service companies; however,
they have lost their importance. Intangible assets significantly
define the way business is conducted, how revenues are gener-
ated, and how enterprise value is created.

Intangible assets are defined as non-physical factors that
contribute to or are used in producing goods or providing
services that are expected to generate future economic benefits
for the individuals or firms that control their use. Examples of
these include:

Ideas

Mailing lists

Databases

Business and operating processes
Relevant repertoire of business experiences
Service reputation

Customer relationships

Vendor /supplier relationships
Loyalty programmes

Human capital

Intellectual capital

Their possession and use of the assets enable businesses to
achieve results that they would otherwise not have been able
to achieve. Thus, such assets create value for the enterprise just
as tangible assets. Today some industries, such as the software
industry, are highly dependent on intellectual assets to achieve
a healthy bottom-line profit (Kapardis and Thomas, 2006). The
labour-intensive hospitality industry is another example of an
industry whose success is dependent on human capital. There
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are several characteristics of intangible assets that make them
unique:

1. Intangible assets are difficult to quantify and measure
directly. It is easier to answer the question, “What was your
average daily rate yesterday?” than to answer the question,
“How satisfied were your customers last night?”

2. Generally these assets do not appear on corporate balance
sheets. Thus they cannot be directly reflected in the compa-
ny’s net worth.

3. The assets are expensed on the corporate income statement
rather than capitalized.

4. If identified and properly utilized, they can represent a
source of competitive advantage to the business that owns
them.

5. Often the value they create depends on investments in com-
plementary intangible assets.

6. Intangible assets, unless copyrighted or patented, are often
not protected from competitors. They are easily duplicated.

7. They must be harnessed. Simply having such assets without
a deliberate attempt and effort to utilize them will yield no
benefit to the business.

8. Many intangible assets tend to be out of the control of man-
agement, consequently they can be very difficult to manage.

The above characteristics underscore the challenges faced by
accounting and finance professionals in fully embracing the
call to compute and reflect these valuable assets in the book
values of companies.

Traditionally, the book value of a company is calculated as
the difference between its assets and liabilities at historical cost
less the value of preferred stock (if any). The market value of the
company represents what investors are willing to pay for the
business considering its future growth opportunities, its abil-
ity to generate profits, and remain profitable in the future. This
market value fully reflects all available public information about
the company, particularly those that will yield future economic
benefits. Investors are motivated, first, by the chance to receive
dividends today and the growth in dividends in the future. This
dividend growth is directly influenced by the growth in a com-
pany’s profits and cash flows. Second, they are motivated by
stock price appreciation which is driven by the company’s finan-
cial and operating performance along with prospects for growth
in the future. So the company’s market value is determined by
multiplying the closing stock price by the number of common
stock outstanding. The business intangible value represents the
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difference between the book value of the net assets (i.e., assets
minus liabilities) and the market value. This difference has been
growing larger and larger in the last decade due to increased
corporate investments in intangible assets.

Intellectual capital is an example of an intangible asset
that has received a great deal of attention in the trade press.
Brooking (1996) defined it as “the term given to the combined
intangible assets which enable the company to function.”
Stewart (1997) defined intellectual capital as “packaged use-
ful knowledge.” Stewart (1997) also added that organizational
processes, technologies, patents, employee’s skills, and infor-
mation about customers, suppliers, and stakeholders are all
considered part of this definition. The next section will focus
some attention on intellectual capital.

The components of intellectual capital

Edvinson and Malone (1997) identified three types of intellec-
tual capital. These are human capital, structural capital, and
customer capital. Human capital comprises of knowledge,
skills, and abilities of employees. Human capital is specific to
the people and does not belong to the organization. In addi-
tion, human capital also includes how effectively an organiza-
tion utilizes its employee in terms of creativity and innovation.
Structural capital is everything used to assist employees in their
work. Structural capital is regarded as the supportive infra-
structure that helps employees work effectively and efficiently.
Structural capital does belong to the organization. Traditional
things such as buildings, hardware, software, processes, pat-
ents, and trademark are considered as the components of struc-
tural capital. Organization’s image, organizational structure,
information systems, and databases can also be part of struc-
tural capital (Bhartesh and Bandyopadhyay, 2005). Edvinson
and Malone (1997) broadened the classification of structural
capital further into organizational, process, and innovation cap-
ital. Organizational capital deals with the organization’s phi-
losophy and systems. Process capital includes the techniques,
procedures, and programmes that improve and develop the
delivery of goods and services. Intellectual properties, such as
copyrights, patents, and trademarks, which protect the com-
mercial rights of the owners, are considered examples of inno-
vation capital. Customer capital is related to the strength and
loyalty of the company’s customer relations. Customer satis-
faction, repeat business, financial well-being, and price sen-
sitivity are the components of customer capital (Bhartesh and
Bandyopadhyay, 2005).
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Intangible assets and their usage by various industries

Intangible assets enable companies to gain competitive
advantage. According to the 2000 report of the European
Commission’s High Level Expert Group, a firm’s intangible
assets are seen as the main element in its competitiveness. More
and more, the capacity to unite external and internal sources
of knowledge to take advantage of commercial opportunities
has transformed this capacity into a distinctive competency
(Eustace, 2000). Intangibles also allow companies to analyse
and predict future business performance. For example, Sears
Roebuck and Company (now Sears Inc.) created a tool to meas-
ure employee satisfaction, and monitor the relationship between
this metric, customer loyalty, and financial performance. The
company discovered that a 5-unit increase in employee attitude
provided a 1.3-unit increase in customer impression and con-
sequently revenue increased by 0.5% (Low and Kalafut, 2002).
In another example, Southwest Airlines invested significantly
in their human resources department in order to hire peo-
ple who can adapt to their corporate culture. In 1998, 140,000
people applied to work for Southwest Airlines; 90,000 were
interviewed; and only 4200 were hired by the airline. The hir-
ing process was very expensive; however, it created impressive
results for Southwest Airlines. At the end of September 2001,
Southwest’s price to sales ratio had climbed to 2.10 compared
to an industry average of 1.35 (Low and Kalafut, 2002).

Intangibles that drive corporate business performance

Leadership

In their book, The Invisible Advantage, Low and Kalafut (2002)
identified 12 intangible assets that have continued to widen
the gap between the book and market values of today’s corpo-
rations. This section will discuss the intangibles.

Corporate CEOs were unknown to the public 20-30 years
ago, they stayed behind the scenes to direct and manage their
companies. Today, CEOs have become the spokespersons for
their company’s products and many have been successful at it.
Examples include the late Dave Thomas of Wendy’s, Michael
Eisner formerly of Disney, Lee lacocca formerly of Chrysler,
Donald Trump, Bill Gates, and Charles Schwab of Schwab and
Company. Some of today’s CEOs are like rock stars in their
popularity (e.g., Sir Richard Branson of Virgin Group). In a
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1977 survey the results showed that 77% of investors are likely
to purchase stock based on the reputation of the CEO. Thus it
matters who leads the company and the leadership qualities
he/she possesses. In a study by Mayo and Nohria, (2005), the
author compiled data on 860 leading U.S. business figures in
the past 100 years that generated outstanding shareholder
value over a 15-year period to their companies. The most
common trait among these business figures that made them
successful was “contextual intelligence”—the ability to under-
stand and capitalize on the sweeping trends influencing the
marketplace of their time. Therefore, a company with the right
CEO will enjoy a price premium on the stock market.

Strategy execution

Corporate strategy describes the roadmap that sets a company
on the path to achieve its mission. Most corporations have a
strategy; however, the more successful companies are the ones
that are able to effectively execute the strategy. Strategy execu-
tion is a company’s ability to do what it says it will do. This
ability is challenged daily due to the high level of competi-
tion that exists in all industries today. The competition is both
domestic and global making it quite difficult to sustain com-
petitive advantage. Those companies that deliver effectively on
their promises to customers are able to prevail over the compe-
tition and therefore are very attractive on the stock market to
potential shareholders. Such companies enjoy a premium on
the stock market due to their superior ability to execute their
corporate strategy. For example, Wal-Mart has become one of
the most successful global companies because it attracts and
retains its customers by offering good quality products at low
prices consistently. Its mission is to give ordinary people the
chance to buy the same things as rich people, and through its
efficient supply-chain management system, utilizing technol-
ogy, and reducing employee turnover Wal-Mart has been suc-
cessful in delivering on its promise to customers worldwide.

Communication and transparency

Information today is readily available, thanks to the ubiqui-
tous internet. Consequently people are better informed, and
when they seek information they expect it to be readily avail-
able. Therefore, except in very specific cases, there is little value
in companies holding back information from shareholders and
the public at large. The more forthcoming a company is about its
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Brand equity

Reputation

financial and operating results the more trustworthy its manage-
ment is perceived. As a result, the more information a company
provides the more attractive it will become to potential investors,
creditors, suppliers, and customers. Today lodging and foodserv-
ice companies routinely measure customer satisfaction index,
employee satisfaction index, the impact of community involve-
ment activities, brand strength, and many more. Such data are
now made available to operational managers and employees to
enable them to perform effectively and to be accountable.
Another trend that is forcing public corporations to be more
transparent and communicative is the rise of activist sharehold-
ers. In the past shareholders tended to defer to management
and the board of directors to make decisions on their behalf
and trusted that these agents would make choices that would
be in the best interest of shareholders. With the unprecedented
failures of WorldCom, Enron, Global Crossing, Tyco, and many
more, shareholder trust and confidence in management and
directors have dropped leading to an erosion of the traditional
deference (Anonymous, 2007). Representatives of institutional
investors and individual shareholder activist now sit on corpo-
rate boards to ensure that transparency prevails. Public com-
panies that are transparent tend to enjoy transparency capital
which contributes to their intangible value on the market.

Brand represents a cluster of attributes and emotions that
customers associate with a product or service. When the U.S.
marines declare that they “are looking for a few good men”
it is clear in the public’s mind the type of person the marines
recruit. There is a definite perception of confidence and suc-
cess that the public has about business leaders such as Donald
Trump and Richard Branson and this perception carries over
into the enterprises in which they are involved. If this image
and perception of a brand is strong enough it has the ability
to deliver positive sustainable financial performance over the
long term. Well managed brands yield higher profit margins
with lower risk and those which do not invest in their brands
and manage them strategically often experience declines in
financial performance and shareholder value over time.

This describes how a company is viewed by the public at large,
including customers, suppliers, investors, employees, other
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businesses, regulators, and the community at large. This view
that the public has of a company, favourable or unfavourable,
can be enduring. Companies spend years to carefully cultivate
their reputations of trust, innovativeness (e.g., 3M), respon-
siveness, customer service (e.g., Nordstrom), social responsi-
bility (e.g., The Body Shop), fun (e.g., Virgin Group), and many
more. Yet in today’s environment of consumer empowerment
coupled with easy access to the internet it is easy to destroy
a company’s reputation that took years to build by carefully
placed unfavourable information about the company. Another
phenomenon that has gained currency over the last two dec-
ades is that consumers, in a cooperative manner, can reward
or punish companies by giving or withholding patronage. The
Adams Mark Hotel chain and the Denny’s Restaurant chain
are examples of corporations whose businesses have suffered
from the boycotts by African-American consumers due to evi-
dence of discriminatory practices towards Blacks. Therefore
it is imperative for a company to monitor its reputation in
the public domain and to manage it strategically such that it
enhances the corporate image and adds to its market value.

Networks and alliances

In today’s competitive environment it is impossible for a com-
pany to be all to its customers and to be able to do everything
by itself. Thus partnerships have become a necessary compo-
nent of doing business. For example, the top 500 global corpo-
rations average about 60 major strategic alliances (Dyer et al.,
2001). Some alliances and partnerships are obvious, such as
car rental, hotel, and lodging companies. Since airlines cannot
cover every route and yet they need to meet their customers’
need for air transportation from their home to their destina-
tion, airlines have created strategic alliances such as One World
and Star Alliance. This enables, for example, USAir to carry
a Lufthansa passenger during a time of day that Lufthansa
would not have aircraft flying from Philadelphia to Frankfurt.
By code sharing airlines are able to maximize their yield and
not lose potential business. Another example is Avendra
LLC, a company founded in 2001 by ClubCorp, Hyatt Hotels,
InterContinental Hotels Group, Fairmont Hotels and Resorts,
and Marriott International, to provide volume purchasing of
product and services at below-market prices. Such strategic
partnerships have the effect of expanding a company’s market
reach, providing flexibility to customers, cost savings, and effi-
cient delivery of products and services.
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Technology and processes

Technology’s impact on businesses today cannot be overstated.
In the hospitality industry investment in technology has led to
increases in employee productivity, process efficiencies, and
cost savings, and has enabled hoteliers and restaurateurs to
meet guest needs. It must be noted that technology equipment,
such as computers, represents tangible assets; however, the
source of intangible value are the complementary things that
allow the technology to do what it is intended to do. For exam-
ple, it is not enough to have a state-of-the-art property man-
agement system if the system is constantly failing or crashing.
System reliability, which requires adequate system monitoring
by well-trained technicians, is what is key in providing intan-
gible value to the company. There is anecdotal evidence that
companies that invest in information technology also invari-
ably invest heavily in greater employee training.

Human capital

The hospitality industry is simultaneously capital and labour-
intensive. The buildings, furniture, fixtures, and equipment
require upfront capital investment before customers and guests
interface with the business. However, without well-trained
and skilled talent a well-capitalized hotel or restaurant can-
not be successful. Thus the hospitality business, like all other
service businesses and unlike manufacturing, is dependent
on human skills. Often it is the people that work for a lodging
company that distinguishes it from its competitive set because
the hospitality enterprise is about delivering service and an
experience and it takes people to accomplish that. Those com-
panies that have a good track record of recruiting dynamic
service-oriented employees, have proven employee training and
development programmes, have better-than-market compensa-
tion programmes, and have defined career development paths
for their employees, will consistently out-perform their com-
petitors. Indeed, institutional investors, for example, observe,
investigate, and consider companies’ compensation practices in
their investment decisions. Many have identified human capi-
tal as one of the top three value drivers in all companies today.
For companies to be attractive to potential sharehold-
ers and for their value to grow requires a dedicated focus on
managing human capital. This requires successful and strate-
gic recruitment strategies, training strategies relevant to the
skills required in the industry, a workplace environment that
celebrates diversity and is family-friendly, empowerment of
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employees, and leadership that is able to attract and develop
an effective management team. The management of human
capital in today’s hyper-competitive environment has made
the job of a manager or CEO more challenging and complex.
To be a very successful manager today; it is less about being
the best chef, the best player, the smartest instructor, the best
designer. It is more about understanding how the pieces of the
business all fit together, understanding the opportunities in
the marketplace, knowing what the company’s strengths are,
knowing the sources of value in the company, and deploying
competent employees to capitalize on all of these. The compa-
nies that do this well enjoy a market premium.

Workplace organization and culture

Innovation

There are national rankings today of the best family-friendly
places to work, the best companies for ethnic minorities, the best
companies for women, and many more. These developments are
testament to the importance of the workplace environment in
contributing to highly productive employees. Many companies
ignore the fact that the workplace constitutes a social system
and many of the accommodations that are made in the larger
society must also exist in the workplace to facilitate employee
effectiveness. Although all workplaces are different, a produc-
tive workplace has four key elements: employee empowerment,
open communication, performance measurement, and passion
and commitment. The more successful companies are able to
develop and integrate these elements into the culture of the com-
panies such that it creates a competitive advantage for them.

Innovation is the process of making improvements by making
something new. Economists typically view innovation as a cen-
tral driver to economic development. The more successful com-
panies constantly innovate across many fronts of the business
enterprise. For example, the pay-what-you-like restaurants in
the UK do not provide patrons with a check at the end of their
meal. Rather patrons are encouraged to pay what they believe
the meal and dining experience is worth. Invariably patrons,
on the average, have ended up paying more than the cost of
the meal; average check at these restaurants is higher than at
comparable restaurants that provide a bill at the end of a meal.
Companies can and must innovate in their service delivery,
business model, organizational structure, internal processes,
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alliances, marketing, and customer relations. Contemporary
management practices such as Six Sigma have been adopted by
many larger corporations such as Starwood Hotels; however,
other companies have found new ways of applying the original
method. Research and new product development is the key to
sustaining company growth, and those companies that invest
significantly in this area are the successful innovators.

Intellectual capital

Adaptability

There is tremendous value in having “thinkers” in an organiza-
tion because they tend to be the sources of ideas and ideas rep-
resent intellectual capital. Some companies have the distinctive
ability to merge external and internal sources of knowledge in
order to exploit business opportunities that exist in their envi-
ronment. The stories of how Indian IT services companies like
Infosys, Tata Consultancy Services, and Wipro have emerged
to become powerful players in the business services and IT
industry, is legendary. The pool of talented young profession-
als that exist in India have been harnessed by these companies
to create an information technology power centre in southeast
Asia that is unprecedented.

The key for companies is to recognize that intellectual capital
exists in the organization, encourage employees to experiment
with new ideas, and thereby add value to the organization.
Failure to recognize and harness intellectual capital causes
employees to lose enthusiasm and excitement in the company.

Organizations by necessity must change or die because change
is inevitable. As the domestic and global business environ-
ments have changed dramatically over the last two to three
decades, companies have been forced to respond effectively
or have died. In September of 2006 same-store sales of KFC in
the U.S. declined by 2% due to the saturation of the domestic
market as well as the impact of concerns about obesity in the
country. On October 11, KFC’s domestic sales declined by 7%
while its reported earnings rose by less than 1%. Yet the stock
price of Yum Brands, KFCs parent company, was trading on
the stock market at a price close to an all-time high. The expla-
nation for this seeming paradox is that worldwide earnings
of KFC rose by about 14% due almost exclusively to growth
in China where the company opens a new restaurant every
22 hours (Arndt and Roberts, 2006). Its sales rose by 28% with
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reported profit growth of 26%. McDonalds, though in China
also, has not had the same success as KFC, its profit growth
has been modest in single digits. Part of the reason is attribut-
able to PepsiCo’s (KFC’s former parent company) foresight in
adapting to the changing quick service restaurant environment
and opening its first store in 1987 in Beijing, 3 years before
McDonalds entered that market.

Therefore, companies that continuously scan the environ-
ment, understand, and anticipate the changes that are on the
horizon, and strategically adapt the organization in order to
sustain their operating and financial performance enjoy a pre-
mium on the market and continue to widen the gap between
their market and book values.

Intangible value in the lodging industry: trends and patterns

Ten lodging companies were chosen and the size of their intan-
gible values was tracked over a 5-year period to illustrate the
widening gap between market and book values. The market
values were calculated by multiplying the end-of-year closing
stock price of a company by the number of common shares out-
standing. Then, annual total assets of the ten lodging companies
were obtained from each company’s annual 10-K reports. The
size of each company’s intangible value was estimated for each
year by subtracting total assets from the total market value. The
annual percentage of intangible value of each company was
found. The data covers the period 2002-2006. The annual pat-
tern for each company is presented in graphical form below.

Marriott international

Marriott International has the highest market value in the
lodging industry (Figure 8.1). In 2002, the size of intangible
value as a percentage of total market value was —6.99%. This
period was the aftermath of the September 11 terrorist attacks
that hit the stock market and the lodging industry. From
2002 to 2004 there was a steep climb in the size of intangible
value. In 2004 the percentage had risen to 39.05% and 38.14%
in 2005. In 2006, 44.14% of its total market capitalization was
intangible. There has been a clear upward trend in the size of
Marriott’s intangible value over the 5-year period.

The company has had a reputation for being responsive to
employees’ welfare. In recent years, Marriott has been on the
list of Fortune’s “100 Best Companies To Work For.” In addition
to this, Marriott was selected as the best workplace for women
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Marriott International.
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Choice Hotel Corporation.

by Working Mother Magazine. Its human capital is highly
diversified: 80 different languages are spoken system-wide in
Marriott International (Fischer et al., 2003). Marriott has also
invested on customer relationship technology in order to main-
tain long-term relationship with its customers. In order to opti-
mize the revenue management applications, Marriott installed
One Yield revenue management system. This system enabled
Marriott International to save $9 billion in 1 year thereby giv-
ing the company a competitive advantage (Overby, 2005).

Choice hotel international

In 2004 Choice’s intangible value was at 78.18% and it rose stead-
ily to 85.95% in 2005 and 90.27% in 2006 (Figure 8.2). Again, the
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Four Seasons Hotel Gorporation.

Four seasons

upward trend is clear even without 2002 and 2003 data. Choice
Hotels is a management company with no ownership of lodging
properties; consequently it reduces the level of business risk that
it could potentially confront. In the absence of lodging revenues
and operating expenses, the company’s cash flows are relatively
more predictable and sustainable. This is one of the reasons for
the relatively large size of Choice Hotel International’s intangible
value. The company’s investment in e-procurement technologies
has also provided additional revenue stream. For example, in
2000 Choicebuys.com generated $400 million in e-procurement
business alone (Wolff and Brennan, 2001). Additionally, Choice
Hotels signed a strategic partnership agreement with the
American Automobile Association. This strategic agreement has
generated $200 million revenues for the company.

Lodging companies’ earnings were seriously damaged in
2002 because of the SARS epidemic and September 11th and
as a result lodging stocks did not do well on the stock market
(Figure 8.3). The percentage of intangible value was —0.63%.
However, in 2003 this figure rose to 47.48% and in 2004 it
climbed to 69.07%. There was a slight drop in 2005 to 51.71%
and later rising in 2006 to 63.03%. Overall, the size of intangi-
ble values is very high in Four Seasons. Several reasons may
account for this high intangible value. One factor is that Four
Seasons enjoys a competitive advantage in the area of human
capital among its competitors. Four Seasons” employee selec-
tion process is very rigorous and competitive. For instance,
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Starwood Hotels and Resorts Worldwide Inc.

before the opening of the Four Seasons New York, 30,000 peo-
ple applied for positions. 3000 applicants out of 30,000 were
called for interviews, and only 400 people were hired.

Starwood hotels and resorts worldwide

In 2002, the size of Starwood’s intangible was very negative
and very high at —156.74% (Figure 8.4). The figure improved
after that year to —63.19% in 2003 and —0.76% in 2004. Since
2004, Starwood’s intangible value has been positive and ris-
ing. By 2006, 8.36% of total market capitalization is intangible
value. A factor contributing to Starwood’s intangibles is its
Starwood’s Preferred Guest Programme. It was the first fre-
quent guest programme in the hotel industry. Brand Strength
is also another competitive advantage of Starwood. Their glo-
bal distribution system helped Starwood maintain good rela-
tionship with its current and prospective customers.

Hilton international

The figure in 2002 and 2003 were —75.62 and —26.38%, respec-
tively (Figure 8.5). Like other hotels during this period, Hilton
was affected by the SARS epidemic and the September 11th
terrorist event. 2004 and 2005 showed positive intangible
value of 5.61 and 5.32%, respectively. These figures although
positive are relatively very small compared to the other hotel
chains like Marriott, Choice, and Four Seasons. Nonetheless
the upward trend is evident.
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Interstate Hotels and Resorts.

Interstate hotels and resorts

Interstate Hotels exhibits the general upward trend of intangi-
ble value it is clear that during this period between 2002 and
2006 investors were neither impressed with the company’s
performance nor its future growth opportunities (Figure 8.6).
For those 5 years the market value of Interstate was consist-
ently below its book value. In 2002 the size of intangible value
was —184.46%, increasing to —73.44% and —9.50% in 2003 and
2004, respectively. In 2005 the value declined to —119.62% and
later rising to —71.98% in 2006.
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Marcus Corporation.

Orient express

Similar to Interstate Hotels the Orient Express showed nega-
tive intangible value during the 5-year period under review
(Figure 8.7). In 2002 the value was —112.08% and it rose in each
of the following years to —102.70, —81.24, —17.52, and 0.00%.
The upward trend remained consistent with this company.

Marcus corporation

Marcus Hotel Corporation exhibits negative intangibles values
for the 5-year period (Figure 8.8). It is obvious that investors

14




Handbook of hospitality strategic management

0.00% T T T T
2006 2005 2004 2003 2002
~100.00% +—97.55%
S —202.57%
& —200.00% - —e— Intangible value
S \ (percentage of total
g —300.00% market cap)
& \—\357.51 %
~400.00% A-871.06%
\/ o
500.00% 475.70%
Year
Figure 8.9

Red Lion Hotel.

have little confidence in the performance of the company at this
time. In 2002 the intangible value was —100.08% and it rose to
—88.26% in 2003. There was a further increase to —56.31% in
2004 and —15.27% in 2005. There was a setback in 2006 when
the value dropped to —46.80%. Overall the upward trend of the
intangible value is present.

Red lion hotel

Like Marcus Corporation and Orient Express, Red Lion had
consistently negative intangible value over the study period;
nonetheless the annual trend was increasing (Figure 8.9). It is
evident that although companies like Marriott and Four Seasons
rebounded relatively quickly from the devastating effects of
SARS and September 11th, several hotel companies took longer
to recover. The intangible value was —371.06% in 2002 then
dropped to —475.70% the following year. Then the value began
to increase from 2003 to —357.51% in 2004, 202.57% in 2005, and
—97.55% in 2006.

Sonesta international

Sonesta International’s intangible value was also negative from
2004 to 2006 (Figure 8.10). The negative value was as high as
—469.63% in 2004 and declined dramatically to —17.82% in 2005
and —35.40% in 2006.

Measuring intangibles: is it possible?

Measuring intangibles using traditional accounting methods
is a challenge in the emerging new knowledge economy. It
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Sonesta International.

becomes a challenge because the value of intangibles is differ-
ent for different people. Tangible assets have exact number val-
ues and there is no level of uncertainty in calculating results.
Yet it is known that intangibles, especially intellectual capital,
contribute to the bottom line. One standard of measurement has
been proposed by Kaplan and Norton (1992, 1996) known as
the “Balanced Scorecard.” The authors identified three elements
for assessment, (1) companies need to know how customers
perceive them and what is needed to excel, (2) companies need
to know how they can improve and create value, and (3) they
need to know how they are perceived by their shareholders.
Not all of the Balanced Scorecard components, however, are
quantifiable relative to traditional accounting processes.

Measuring intangibles in dollar value is the real challenge.
In March 1997, the Montague Institute Review Journal published
12 techniques that may be used to assess the value of intangi-
ble assets. Of the 12 techniques described, 4 are quantitative,
and 8 are qualitative. The four quantitative techniques include
business process auditing, knowledge banks, calculated intangible
value, and colourized reporting.

Business process auditing measures show how information
improves value related to a specific business process, such as
production, marketing, or accounting. What is the reduced
cost of production or completing accounting functions? Dollar
value can be placed on reducing costs, because an intangible
asset was determined by estimating the cost reduction associ-
ated with the use of new information utilized.

Knowledge bank techniques treat capital spending as an
expense, rather than as an asset, and treat a portion of salaries
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as an asset, since capital spending creates future cash flows.
Calculated intangible value compares the return on assets with a
published average ROA for the industry. The ROA is assessed
relative to industry standards.

Percentage comparisons between actual performance and
industry standards can be completed and used as goal-setting
targets for improvement.

Colourized reporting was suggested by SEC commissioner
Steven Wallman. He suggested that traditional financial state-
ments are to be supplemented with additional information
such as brand values, customer satisfaction measures, and
the dollar value of having a trained workforce (http://www.
montague.com, Anonymous). Such information will add “col-
our” to the traditional financial reporting.

Additionally, valuation analytical methods include three
broad categories, which include Cost, Income, and Market
Approaches. The recommended techniques for Cost Approach
Methods include determining replacement and reproduc-
tion costs of intangible assets. The costs should be based on
the acquisition cost, projected with an inflation and growth
percentage. The Income Approach Methods include costing
direct and yield capitalization, along with identifying income
measures associated with each intangible asset. The Market
Approach Methods include sales comparison transactions,
license comparison transactions, and royalty rates. The rates
may be amortized over the life of the asset (http://intelegen.
com, Measuring intangibles and intellectual capital: An emerg-
ing first standard).

Foster et al. (2003) recommended several practices for
accounting for intangible assets. Their suggestions included
allocating the purchase price of an acquired entity to the assets
acquired and liabilities. It is also recommended that:

e An intangible asset may be recognized as an asset apart
from goodwill if it arises from contractual or other legal
rights and it is transferable or separable from the acquired
entity. Some examples include: trademarks, internet domain
names, customer lists, etc. If is not recognized as contractual,
then it must be capable of being divided and sold,
transferred or rented, regardless of the intent to do so.
(http://www.nysscpa.org/cpajournal /2003).

e Other intangible assets would be amortized over its useful
life, using a method that indicates how benefits of the asset
are consumed. The straight-line method is the most com-
mon method used.
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Conclusion
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Introduction: overview of the chapter

As hotel management and development organizations formu-
late strategies and programmes regarding existing and future
hotel facilities, services, and positioning, a question that natu-
rally arises is, what factors actually drive hotel’s profitability?
(O'Neill and Mattila, 2006). One such factor is branding.

To maximize brand equity, most hotel mega-companies have
developed multiple brands to serve multiple markets (Jiang
et al., 2002; O’Neill and Mattila, 2004). The value of a brand is
based on the awareness of the brand, its quality perception,
and overall customer satisfaction (Aaker, 1996; O’Neill and
Mattila, 2004). Lodging operators have turned their attention
to guest satisfaction and branding because brand name oper-
ates as a “shorthand” for quality by giving the guest important
information about the product/service, sight unseen (Brucks
et al., 2000; Jacoby et al., 1977; O’Neill and Mattila, 2004).

A recent annual brand report in Hotels magazine listed 285
lodging brands worldwide (Hotels, July 2005; O’'Neill and Xiao,
2006). Some companies, such as Marriott International, include
the corporate name in most of their brands, while others, such
as Wyndham, employ a house-of-brands strategy, i.e., individ-
ual brand names for each segment (O’'Neill and Mattila, 2006).

Branding is particularly critical in service industries
such as the hotel business (Onkvisit and Shaw, 1989). The
recognized goal of hotel branding is to provide added value
to both guests and hotel companies by building brand loyalty
(Cai and Hobson, 2004; O’Neill and Xiao, 2006). The notion
that a hotel’s brand contributes significantly to the property’s
market value is supported by an analysis of over 1000 hotel
sales transactions over the past 15 years (O'Neill and Xiao,
2006). From a corporate strategy viewpoint, well-managed
hotel brands tend to gain increasing market share (O’Neill and
Mattila, 2004).

What is a brand?
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The American Marketing Association defines brand as a “name,
term, sign, symbol, or design, or combination of them intended
to identify the goods and services of one seller or group of
sellers and to differentiate them from those of competition”
(http://www.ama.org). As brand represents the company itself,
it should always be very consistent in the market. Though there
are cases when companies change their positioning or strate-
gies, corporate colours, and even their logos and typeface, very
few companies ever change their brand names (Vaid, 2003).
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Brand is a logo and trademark and identifies the goods or
services of one specific seller, but more importantly, a brand
is the source of a promise to consumers. A brand promises a
product’s services and an organization’s distinctive identity
that differentiates it from the identity of its competitors. Those
identities indicate the source(s) of that promise to consumers.
Its differentiated identity should provide benefits in any form
to the consumer and it is an organization’s goal to enhance and
maximize those benefits to deliver the promise.

Brand relates to consumer emotions. Gobé (2001) explains
that the biggest misconception in branding strategies is people
tend to believe branding is about market share, but it is really
about mind and emotion share. Of course, superficial aspects
of branding are ubiquity, visibility, and function, but the major
significance is to remain in the mind as something that is
emotionally relatable. There are several reasons why people
become emotionally connected to a brand. Brands are sup-
posed to be intense and vibrant, and to connect on multiple
levels of the senses. Brands are unique and should be admira-
ble because a brand is a promise to consumers. It consistently
interacts with them and should not disappoint the consumer
by any reasons that break the promise. A brand is something
for consumers to feel good about (Vaid, 2003).

In sum, a hotel brand is a relationship with people. Getting to
know a brand, whether it is by consumer intention or not, using,
evaluating, and continuing to use a product and/or service, are
all parts of the process of building a relationship between a brand
and a consumer. Developing this relationship is the real pur-
pose of brand and branding. The promise to the consumer and
the products and services should be unique to the identity of the
brand and should be strong in peoples” minds. Ultimately, the
brand represents the consumer’s experience with its organization.

Brand power
How to measure value of a hotel brand

A number of factors have been shown to be correlated with a
hotel property’s market value. Net operating income (NOI),
average daily rate (ADR), occupancy rate, and number of
guest rooms have proven to be significant predictors of a
hotel’s value (O’Neill and Lloyd-Jones, 2001). Some brands
consistently have stronger bottom lines, i.e., NOIs, than do
others (O'Neill and Mattila, 2006), although ADR (an indi-
cator of a hotel’s “top line”) is a better predictor of a hotels’
market value than its NOI (an indicator of a hotel’s “bottom
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line”) (O’Neill and Mattila, 2006), and some brands have con-
sistently stronger ADRs than others. More recent research has
shown that hotel brand effects hotel market value, and it does
so above and beyond the effect of NOI, ADR, occupancy rate,
and number of guest rooms (O’Neill and Xiao, 2006).

Brand affiliation is an important factor affecting hotel
revenue. The branding literature has demonstrated that
consumers use brand name as an important quality cue.
Moreover, consumers are typically willing to pay a price pre-
mium for brands they view as high in quality (O’Neill and
Mattila, 2006). Brand affiliation, name recognition, and reputa-
tion for high-quality service together can contribute as much
as 20-25% of the going concern value of a successfully operat-
ing hotel (Kinnard et al., 2001; O’Neill and Xiao, 2006).

Brand as a value creator
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In general, brand power represented as a name, logo, or sym-
bol in the market might be expressed as brand equity (Mahajan
et al., 1994). Brand equity results from benefits of marketing
efficiency and enhanced performance associated with that
brand and long-term brand effect based on customer loyalty.
Brand equity results in the potential to expand the brand in a
variety of markets (Mahajan et al., 1994).

Brand equity is created when firms deliver quality products,
and strong brand associations are created when firms con-
duct appropriate communications and advertising strategies
(Aaker, 1991; Rao et al., 2004). Brand equity, as well as brand,
can represent the relationship between the firm and its cus-
tomers, and the positive relationship may enhance cash flows
and reduce risk of the firm as a whole, and it may have a posi-
tive effect on value of the firm (Rao et al., 2004). When correctly
and objectively measured, brand equity can be the proper met-
ric for estimating the long-term impact of marketing decisions
(Rao et al., 2004).

The level of brand equity is positively related to a hotel
company’s financial performance, e.g., revenue per available
room (Kim et al., 2003; O’'Neill and Xiao, 2006). Realizing that a
brand’s strength ultimately drives stock price and shareholder
value, the lodging industry has been recognized as a “brand-
equity business” (Morgan Stanley Report, 1997; O’Neill and
Xiao, 2006).

Well-established brands create financial value due to their
ability to generate cash flows via relatively higher margins
(Aaker and Jacobson, 1994; O’Neill and Mattila, 2006).
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In general, major contributors of generating cash flows are
high margins, customer loyalty, brand extension including
licensing opportunities, and enhanced marketing efficiency
(Rao et al., 2004).

Hotel executives recognize brand quality as an important
company asset and as a potential source of strategic advantage
(Damonte et al., 1997; O’Neill and Mattila, 2004). Brand is gen-
erally categorized as an intangible asset. Intangible assets are
earned cash flows of a firm in excess of the return on tangi-
ble assets. In other words, intangible assets boost the earning
power of the firm’s tangible assets. Patents, trademarks, R&D,
and franchises are examples of intangible assets as well as
brand equity (Simon and Sullivan, 1993).

Not only is it generally recognized that brands create value
for both consumers and companies (Aaker, 1991; O'Neill and
Xiao, 2006), but consumers use brands as cues to infer certain
product attributes, such as quality (O’Neill and Mattila, 2004;
O’Neill and Xiao, 2006). The value of a brand chiefly resides
in the minds of customers and is based primarily on custom-
ers’ brand awareness, their perceptions of its quality, and their
brand loyalty (Aaker, 1991; O’Neill and Xiao, 2006).

Hotel guests rely on brand names to reduce the risks asso-
ciated with staying at an otherwise unknown property
(Bharadwaj et al., 1993; O’Neill and Xiao, 2006). In that regard,
strong brands enable hotel chains to be part of and to differen-
tiate themselves in the minds of customers (Prasad and Dev,
2000; O’Neill and Xiao, 2006).

Brands first create value for customers by helping to assure
them of a uniform level of quality (Keller and Lehmann, 2003;
O'Neill and Xiao, 2006). After customers become loyal to a brand,
the brand owner can capitalize on the brand’s value through price
premiums, decreased price elasticity, increased market share, and
more rapid brand expansion. Finally, companies with successful
brands benefit in the financial marketplace by improving share-
holders” value (Ambler et al., 2002; O’'Neill and Xiao, 2006).

Although it is important for hotel owners to be able to rec-
ognize the effects of a brand on hotel market value, other ben-
efits associated with a brand, such as guest satisfaction and
loyalty, should be considered to fully assess the brand’s total
value (O’Neill and Xiao, 2006).

Brand and satisfaction

Due to increased attention to a customer focus, brand manag-
ers use satisfaction as a measure of operational success of their
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overall branding strategies (Shocker et al., 1994; O’Neill and
Mattila, 2004).

The strategic management of satisfaction is of utmost impor-
tance in today’s crowded marketplace, where customers are
overwhelmed with lodging choices (O’Neill and Mattila, 2004).
Satisfaction is believed to lead to repeat purchases (Oh, 1999;
Mattila and O’Neill, 2003), favourable word-of-mouth behav-
iour (Gundersen et al., 1996; Mattila and O’Neill, 2003), and
loyalty (Dube and Renaghan, 2000).

Satisfaction in the lodging industry is composed of sev-
eral factors, including guest room cleanliness, hotel mainte-
nance, employee friendliness, and knowledgeable employees
(Oh, 1999; Mattila and O’Neill, 2003), as well as the hotel’s
physical environment (Mattila, 1999; Mattila and O’Neill,
2003). Brands with higher levels of guest satisfaction achieve
not only higher ADRs, but these brands achieve significantly
greater percentage increases in their ADRs over time (O’Neill
and Mattila, 2004).

Brand extension
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In many industries, including the hospitality business, mar-
keting new products and services as extensions of the origi-
nal brand name has been a popular strategy for many reasons
(Lane and Jacobson, 1995). Hilton, Hyatt, InterContinental,
Marriott, Starwood, and Wyndham have all grown through
brand extensions. Major reasons why consumers depend
on trusted brands are to economize on time and search costs
(Lane and Jacobson, 1995). Consumers immediately conceive
brands’ extensions’” attributes and benefits through established
brand names. The favourable, strong, and unique brand asso-
ciations are stored in memory when the consumer possesses
familiarity with a brand (Lane and Jacobson, 1995).

Consideration sets are “a set of alternatives that the con-
sumer evaluates in making a decision” (Peter and Olson,
2005). Consumers choose products and services that are famil-
iar to them more often than those with which they are unfa-
miliar. Therefore, the extensions of familiar brand names are
in consideration sets, and are highly likely to be chosen by
consumers using peripheral cues (Lane and Jacobson, 1995).
This situation happens more in cases when consumers are
without specific product knowledge in the purchase situation,
and serves as a heuristic to guide product choice (Lane and
Jacobson, 1995).
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The advantages of brand extension provide firms with not
only higher revenues, but with savings in marketing expen-
ditures, as well (Lane and Jacobson, 1995). In addition, more
highly familiar brands tend to generate greater future reve-
nues because of opportunities in expanding markets (Lane and
Jacobson, 1995).

Despite the advantages of brand extensions, there are nega-
tive points to be noted, as well. First, a brand which possesses
a rather unfavourable image may negatively affect consumer
choice. If a brand is familiar but not preferred by consum-
ers, it could suffer in its brand extensions relative to brands
that are more preferred (Lane and Jacobson, 1995). Second,
although a firm has maintained a positive image, dilution or
confusion about the brand image can happen via inconsistent
brand extensions (Lane and Jacobson, 1995). Third, dilution of
the core image of the original brand can be possible when the
brand image loses consumer conception of exclusivity or sta-
tus appeal (Lane and Jacobson, 1995) and can lead to reduc-
tion of demand for the original product or service (Lane and
Jacobson, 1995). Fourth, brand extensions have a greater risk
of cannibalizing the firm’s other products than actual new
brands (Lane and Jacobson, 1995). In this regard, brand exten-
sions can create but also destroy a firm’s stock market equity
by increasing or decreasing future economic earnings (Lane
and Jacobson, 1995). Therefore, when a firm is to launch a new
product or service connected to its original brand, the strategic
decisions are critical regarding the types of branding strategies
it adopts (Rao et al., 2004).

Branding and franchising

Protecting reputation for guest satisfaction at a brand level has
become a key issue, both in terms of consumer perceptions
and franchisee willingness to sign and/or stay with a partic-
ular hotel brand (Prasad and Dev, 2000; O'Neill and Mattila,
2004). Since today’s hotel franchisees are quick to change their
brand loyalty, it may be more important than ever for hotel
brand executives to maintain consistent brand quality (O’Neill
and Mattila, 2004).

Since chain affiliation is incorporated in lenders’ tight under-
writing formulas, obtaining financing for an independent hotel
is generally more difficult than for a branded one (O’Neill and
Xiao, 2006). Potential franchisees need to examine the par-
ent firm’s brand portfolio because hotel companies differ in
their choice of branding strategies (O’Neill and Mattila, 2006).
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Different hotel brands deliver different levels of profitability.
Hotel owners have figured out this situation based on their
prior brand relationships and they have become less hesitant
to seek brands that are in closer conformance to their financial
goals (O’'Neill and Mattila, 2006).

For hotel owners, whose goal is to maximize the market
value of their asset, recognizing the role of brand name in
hotel market value is beneficial for positioning and flagging
decisions. For hotel companies’ brand-management teams,
effectively assessing brands’ effects on hotel market values can
strengthen the overall value of the brands and possibly improve
the brands’ franchise sales. Such rational analysis can signal
weaknesses and assist with the development of re-imaging,
retrenchment, or remedial brand strategies, when necessary.
Furthermore, such analysis can assist corporate brand manag-
ers in evaluating whether their intended brand strategies are
being achieved (O’Neill and Xiao, 2006).

Growth via franchising might have an adverse effect on
quality (Michael, 2000; O’Neill and Mattila, 2004). The percent-
age of franchised units within a hotel brand has been shown to
be negatively correlated with both guest satisfaction and occu-
pancy percentage (O’Neill and Mattila, 2004).

As hotel brand executives continue to focus their growth
strategies to a greater extent on franchising and brand man-
agement rather than actual property management, the issue
of guest satisfaction could become an increasingly important
factor in determining the ultimate revenue success of hotel
brands (O’Neill and Mattila, 2004). One study investigated a
total of 26 hotel brands between 2000 and 2003 (O'Neill et al.,
2006). It is interesting to note that 23 out of 26 brands studied
achieved guest satisfaction improvements while at the same
time many of them were experiencing ADR and occupancy
decreases. In fact, 18 brands suffered from ADR decreases
during the recessionary study period. Apparently, ADR may
serve different strategic goals for brands in different market
environments. After September 11, 2001, it is more likely that
some hotel operators and brand managers voluntarily chose to
reduce their ADRs to maintain or enhance the level of guest
satisfaction. It is possible that lower prices might increase
customers’ value perceptions, thus having a positive effect on
satisfaction. For example, Marriott and Wyndham were among
the brands that experienced most dramatic drops in ADR
(—14.0 and —13.7%, respectively); on the other hand, they
also significantly improved their guest satisfaction during the
same period of time (2.5 and 4.0%, respectively) (O'Neill et al.,
2006).
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Among the brands studied by O’Neill et al. (2006), several
specific cases further clarify the possible effect of franchising
on guest satisfaction. For instance, La Quinta Inn & Suites was
virtually a franchise-free brand in 2000, but by 2003, 25.8%
of its hotels were franchised. Unfortunately, such a growth
strategy correlated with a decrease in guest satisfaction at
La Quinta (—2.6%) during the course of the study period. As
another example, Hampton Inn & Suites increased its room
inventory by 16.1% during the study period, with 99.3% of its
properties being franchised in 2003. Despite this rapid growth,
Hampton Inn & Suites experienced improvements in occu-
pancy (3.7%), ADR (6.6%), and guest satisfaction (2.5%) during
the same period. Such overall success suggests a healthy bal-
ance among Hampton Inn’s branding, franchising, and serv-
ice and quality strategies. Westin increased its percentage of
franchised properties (9.6% increase) with minimal decreases
in ADR (—0.5% change) and occupancy rate (—4.4% change).
Its widely touted “Heavenly Bed” programme, which it imple-
mented during the course of the study period, may have con-
tributed to enhanced guest satisfaction (up by 6.4% between
2000 and 2003), which in turn probably acted as a buffer to
downward ADR and occupancy pressure (O'Neill et al., 2006).

Concluding remarks
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Introduction

Strategic alliances have been increasingly used by firms
over the past three decades as a key source of competitive
advantage (Chathoth and Olsen, 2003; Hagedoorn, 1996).
Cooperative strategies have grown in importance as firms
expand and innovate (Insch and Steensma, 2006). Firms have
used the networking strategy to sustain their competitiveness
and address the challenges they confront in their business
environment. In order to address the business risks associated
with investments, firms need to identify appropriate strate-
gies to manage these risks and ensure that the strategies they
implement result in long-term returns. This is even more the
case in an international setting when the risk exposure of firms
is higher. This is why alliances with international firms pro-
vide a basis to mitigate such risks.

An alliance as a strategy is viewed from the perspective of
reduction of a firm’s risk exposure in terms of environmental
uncertainty (Burgers et al., 1993; Dickson and Weaver, 1997).
Networking can be seen as a strategy that helps companies share
costs of risky projects (Harrigan, 1985) and at the same time,
equip them to respond to environmental uncertainties (Burgers
et al., 1993). Moreover, alliances are effective in countering the
effects of mature, low growth markets. In fact, it can be viewed
as an organizational survival strategy (Staber, 1996) that can help
firms reestablish themselves in their competitive domain.

Firms have realized the importance of using alliances as a
key component of the competitive strategy development and
implementation process. Environment scanning is also more
effective through the use of alliances as a result of the access
firms have to information. Since value-adding resources are
scarce, firms have taken steps towards building strengths and
addressing weaknesses through alliances. Networks with com-
petitors, suppliers, and customers, have provided firms with
the required strengths to compete more effectively (Lewis,
1990). Value addition through alliances is more viable as this
strategy provides firms with the ability to address weaknesses
and counter threats with a low-cost commitment.

Given that researchers and practitioners alike have viewed the
alliance strategy as a key source of value addition to the firm,
it becomes imperative to delve into this source of competitive
advantage in more depth. With this as the precursor, this chapter
aims at reviewing the conceptual underpinnings of strategic alli-
ance with the overall objective of bringing together the concepts
researched and proposed by numerous researchers. The aim
is to provide insight into the alliance strategy to highlight the
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sources of competitive advantage that can be drawn from it so as
to address the challenges faced by industries/firms. Specifically,
the focus of this chapter is to highlight the use of alliances in the
hospitality industry from a strategic management perspective.

Strategic alliances: definitions

Strategic alliances are vehicles of growth and learning that ally-
ing firms use to accomplish joint and individual objectives (Iyer,
2002). Alliance partners use each others” resources and com-
petencies for joint accomplishment of their objectives (Gulati,
1995). In an alliance, the parties remain independent to the alli-
ance being created, but jointly govern the activities related to
the alliance. The partners pool-in co-specialized assets that are
used to generate relational rents (Dyer and Singh, 1998). These
co-specialized assets could be in functional areas such as mar-
keting, technology, research and development, and production.
Alliances become a viable option when the cost of resources and
capabilities is more when acquiring them through the market or
creating them internally (Gulati and Singh, 1998). Moreover, in
an external environment that is uncertain and turbulent, firms
would need to have the flexibility related to investments in core
technology and competencies. Since alliances provide greater
flexibility in dealing with external environment conditions,
they are preferred as a vehicle to address such factors.

The growth of alliances seen over the past three decades has
been from various perspectives. In the seventies, firms pre-
dominantly used alliances from a product perspective for mar-
ket reach as well as raw material procurement. In the eighties,
the use of alliances evolved to building economies of scale and
scope, and in the nineties, firms developed alliances in devel-
oping core competencies through innovation in technology
and capabilities.

Objectives and characteristics of strategic alliances

The objectives of strategic alliances can be summarized per
Contractor and Lorange (1988), which include:

Risk reduction

Achieving economies of scale

Technological exchanges

Creating barriers to entry/blocking competition
Overcoming government-mandated trade or investment
barriers
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e Facilitating international expansion of inexperienced firms
e Vertical quasi-integration of linking the complementary con-
tributions of partners in a value chain.

Other objectives that align with the above objectives include:
access to co-specialized resources and capabilities, cost reduction,
sharing information, reacting to market opportunities faster, and
sharing and enhancing firm-specific knowledge and learning.
The characteristics of strategic alliances can be summarized as:

e Independence of partnering firms is retained.

e Most forms of strategic alliances are non-equity based
alliances.

e A separate entity is not created in an alliance, which distin-
guishes such alliances from joint ventures.

e Firms use their strengths (competencies) to create co-
specialized assets to tap market opportunities.

e Alliances can be formed by firms across industries (airline,
hotels, and car rentals) or between competitors within a
given industry (e.g., Marriott, Hilton, Hyatt, and Starwood).

Advantages and disadvantages of the alliance strategy

Strategic alliances lead to competitive advantage for the firms
that participate in the alliance. Key advantages that alliances
provide to incumbent firms include:

e Respond to environment uncertainties and turbulence

e Deal with the risk exposure in domestic and international
markets

e Create avenues for growth in mature and new markets

e Be able to put the core resources and competencies to pro-
ductive use

e Develop new competencies through interorganizational
learning

Although alliances are a source of competitive advantage,
there are certain disadvantages of strategic alliances that need
to be highlighted. They include:

e Difficulty in identifying strategic partners

e Compatibility among partners

® Resources and time commitment required in getting part-
nering firms to agree to each other’s terms and conditions

e Opportunism and potential for entering into conflict
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e Evolving internal and external factors that lead to a change
in firms’ objectives related to the alliance strategy

e Barriers to terminating the alliance including cost

e Governance costs and mechanisms especially during the ini-
tial phase of the alliance

e Coordination costs and mechanisms related to alliance
activities

Alliance networks

The alliance network theory has evolved during the past two to
three decades of research work ranging from network theory in
multinational corporations to present day interorganizational
network theory. From a network theory perspective, strategic
alliances are a source of revenue addition and value creation
(Dyer and Singh, 1998). This result when allying firms are able
to optimally combine alliance-specific assets to tap market
opportunities. Since firms are constantly looking to tap market
opportunitieswithinashorttimeperiod,acquiringanddeveloping
resources, and capabilities may be a more costly option. Hence,
firms pursue alliances to manage the costs of input factors
so that the value addition is optimized when the combined
resources and capabilities of allying firms lead to rent maximi-
zation. This provides the basis for firms to create networks that
involve one or more firms as part of the alliance strategy.

According to Amit and Schoemaker (1993), asset speciali-
zation is an integral part of the value-creation process. Since
acquiring specialized assets from the market or developing
them internally would require time, strategic alliances provide
firms with the option of achieving their objectives faster and
more efficiently. For an alliance to succeed, it is imperative that
allying partners are able to combine their resources to create
co-specialized, alliance-specific assets (Dyer and Singh, 1998).
It must be noted that allying firms are able to create relational
profits and advantage if they combine specialized assets effec-
tively (Dyer and Singh, 1998; Teece, 1987). Dyer and Singh
(1998) point out that “relational rents” come about only when
firms combine assets in a way that leads to effective leveraging
of complementary resources.

The exchange relation is at the core of interorganizational
theories, which is defined as consisting of transactions involv-
ing the transfer of resources between two or more actors for
mutual benefit (Cook, 1977). Several perspectives exist that
define the formation and development of strategic alliances.
Foundations for the development of alliances have been based
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on economic theories such as market power theory (MPT) and
transaction cost economics (TCE) (Child and Faulkner, 1998),
as well as resource-based view (RBV), industry structure view,
and the relational view (Dyer and Singh, 1998).

MPT is developed on the underpinning that firms succeed if
they are in a stronger competitive position. Cooperative strate-
gies play an integral role in strengthening the competitive posi-
tion of the firm. Hymer (1972) was among the first researchers to
apply MPT to cooperative strategies in his emphasis of the dif-
ference between offensive and defensive coalitions. The intended
strategy of firms using offensive coalition according to Child and
Faulkner (1998) is to attain competitive advantage by increasing
market share at a faster rate as compared to competition or by
increasing their production and marketing-related costs.

However, defensive coalitions are those that are used to
create/enhance barriers to entry with the objective of securing
the firms” market position and/or to stabilize the industry to
increase profits. The MPT also emphasizes on the economies
of scope through sharing of strategic resources, sharing and
transferring knowledge, rationalizing capacity, and/or shar-
ing risks (Child and Faulkner, 1998). The key underpinnings
of this theory is that firms can be successful by choosing to ally
with other firms that have complementary resources enabling
partnering firms to gain competitive advantage in terms of
time (faster) and cost (cheaper).

This is similar to the industry structure view suggested by
Dyer and Singh (1998), which attributes the mechanism of
preserving profits to industry entry barriers that stresses on
government regulations and production economies/sunk costs.
The RBV on the other hand identifies scarce physical resources,
human resources, technological resources, financial resources,
and intangible resources as the source of supernormal profits,
which is similar to the value chain underpinnings of coopera-
tive strategies suggested by Child and Faulkner (1998).

The relational view purported by Dyer and Singh (1998) is
based on the complementarity of the pooled-in assets of allying
firms. From such a perspective, the primary sources of super-
normal profit returns are relation-specific investments, interfirm
knowledge sharing routines, complementary resource endow-
ments, and effective governance. The mechanisms that preserve
profits in the case of relational view is because of dyadic/network
barriers to imitation, causal ambiguity, time compression dis-
economies, interorganizational asset stock interconnectedness,
partner scarcity, resource indivisibility, and institutional environ-
ment (Dyer and Singh, 1998). The uniqueness of the combined
resources may be a source of sustained competitive advantage
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as compared to individually owned set of resources. Firms will
enter into such relationships if and only if the period of sus-
tained competitive advantage generates rents that can cover
the payback period (Dyer and Singh, 1998). In other words, the
sum of the cost of entering into such relationships and the cost
of owning resources should be lower than the returns that the
firms will benefit by entering into the relationship.

However, TCE delves into the costs related to market trans-
actions (Williamson, 1975). The essence of TCE lies in the
governance mechanism that alliance partners use to trans-
act across markets that lead to the cost optimization related
to managing and governing alliance-specific transactions.
Opportunism is considered to be a cost-enhancing factor that
firm’s entering into alliances should protect themselves from
(Williamson, 1985). This factor leads to added costs in terms of
governing the transactions between partners.

There are limitations associated with TCE. It does not take
into consideration that tacit relationship could exist between
partnering firms that is informal in nature. In other words,
according to TCE all transactions are explicit in terms of their
mode of governance/organization, supporting the concept that
markets and hierarchies are the only two forms of governance
mechanisms. Furthermore, the theory supports the view that
opportunism may be a source of concern when two or more
contracting parties seek to benefit from transactions. According
to TCE, the opportunistic behaviour of contracting parties
can be controlled through: (a) formal contracts that explicitly
defines the role each contracting partner in the transaction and
(b) governance mechanisms that controls the actions of parties
involved in the transaction. Yet, the growth of collaboration as
opposed to equity alliances (joint ventures) is an indication of
how informal contracts/arrangements are a source of advan-
tage to firms. Although opportunism is a concern between ally-
ing firms, it decreases as trust develops between partnering
firms and the relationship between networking firms mature
(Chathoth and Heiman, 2004). To understand and interpret the
alliance concept in a better way, it is essential to study the dif-
ferent types of alliances.

Types of strategic alliances

There are two basic types of strategic alliances that include for-
mal and informal arrangements of cooperation. The two modes
used by firms include equity participation and non-equity based
cooperation, which define the nature of the relationship between
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partnering firms. Formal relationships are seen in joint ventures
wherein two firms come together to create a new entity, in which
equity participation from both parties take place. Therefore, joint
decision-making in the new venture becomes the basis of effec-
tive management in such an alliance. Non-equity mode of alli-
ance formation leads to cooperative arrangements which result
in collaboration entailing informal relationships rather than the
use of formal governance methods.

Child and Faulkner (1998) proposed a taxonomy of alliance
forms, which entails three factors that influence alliance for-
mation. They are: scope, size, and entity. Scope is determined
by the motive of the partnering firms to form the alliance. It is
a function of the type of resources the partnering firms decide
to combine to achieve their objectives. The scope of the alli-
ance could range between two extremes, that is, focused set of
objectives and activities to complex set of objectives entailing a
wide range of activities.

The size of the alliance can range from two to several part-
ners. An alliance that involves more than two partners is called
a consortium, which is effective when more than two firms’
resources are required to create competitive advantage. The alli-
ance entity ranges from joint ventures to collaborations depend-
ing on how the alliance partners seek to manage the networking
relationship between them.

Collaboration is appropriate when task uncertainty exists
between the partnering firms of the cooperative venture, flexi-
bility between the partners is essential to maintain the effective-
ness of the collaboration, and there are no distinct boundaries
between the collaborating firms (Child and Faulkner, 1998). An
important element of collaborations is that they are based on
trust between partnering firms. This results from the aware-
ness that both firms are better of trusting each other in the
partnership. The opportunistic behaviour of partnering firms
does not come into play in their relationship, as this may be an
impediment to the realization of individual firm’s objectives.
Moreover, collaborations are a result of matured relationship
between firms with a clear understanding of each other’s long-
term objectives, behaviour, and culture. Hence, firms with little
understanding of each other’s way of functioning will not seek
to use collaborations.

Contractor and Kundu (1998) in their study of global hotel
firms highlight the difference between joint ventures and col-
laborations. While studying various entry modes into inter-
national markets ranging from joint ventures to non-equity
contracts, the authors found that non-equity contracts or collab-
orations have low transaction cost with a potential for higher
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rent generation. Such alliances use revenues to calculate firms’
returns. However, joint ventures use bottom-line profits to
assess the firm’ returns. While explaining this further, Chathoth
and Olsen (2003) point out that Contractor and Kundu’s (1998)
study provide a basis to understand the difference between col-
laborations and joint ventures in terms of measuring the rent/
profit generating process. They point out that “collaborations
are measured by the revenue it generates, as the marginal cost
associated with it is not significant; while joint ventures are
measured by the profit it generates because the allying part-
ners create a new entity which has a significant cost component
attached to it” (p. 423).

Alliances are categorized based on vertical and horizontal
collaborative arrangements. Ghemewat et al. (1986) categorized
alliances as either “x” or “y” based on such arrangements.
Vertical collaborations are “x” alliances, in which allying part-
ners specialized in different functions, whereas, horizontal
alliances are “y” alliances, in which the alliance partners spe-
cialized in similar functions. Vertical or x collaborations are
seen in alliances between buyer and seller firms, while compet-
itor alliances depict horizontal or y type collaborations. Other
categorizations are based on functional arrangements between
partners. For instance, Pucik (1988) categorized alliances on
technological relationships, co-production agreements, sales
and distribution networks, product development ventures, and
joint ventures.

The strategic alliance process

The development of an alliance entails a process that involves
several stages. As stated previously, the fundamental princi-
ple of the alliance concept is based on the fact that distinctive
resource(s) of one company when held in combination with that
of another creates a set or bundle of resources that add more
value than when the resources where held in isolation. This
raises the barriers to imitation and is a source of competitive
advantage for the alliance partners. The strategic positioning as
a result of combined resources is the key to the value-creation
process for alliance partners. The alliance process stems from
firm needs that can be met through various alternatives. The
firm’s decision to use alliance as a strategy is the first step to
the alliance formation.

Child and Faulkner (1998) state that the alliance decision
should be based on the firm’s strategic orientation even if it
does not have the capabilities to carry the strategy forward.
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This is why pursuing alliances with firms that have capabilities
to accomplish the goals would be beneficial to the firm. The
ability in terms of scale (assets), technology, market access, and
other factors that lead to competitive advantage are essential
components of screening while selecting partners (Porter and
Fuller, 1986). Hence, screening becomes an important factor
in the pre-alliance phase. Criteria identified as essential while
selecting partners include strategic and cultural fit (Child and
Faulkner, 1998). Strategic fit is the value creation resulting from
combining resources, and the synergistic effects ought to be
superior to the competition. Cultural fit, on the other hand, is
the ability of partners to cope with each other’s cultural dif-
ferences. The key to such a fit lies in the willingness of alliance
partners to compromise when they differ in orientation and
action related to the joint activities undertaken.

Organizational screening results in a clear understanding
of where synergies among partners exist, and which partner
would be able to contribute more to the overall objectives of
the alliance. The step following screening is organizational
complementarity (Dyer and Singh, 1998). This step forms the
basis of identifying the mechanisms of access to each other’s
resources and the benefits related to the resource complemen-
tarity. According to Dyer and Singh, the degree of compatibil-
ity among partnering firms related to systems, processes, and
culture impact the value-creation process. Research in this
domain suggests that decision process, operating systems,
and culture are important factors in developing organizational
complementarity. Strategic complementarity is related to the
potential combinations of resources to tap future opportunities
while revealed complementarity reflects the outcome related
to joint activities undertaken in the past (Doz, 1996). It should
be noted that identifying complementarity among prospective
partners’ resources forms an essential part in the partner selec-
tion phase of the alliance.

Governance mechanisms sought during the inception and
development phase of the alliance will impact the rate at
which the alliance moves forward. Opportunism could be an
impeding factor in the progress of the alliance at the outset.
Firms may choose a formal governance structure to closely
monitor the actions of its partners. A more informal struc-
ture might develop as the alliance matures resulting from the
development of trust (Chathoth and Heiman, 2004). This may
lead to the development of informal contractual relationships
among partnering firms.

It must be noted that organizational cultural similari-
ties influences the type of contract employed in the alliance.
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Firms that have similar cultural characteristics tend to use
equity joint ventures (EJVs) as compared to contractual joint
venture (CJV) and vice versa (Tallman and Shenkar, 1994).
Furthermore, the use of EJVs over CJVs is more likely when:
(a) the parent firms involved in the alliance are from more
individualistic national cultures as compared to collectivist
national cultures, and (b) there is greater scope for sharing
organizational skills than specific technologies. CJVs could
be used in alliances wherein trust becomes the basis of devel-
oping the relationship, and when partnering firms use lower
level of control to monitor each other’s actions.

Dyer and Singh (1998) summarize the benefits of governance
mechanisms in an alliance, which they point out is best when
informal governance modes are used to manage alliance-specific
transactions. This is attributable to: (1) lower marginal costs,
and (2) difficulty of imitation. On the other hand, the limita-
tions of such a structure are that they take considerable time to
develop and that the partnering firms are exposed to the risk
of opportunism that may potentially emanate if safeguards to
protect themselves from partner’s opportunistic behaviour are
low. However, it is essential to note that the development of
trust between partners forms the key to alliance success on the
long run (Chathoth and Heiman, 2004).

The alliance creation process is summarized in Figure 10.1. As
depicted in the figure, the alliance creation process starts with
the decision to pursue alliance as a strategy. Once this decision
is made, the alliance creation process could then proceed to the
next step, which pertains to developing a plan that identifies
the long-term objectives of pursuing the alliance strategy with
a given partner. The search criteria could be specified subse-
quently that pertain to the business objectives related to the alli-
ance strategy.

The process of finding suitable alliance partners could begin
once the above aspects of alliance formation are in place.
Similarity theory suggests that firms with similar strategic
focus form alliances with each other (Insch and Steensma,
2006). This is possible if information is available for decision-
making related to alliance partner selection. For this to hap-
pen, firms seeking an alliance should use various sources to
obtain information. Once a suitable partner is identified, the
negotiation and contract development phase (if applicable)
could be initiated. During this phase, firms discuss the govern-
ance structure and control mechanisms related to the alliance.
It should be noted that alliances that succeed in the long term
are able to combine both formal and informal control mecha-
nisms as part of the governance structure.
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Figure 10.1
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The alliance creation process.

Alliances in the hospitality industry

Alliances in the hospitality industry have grown from contract-
based equity alliances to non-contract based relational alliances
(Chathoth and Olsen, 2003). Many examples of alliances exist
within the hospitality industry to support this. Contract-based
alliances could be seen in a management contract or franchising
wherein one partner allies with another partner while combin-
ing strategic resources. Examples include management contracts
developed by Hilton Hotels and franchising contracts developed
by Holiday Inn, subsequently emulated by competing firms that
include leading hotel and restaurant firms such as Marriott,
Hyatt, Accor, Intercontinental Hotels, Best Western, McDonald’s,
KFC, and others. These firms have pursued management and/
or franchising contracts as vehicles for growth globally.
Alliances have been used as vehicles for market access by
companies in matured as well as growing markets. For instance,
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a marketing alliance within the Asian context includes The Taj
Group of Hotels and Raffles International. The main objective
of this alliance was to create access to market for both firms
where they do not have a good enough presence (Tata.com).
A similar alliance was established between the Oberoi Group
and the Hilton International as well as the ITC-Welcomgroup
(Indian Tobacco Company) and Starwood Hotels. Other exam-
ples of marketing alliances in the hospitality industry include
the alliance between Starwood Hotels and Vacation.com. This
alliance was created to provide Vacation.com’s members with
access to Starwood Hotels products, which, according to the
President and CEO of Vacation.com, provides “initiatives and
incentives for our member agencies to promote and sell more
hotel accommodations” (m-travel.com).

Other examples of marketing alliances include Le Meridian
and Nikko Hotels. These hotel firms initiated a marketing
alliance strategy with the focus on improving their book-
ing system so that the customers could be provided with a
worldwide “one-stop” option (Chathoth and Olsen, 2003).
Yet another example of a marketing alliance that uses tech-
nology to create synergy is the Global Hotel Alliance. The
objective of this alliance is to offer a “greater choice and
enhanced recognition to customers in a growing collection of
hotels, managed by individual, regional brands, which are
respected in their home markets for reflecting and respect-
ing local traditions and culture through their hotels” products
and services” (globalalliance.com). This alliance has brought
together seven prominent hotel brands that include Dusit
Hotels & Resorts; Kempinski Hotels; Landis Hotels & Resorts;
Marco Polo Hotels; Omni Hotels; Pan Pacific Hotels and Resorts;
and The Leela Palaces and Resorts. This also provide the ally-
ing firms with a more global access to markets while at the same
time providing customers with a one-stop internet site that
provides customers and travel agents with attractive prices
and access to all member hotels” products, while providing them
access to airline products as well. Some of the member hotels
have also recognize each other’s guest recognition programs,
which provides customers with the convenience of accumulat-
ing points and using them across these hotels.

A similar example that compares to the Global Hotel Alliance
in terms of strategy is the Luxury Alliance. This alliance
although similar to the Global Hotel Alliance in terms of strat-
egy differs in scope as it brings together hotel, rail, and cruise
companies in this technology-based marketing alliance to pro-
vide customers with a wide range of travel options in the lux-
ury hospitality product segment. The companies participating
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in this alliance include The Leading Hotels of the World, Relais &
Chateaux, and the Orient-Express Hotels, Trains and Cruises
(Luxuryalliance.com).

The alliance between Cendant, Marriott, Hyatt, and
Starwood that came into being in the late nineties is an example
of a consortia-like agreement. This agreement brought about a
reservation system to compete with on-line travel intermediar-
ies such as Expedia and Travelocity (Cline, 2000).

Co-branding has been used by hotel and restaurant com-
panies as an alliance strategy. Some examples include the alli-
ance between Doubletree Hotel Corporation and the New York
Restaurant Group as well as the alliance between Four Seasons
Hotels and the Bice Ristorante (Strate and Rappole, 1997). Other
examples of co-branding include the Renaissance Hotels and
Starbucks, Hilton and Neutrogena, and W. Hotels and Bliss.

From a historical perspective, alliances have been used
as vehicles to address labour shortage issues. As seen in the
1996 Hospitality Business Alliance between the Educational
Foundation of the National Restaurant Association and the
Educational Institute of the American Hotel & Motel Association
to address the US hospitality workforce development. Such
examples provide support to the thesis that alliances are effective
in addressing issues in all domains and functions of business.

Implications and conclusion
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Strategic alliances are considered as vehicles of growth that pro-
vide partners with access to each other’s resources and capa-
bilities so that they could address their weaknesses and threats.
In today’s global economy, it is essential that hospitality firms
use alliances to access markets globally. Acquiring resources or
developing them internally may be a more costly option which
could be done away with if alliances are pursued.

As discussed in the preceding section, more and more alli-
ances are being formed that have made it easier for the customer
and the provider alike to create a customized and complete
travel experience. Through the effective use of alliances, pro-
viders are able to understand and take care of customer needs
better while at the same time being able to reduce costs and
manage their business in a better way.

For hospitality firms to be able to use this vehicle of growth
in a more efficient and effective way, core concepts related to
how alliances are created and maintained over a prolonged
period of time is of the essence. Due to a high failure rate of
strategic alliances observed by scholars in the business field, it
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Introduction

Resource allocation decisions are tactical methods to imple-
ment organizational goals and objectives. These allocations
are tied to firm action plans and policies that impact organi-
zational structure, and, ultimately, performance. The basic
concepts of resource allocation decisions and organizational
structure are at the heart of an ongoing debate fundamental to
management theory. Resource allocation decisions represent
the strategic choice perspective. Central to the strategic choice
perspective is the notion that management has a substantial
amount of latitude in making strategic decisions about the
future direction of the organization and its structure includ-
ing how to respond to a variety of environmental pressures,
changes, and other influences (Child, 1972; Pennings, 1975).

The influence of organizational structure has a connection
to the roots of organizational theory. Initial work in this area
emphasized the imperative of bringing together human and
physical resources in a profitable manner (Wren, 1994). Early
arguments support the notion of a structural-environmental
determination of strategy. Apart from strategy, this school
of thought proposes that organizational structure is a com-
plex play of variables including culture, values, the past and
present functioning of the organization, and an organization’s
history of success and failure (Hall and Saias, 1980). These cen-
tral arguments have fuelled an academic debate over strategy
versus structure in the strategic management literature for
more than four decades (Amburgey and Dacin, 1994; Chandler,
1962; McWilliams and Smart, 1993; Miller, 1986).

The question of how to structure an organization along
with the causes and consequences has been studied from indi-
vidual, group, departmental, unit, and organizational per-
spectives. Early studies point to the idea that organizational
structure provides both a limiting factor for organizations (i.e.,
there are limits to our ability to successfully implement strat-
egy due to our structure) and its impact in relation to strate-
gic choice (i.e., strategic leaders” ability to design structure to
adapt to strategic needs).

While issues relating to resource allocation decisions and
organizational structure are many, this chapter provides a dis-
cussion of its application for firms in the hospitality industry.
First, we provide an overview of the current thinking regard-
ing resource allocation decisions and organizational structure
in the general and hospitality literatures. The application sec-
tion considers resource allocation decisions and organiza-
tional structure issues for entry into a fast-growing foodservice
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business segment. Specifically, the emerging trend of channel
blurring between retail and foodservice will be discussed in
order to demonstrate the impact of level of control considera-
tions, resource availability, and demand uncertainty on struc-
tural decisions. This example highlights issues of key resource
allocation decision for this strategic option. The example also
provides a glimpse at factors influencing structural decisions
such as vertical integration and ownership forms.

Literature review

The review of the literature focuses on the impetus behind the
strategy—structure debate, early findings related to the environ-
ment, and more recent studies on resource allocation decisions
and the relationship with organizational structure.

Traditional strategy—structure debate

The age-old question in this debate is: Which comes first—
strategy or structure? While at first glance this argument may
seem entirely academic, the underlying issue is tied to a cen-
tral concern for practitioners, namely, do we make resource
allocation decisions based solely on achieving what we have
defined as our strategic ends (with the assumption that it will
be possible to achieve the necessary structure to achieve these
ends)? Or, as decision makers, are we severely limited in what
we can actually achieve based on the current organizational
structure and a limited ability to change this structure given
the environment we operate in?

An early study by Chandler (1962) provided a rallying cry
for the influence of strategy and strategic choice on the organi-
zational structure of the firm. While the idea that structure fol-
lows strategy was christened many times by fellow theorists
in the area (Andrews, 1971; Ansoff, 1965; Schendel and Hofer,
1979), a counter-argument developed out of sociology and
organizational theory suggesting that strategy follows struc-
ture (Amburgey and Dacin, 1994; Hall and Saias, 1980). This
perspective argued that strategy grows out of structure, which
in turn leads to the modification of structure. Both arguments
are not without merit; the “structure follows strategy” concept
supports the idea that leaders” actions and planning matter.
The central concept here is that (1) managers interpret envi-
ronment events, (2) they allocate resources to adapt the organi-
zational structure in a fashion that addresses the need for
change, and (3) this change makes efficient and effective use of
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the firm’s resources. In so doing, organizations are able to suc-
cessfully execute its defined competitive methods and achieve
desired performance (Olsen et al., 1998; Porter, 1980).

This idea sounds logical, but as the contingency-determinism
arguments spotlight, structure is a complex mix of variables
that are likely to have substantial effects on possible strategies,
the ability to achieve structural change, and resulting inef-
ficiencies. For instance, Hall and Saias (1980) indicate issues
such as organizational culture pose a structural constraint on
strategic choice as well as a suggestion that structural char-
acteristics filter incoming information used to make resource
allocation decisions by delaying or expediting the transmis-
sion of some types of information over others. As the authors
state: “Once an organization begins to operate, the nature of its
structure limits its perception—both of itself and its environ-
ment” (Hall and Saias, 1980, p. 157).

This basic concept seems to be akin to an organizational-
level version of “bounded rationality” (Simon, 1945) from
the decision-making literature. A strictly rational approach to
decision making has been criticized due to the assumptions
of the “perfectly rational man”: information can be gathered
without cost, the decision maker can be perfectly informed,
the decision maker is perfectly logical, and the one criterion
is economic gain. As Simon (1945) pointed out, managers use
bounded rather than perfect rationality due to a number of per-
sonal, emotional, and contextual factors. Following the ideas of
Hall and Saias (1980), this concept applies to the organizational
level with limits to the type, amount, and use of information
in the resource allocation decision process as well as having
multiple performance interests rather than strictly an economic
incentive.

By using both sides of the strategy-structure argument, logic
would indicate that each side is partially right. Resource allo-
cation decisions that are tied to achieving strategic objectives
are likely to be derived through a complex interaction of vari-
ables based on environment events, physical organizational
structure, and intangible structural elements such as culture,
values, and history. This integrated approach seems to suggest
a fit between external and internal needs as well as the need
of management to consider both context and process in deter-
mining and implementing resource allocation decisions.

While this debate is an interesting one from an academic
point of view, the resolution of this debate in the near future
is unlikely. For practitioners, a helpful outcome of this debate
is an integration of the concepts of contingency theory and
the resource-based view of the firm applied to a hospitality
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service environment. Therefore, the following sections discuss
contingency theory and applicable elements of resource-based
approaches to allocation and structure decisions.

Contingency theory and the impact of the environment on structure

The basis of contingency theory is the idea that there is “no
one best way” to organize (Scott, 1998) and that efficient and
effective resource allocation decisions require creating a “fit”
among the environment in which the firm finds itself, inter-
nal concerns and capabilities, and organizational structure
(Harrington, 2004b; Olsen et al., 1998; Scott, 1998).

The position of contingency theory is not one of contingency
determinism but instead one of structural adjustment. In other
words, the basic proposition by most modern advocates of a
contingency approach is a structural-functionalist position
where structural adjustment to regain fit (SARFIT) is sought
after an acknowledgement of substandard performance. While
misfits among strategy, environment, and structure have been
shown to impact performance (Burns and Stalker, 1961; Geiger
et al., 2006; Harrington, 2004b; Harrington et al., 2004; Lawrence
and Lorsch, 1967), there is little support for the idea that struc-
tural change is an automatic response. This concept rejects the
sole reliance on contingency determinism and strategic choice
but instead defends the complex interplay between strategy—
structure and the context in which the firm operates (Amburgey
and Dacin, 1994; Harrington, 2004b; Hill and Hoskisson, 1987).
For instance, Harrington (2004b) found a relationship among
the external complexity, internal complexity, and firm perform-
ance. This finding indicated a tacit response by many execu-
tives across 18 industries to match the internal complexity with
the external one (Ashmos et al., 2002). By so doing, firms were
able to achieve above-normal returns—a key objective of strate-
gic management (Harrington, 2004b).

A related concept from the hospitality literature is the
co-alignment principle (Olsen et al., 1998). Olsen and colleagues
describe this principle as an all-encompassing underpinning
of strategic management. The basic idea is that environmental
forces drive change in the firm’s environment. Leaders chose
competitive methods to take advantage of these forces (rep-
resenting opportunities or threats for the firm). These choices
require resource allocation decisions that impact organizational
structure; ultimately, these changes and choices impact firm per-
formance. If these choices co-align with environmental change
and firm structure, the results will provide the firm with a sus-
tainable competitive advantage (Olsen et al., 1998).
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At first glance, this overview appears to imply that strate-
gic choice advocates and contingent determinists are talking
in circles. In reality, the concepts of the co-alignment principle
and the structural-functionalist arguments may be two sides of
the same coin. Thus, while the explanation of the co-alignment
principle is presented from a strategic choice perspective
and the structural-functionalist view from a contingency and
organizational theory perspective, both arrive at similar con-
clusions regarding a process of fit and readjustment based on
balancing external and internal needs for determining what
will be achieved, how it will be implemented, and the complex
interplay involved.

Resource-based theory and intangible elements

The resource-based view provides useful concepts because
it moves the strategic choice and structural arguments from
being primarily physical resources and manufacturing based
to greater acknowledgment of intangible elements and the
business-unit level of analysis (Barney, 1986, 1991), both of
which appear more applicable to a service-based environ-
ment such as hospitality. For instance, the unique characteris-
tics of hospitality and other high-contact service firms indicate
potential differences from the normative descriptions of what
“should be” as described in the strategy literature. Contextual
and situational issues such as geographic distribution of units
(Harrington, 2005), size (Byers and Slack, 2001), type of own-
ership (Bradach, 1997; Roberts, 1997), greater difficulty in
predicting the demand curve, and key characteristics that dis-
tinguish services from products (intangibility, heterogeneity,
perishability, and inseparability) (Olsen et al., 1998) have impli-
cations on the general assumptions developed in the resource
allocation decision and organizational structure literatures.

The greater acknowledgement of intangible resources and
activities in the resource-based approach is directly applicable
to the hospitality total experience concept (Harrington, 2004a;
Olsen et al., 1998). Each hospitality experience can be thought
of as a bundle of tangible and intangible products and serv-
ices provided to the consumer. The total experience evolves
from the bundle of resources and capabilities that create a total
“product” or experience that is part of a product-service con-
tinuum (Olsen et al., 1998). Given that much of the service pro-
vided is intangible in nature, firms allocate resources to create
value for the customer and, hopefully, creating a service expe-
rience that is difficult to imitate (Harrington, 2004a).
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Barriers to imitation

In a hospitality business environment, ideas can generally
be quickly copied and imitated by competitors (Olsen et al.,
1998). One reason for this situation is that individual innova-
tions in hospitality are generally transparent in nature and the
resources (whether tangible or intangible) to create these prod-
ucts or services are readily available in the marketplace. Two
methods of creating barriers to imitation established in the lit-
erature relate directly to the creation of barriers in hospitality:
asymmetric information (Barney, 1986; Williamson, 1985) and
causal ambiguity (Reed and DeFillippi, 1990).

Asymmetric information is described as competitors having
difficulty in obtaining information on costs or other areas of
expertise in the marketplace. Hence, if competitors (or network
members in the branded foodservice product example) are able
to obtain complete information, they will quickly understand
where and how any competitive advantage arises. Reed and
DeFillippi (1990) described a causal relationship among tacit-
ness, complexity, and human asset specificity with causal ambi-
guity. Tacitness is defined as know-how that is achieved through
experience and a learning-by-doing approach. Complexity
arises from increases in the number and heterogeneity of tech-
nologies, organizational routines, and experiences in the organ-
izational environment. Thus, imitation through observation
by rivals is limited, and increased complexity safeguards firm
information from being expropriated as rivals recruit employ-
ees. Human asset specificity is the specific deployment of firm
resources in obtaining and developing human resources with
specific knowledge and capabilities. Tacitness, complexity, and
human asset specificity are proposed to have both direct and
interaction effects on ambiguity. Therefore, all three of these ele-
ments should create higher ambiguity in relationships and ulti-
mately heighten barriers to imitation by industry competitors
(Harrington, 2004a).

From a marketing perspective, causal ambiguity appears
to be a key driver of intangible concepts such as brand equity
derived through an ongoing, internal tacit process as well as
an ongoing process that impacts customers’ perceptions of
quality and image of a firm’s products and services. Aaker
(2004) classifies brand equity assets as brand loyalty, name
awareness, perceived quality, brand associations in addition
to perceived quality, and other proprietary brand assets (e.g.,
patents, trademarks, channel relationships, and so on).

Examples of foodservice products that have substantial brand
equity assets include McDonald’s (The Big Mac), Burger King
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(The Whopper), The Outback Steakhouse (Bloomin” Onion), and
Dairy Queen (The Blizzard). In these cases, the product name is
a brand on its own. However, it also automatically recalls to the
consumer the brand of the operation relating to the entire bun-
dle of tangible and intangible elements. In a recent interview,
McDonald’s former president supported the notion and impor-
tance of branding relating to both tangible and intangible con-
cepts. Accordingly, a number of elements inherent in a branded
item, such as the Egg McMulffin, protect it from direct duplica-
tion. These include supplier relationships, the implementation
process, location factors, and price-volume relationships.

The strategic process, decisions, and structure

Strategic process

A key consideration in strategy is how the process of strategy
making is formulated, implemented, and evaluated. This ques-
tion is particularly relevant at the point of resource allocation
decisions and the impact on organizational structure. Resource
allocation decisions are at the point of deciding how strategic
ends will be implemented. Several key features are pointed
out in the literature as important to the process and ultimately
the decision outcomes. These features include how the proc-
ess takes place and who is involved in the process (Ashmos
et al., 2002; Brews and Hunt, 1999; Harrington, 2004b, 2005;
Mintzberg et al., 1998; Okumus and Roper, 1999).

The importance of this area of study is the situational connec-
tion among external environmental characteristics, the internal
context, and the impact of the process on desired outcomes.
Thus, a key factor for decision makers in the area of resource
allocations includes decisions on designing a strategic proc-
ess that enhances the likelihood of achieving desired outcomes
and performance. As pointed out in this and other studies, this
decision includes an understanding of the impact of external
factors (such as uncertainty, volatility, hostility, and complex-
ity) (Harrington, 2004a; Jogaratnam and Tse, 2006) and internal
factors (structure [size and ownership], culture, values, etc.)
(Bradach, 1997; Okumus, 2004; Parsa, 1999; Ritchie and Riley,
2004; Schmelzer and Olsen, 1994) in hospitality industries.

Strategic decision making
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Most studies in the strategic decision-making arena are tied
to the notion of a strategic or management choice perspective
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(Child, 1972; Hambrick and Mason, 1984; Olsen ef al., 1998). This
notion indicates that organizational structure and processes are,
in part, a reflection of management’s cognitive interpretation of
contextual variables (both internal and external), thus driving
decisions for the allocation of resources in process issues such
as the complexity of the internal structure (Ashmos et al., 2002).

Roberts (1997) determined that the choice to franchise in
the hotel industry placed limits on managerial discretion and
impacted strategic decision making. Byers and Slack (2001)
studied the strategic decision-making processes used by owners
of small firms in the leisure industry. The study determined that
firms in this business sector used adaptive and reactive decision
making. The reasons given for this approach included time con-
straints, an unwillingness to relinquish control, and the unique
constraint by owners in this sector to “pursue their hobby while
simultaneously operating their businesses” (Byers and Slack,
2001, p. 121). Harrington and Kendall (2006a) found that two
main tactics were used by organizations: middle-up-down
and top-down approaches. In many cases, middle managers
in foodservice firms appeared to serve as boundary spanners
synthesizing information up and down the organization. This
approach was particularly prevalent in an environment of high
uncertainty and when using multiple ownership forms. An
autocratic and top-down management approach was also used
frequently across the foodservice industry (85% of the time in
this sample). Overall, the study provided support for a relation-
ship among management structure needs based on ownership
type (franchise, sole-proprietor, and wholly corporate owned),
number of units, and the task environment.

Because a fit between managerial discretion and the aim
of decision making is generally a desired characteristic, these
findings relate to the need (and ability) to achieve strategic
objectives with the appropriate structure. Overall, the studies
on decision making point to the importance of context on the
decision and the decision process. Specifically, issues such as
uncertainty, complexity, and instability are important factors
to consider when delegating to a resource allocation team or
designing the decision-making process in general.

Organizational structure and service excellence in hospitality

Firms in many service industries understand the importance
of service excellence and its relationship with a competitive
advantage. Service quality can be defined by the customer, and
a variety of industry segments have reputations for providing
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service excellence. For instance, McDonald’s restaurants and
Ritz-Carlton Hotels are two organizations with a reputation for
service quality but the structure and approach at achieving it are
very different. McDonald’s utilizes a very standardized approach
where everything from layout, equipment, and staff behaviours
is tied to standard operating procedures and training systems.
In contrast, Ritz-Carlton Hotels, twice a winner of the Baldridge
Award for quality, use a process that emphasizes empowering all
employees to do whatever it takes to exceed hotel guests” expec-
tations. While two companies” approaches to delivering service
excellence are quite different, so are the organizational structures
that are designed to ensure customers” expectations are met.

Traditional structural characteristics

While every organization is unique in how it is structured,
basic structural characteristics consider vertical and hori-
zontal decisions on the division of labour and coordination
of firm activities. Issues such as span of control, flat or tall
organization, formalization of tasks, and centralization or
decentralization of activities are key structural decisions for
any organization. A key factor tied to a contingency approach
discussed earlier is mechanistic versus organic organizational
structures. Mechanistic structures are characterized be tall-
ness, high specialization, centralization, and formality across
the firm. Organic structures are characterized by flatness (few
hierarchical levels), low specialization of labour, informality,
and a decentralized process. Studies in this area suggest that
firms in a more complex and uncertain environment perform
better when using a predominantly organic structure and
firms in a less complex and stable environment achieve better
results using a mechanistic structure (Burns and Stalker, 1961;
Lawrence and Lorsch, 1967; Harrington, 2004b).

Plural forms and other arrangements
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Several studies in the hospitality literature have suggested
that there is value in designing organizations utilizing mul-
tiple forms at different levels of the organization. Ritchie and
Riley (2004) found the communication role of the multi-unit
manager to balance an organic frontline structure that allowed
employees to deal with operational contingencies while main-
taining a more stable environment at the higher organizational
levels to allow a formal and a more mechanistic structure for
top-down communication of strategies.
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Harrington (2005) used the quick service restaurant (QSR)
segment as an example of the multiple structural form model.
Earlier research indicates that the QSR environment lends itself
to achieving greater efficiency by utilizing a deliberate and fairly
individualistic (top-down) approach. This segment of the res-
taurant industry is more homogenous and, at the segment level,
has been less uncertain. Theoretically, the nature of the organi-
zational form in this segment indicates that a top-down, mech-
anistic approach can be successful. The franchise form should
allow a top-down approach from the corporate level to individ-
ual units specifying product specifications, service levels, and
marketing campaigns. This general proposition is supported by
earlier research findings. Parsa (1999) determined that increased
levels of profits for franchises in the QSR segment were asso-
ciated with the use of Bourgeois and Brodwin’s (1984) change
model; this model was described as a predominately top-down
strategy-making approach. Bradach (1997) found that QSR firms
use a plural form to manage the restaurant chain and strategy-
making processes. While the literature portrays the corporate-
franchise structure as one of bureaucratic managers versus local
owner-operators, Bradach (1997) found the arrangement to be
generally a “large monolithic hierarchy (a company arrange-
ment)” and “a federation of semi-autonomous small hierarchies
(a franchise arrangement)” (p. 285). Therefore, a use of multiple
models appears to enable firms to leverage company strengths
of controlling and providing overriding directions for the firm.
The strengths of franchise units are in understanding the needs
of local markets and having a willingness to champion ideas up
the chain to top management (Bradach, 1997). This finding sup-
ports the value of multiple ownership structures with implica-
tions on resource allocation decisions and processes.

In addition to a variety of ownership structures and tradi-
tional organizational forms, several other contemporary organ-
izational structures have emerged due to changes in national
borders, technology, and demographic shifts. Key contem-
porary organizational structures are described as network—
virtual and modular. A network organization is a structure that
facilitates the sharing of assets necessary to deliver the finished
product or service that lie within the various members of the
network rather than within one firm. A virtual organization is
also a network but one that is a constantly changing independ-
ent group that shares the skills, knowledge, costs, and access
to each other’s markets (Johns and Saks, 2005; Miles and Snow,
1992). A modular organizational structure is one that performs
a small number of core functions internally and outsources any
non-core functions to other specialists and suppliers (Karim,
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2006). While the nature of network and virtual organizations
require that they give up much of their control, the modular
organization maintains complete control over strategy and
objectives (Dess et al., 1995).

A synthesis of the literature instils several prominent points.
First, the overwhelming evidence appears to support the con-
cept of achieving a fit or co-alignment among firm strategic
ends, resource allocations, and organizational structure. This fit
does not appear to happen automatically but instead appears
to be a tacit skill developed through experience. Ultimately,
a co-alignment among these elements provides firms with
higher performance. This enhanced performance is due to two
main areas: (1) greater likelihood of successful implementation
through the use of specific knowledge and an understanding
of organizational culture, values, and history effects and (2) the
utilization of organizational forms that adapt to the needs of
an uncertain environment across and within the organization.

Practitioners and researchers should consider relation-
ships at a variety of levels to appropriately operationalize the
resource allocation process across the firm. For instance, due
to the aforementioned characteristics in hospitality (i.e., a com-
bination of multi-unit firms and independent operators, a vari-
ety of ownership structures, widely varying organizational
sizes, and geographically dispersed business units), it seems
likely that firms will utilize multiple models of the strategy-
making process simultaneously based on the context and
organizational level. Ritchie and Riley (2004) found that lower
levels of the hierarchy in multi-unit service firms was where
organizations coped with uncertainty in the environment,
shielding the uncertainty from higher levels of the organiza-
tion. Bradach (1997) found that QSR chains utilized multiple
forms of management in the strategic process to simultane-
ously balance a need for control and adaptability. This finding
illustrates the need to utilize a more adaptive approach at the
unit level to maintain flexibility and use a more traditional,
top-down approach at the corporate level of a firm to maintain
control and linear strategic direction (Harrington, 2005).

To illustrate these points, resource allocation decisions on the
restructuring of McDonald’s over the past few years have been
driven by many of these factors. First, in regards to ownership
structure, McDonald’s leadership wrestled with the fit and bal-
ance between a franchised and corporate-owned restaurant
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mix. In the U.S. market, McDonald’s typically has an 80/20
(80% franchised and 20% company owned) ownership struc-
ture. Internationally, the structure is about 40/60 (40% fran-
chised and 60% company owned). As stated by the recent
president of McDonald’s “I began strategically to say that in
my opinion internationally we should have more of our opera-
tors run our restaurants because the presence of an on-premise
owner operator is the most effective way to build the brand in
that community. This is difficult because the profitability to the
company [McDonald’s]—if the restaurants are run well—the
profit is greater when we own it. So, when I went to our team
and said here is an idea, there were a lot of raised eyebrows.”
To evaluate this potential restructuring decision, the leadership
at McDonald'’s followed a strategic decision-making process of

1. Analysis—(a) communicate with operators; (b) evaluate
capabilities of operators; (c) analyse the market; (d) deter-
mine who is capable of running more units; (e) determine a
price for each unit that would be competitive, enable them
to do well, and yet provide the company with a good return;
and (f) question employees and suppliers.

2. Financial considerations—implications to the company,
operators, and shareholders.

3. Development of a plan of action.

4. Execution of the plan.

Part of this restructuring evaluation and implementation proc-
ess included utilizing information from operators, managers,
employees, and suppliers as well as assessing the company
and asking questions to determine “what is working” and
“what would you change.” The McDonald’s experience under-
lines the importance of involvement across the organization
and the time commitment in seeing such an endeavour to frui-
tion: spending time in restaurants, time to develop a gut feel-
ing based on experience from visits, training, mentorship and
history working with operators. Much of the process involved
in this turnaround related to building trust and commitment
from all members of the organization. This process provided
greater turnaround success by breaking down barriers to
implementation and avoiding costly mistakes prior to resource
allocation decisions.

In a nutshell, earlier literature and the McDonald’s exam-
ple indicate a need in the resource allocation decision proc-
ess to balance external and internal factors. Further, findings
support the notion that there is no best way to do things and
leaders need to be aware of options. These options include the
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various business options to consider but also process options
on who to include in the process and how much adaptability
is required. Organizational options include traditional organic
and mechanistic forms as well as a variety of ownership forms
to consider (Sorenson and Sorensen, 2001). New organizational
forms of network, modular and other hybrid arrangements,
provide potential opportunities to simultaneously increase
service quality and organizational capabilities and lower costs.

Application: key resource allocation factors

In this section, we focus on key resource allocation factors that
may impact decisions for internal or external implementation
of strategic plans (i.e., structural arrangements). We present
the discussion in the context of decisions related to possible
entry into the branded foodservice product sector of retail.
Specifically, we consider key resource allocation decision fac-
tors for entry in general and then factors that impact organiza-
tional structure decisions.

Restaurant branded products in a food retail environment
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The separation between restaurant and grocery store food has
slowly dissolved over the past two decades. With the advent
of the ready-to-eat, prepared food counters in most full-serv-
ice grocery stores and retail super-centres, the retail indus-
try has made inroads into the foodservice market. A report on
global pricing trends described this non-traditional strategy as
“channel blurring” (Ernst and Young, 2004). In this discussion,
restaurant-branded products are defined as food products that
are tied to a specific restaurant brand and are made available in
a food retail (grocery) environment, in other words foods using
restaurant brands that have transitioned from foodservice estab-
lishment to grocers’ retail shelves. Very little research has been
published on this contemporary food topic. Thus, the purpose of
the discussion in this chapter is to consider the resource alloca-
tion implications for foodservice firms entering the retail arena.
Figure 11.1 provides a framework of key issues to consider
when making resource allocation decisions in this area. The
framework is based on our research on this topic drawing on
earlier studies and in-depth interviews of knowledgeable exec-
utives involved with this segment of the foodservice industry.
In evaluating the resource allocation options in this area, res-
taurant operators need to evaluate intangible resources such
as their firm’s branding, brand equity, and brand awareness to



Resource allocation decisions and organizational structure

Figure 11.1

Branding
brand equity and awareness

!

Retail viability

!

Internal versus external
implementation issues

!

Barriers to entry: costs and process

Key issues in the branded foodservice product decision.

determine the value added of their branded products (Aaker
(2004)). Additional issues directly related to determining
resource allocations include retail viability, internal versus
external implementation issues, and barriers to entry (costs and
process).

Resource allocation decision—step 1: evaluating a fit with strategic
ends and brand equity

As foodservice operators consider entering the branded food-
service product market (retail), it appears imperative to con-
sider the strategic ends of the organization as well as the
realistic value of its brand, brand equity, and brand awareness
prior to entry to determine whether benefits of a brand exten-
sion are probable. Aaker (2004) describes brand extension ben-
efits as having five main characteristics:

1. Enhancing the brand’s visibility and image. Placing the brand
in another setting can be a more effective and efficient brand-
building approach than spending money on advertising.

2. Changing a brand image. If a brand needs to broaden or
shift its associations in order to support strategic initiatives,
moving the brand into a new area may be the most convinc-
ing way to do that.

3. Providing a way to maintain relevance by creating competi-
tive entries in emerging product markets that would be dif-
ficult or impossible to enter without an existing brand asset.
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4. Inhibiting a competitor from gaining or exploiting a foot-
hold in the market. Thus, an extension can be strategically
defensive and be worthwhile even though it might struggle.

5. Providing a source of energy for a brand, especially a brand
that is established and a bit tired.

By using the built-up, intangible equity in a brand, a foodserv-
ice operator should be able to leverage this equity to create more
opportunity and, possibly, more revenue. This type of leverage
is not dissimilar to the use of tangible assets such as cash, equip-
ment, or property. The extension of the brand is one way to lev-
erage the consumer awareness and loyalty into new or existing
markets in which the firm may not currently be competing. If
the brand equity is strong enough, the idea is that consumers
who are loyal to the brand, or at least aware, should follow into
this new market. The idea of “channel blurring” is a direct result
of brand extension. The practice of private label branding and
an extension of the branded foodservice retail product provide
an opportunity for many operators to extend the value of their
brand. To determine the potential benefits of this strategy, food-
service operators need to consider a variety of issues based on
the tangible and intangible resources they have at their disposal.

Many companies have determined not to enter this area and
focus on their foodservice operations exclusively. In the case
of McDonald’s, the leadership has decided not to enter the
branded foodservice retail market while many of their quick
service competitors have (e.g., Taco Bell). McDonald’s explains
the decision based on alignment and accountability issues.
They believe everyone’s focus should be on “improving the
customer experiences” of their more than 33,000 restaurants.
The McDonald’s brand strategy is to focus on things such as
clean restrooms, relevant building design, new food offerings,
and friendlier service rather than external products tied to its
brand equity. Of course, the purchase of Boston Market by the
company has provided a strong foothold in the branded food-
service product arena—but it is a brand clearly separated from
McDonald’s (interestingly, Boston Market branded foodservice
products are achieving more success than the restaurant con-
cept on which the brand was founded).

Therefore, leaders in the foodservice industry considering
entering this area should answer the following questions: What
is the strength of our brand equity? Will branded foodservice
retail products provide a viable brand extension for the firm?
What are the potential benefits? Further, in attempting to answer
these questions, leaders should first determine who should be
involved in this decision process based on knowledge, insights,
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and expertise, then design the resource allocation decision proc-
ess integrating the desired involvement levels to increase the
likelihood of achieving the best solution, successful implemen-
tation, and organizational support (Butler, 1997; Harrington and
Kendall, 2006; Nutt, 1989).

Resource allocation decision—step 2: retail viability

In order to fully comprehend the retail food market and deter-
mine retail viability of a restaurant food product, the current
competition between national- and private-label food prod-
ucts needs to be considered. Based on the interviews of gro-
cery executives and operators, food retailers appear to view
all products as either a national brand or a private label. One
interviewee, director of operations for a large retail food
group, indicated that the creation of private labels in the late
1970s and early 1980s gave more control to the retailers in the
area of product mix and allowed them to respond to consum-
ers’ needs. This branding paradigm shift nearly two decades
ago created a situation where retailers could offer a wide range
of products and product lines at competitive prices rather than
having product development, pricing, and product mix dic-
tated by a handful of large multinational manufacturers.

For retailers, one apparent advantage is the store brand; the
store brand carries with it a substantial amount of brand equity
as many consumers develop loyalty to a particular grocery
chain. The residual effect of this increased loyalty is less compe-
tition based solely on price and an increase to the bottom line for
the grocery chains. Interviewees indicated that the margin on
private-label products is more favourable than that on national
brands due to much lower marketing costs. This consensus was
supported in the study by De Wulf et al. (2005). In the study, the
researchers compared consumer perceptions of national brands
versus private-label products. Their study confirmed that, “the
common belief that private label products can offer the same or
better quality than national brands, but a lower price ...” and
that “store patronage has an influence on perceived brand equity
of store versus national brands (De Wulf et al., 2005, p. 223).

Interviews indicated that food retail professionals consider
branded restaurant food products to be a part of the private
label group because the margins of these products are, typi-
cally, greater than the national brands. This appears to be due
to the fact that many of the branded foodservice products are
not totally controlled by the traditional manufacturers but
instead can be joint ventures between product development
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consultants and the foodservice operator. However, retailers
suggested that each foodservice branded product might be dif-
ferent in regards to manufacture, control, and profitability. In
the case of the United States-based Carlson Restaurants’ casual
foodservice chain (TGI Friday’s), the retail products that bare
their name and logo are manufactured by several large multi-
nationals including Heinz and Diageo; in this particular situ-
ation, consumer response and relations are also handled by
these organizations. Therefore, the ability for Friday’s to con-
trol the customer experience is limited using this format.

According to a large chain restaurant media representative,
the company has some latitude with regards to product devel-
opment but, for the most part, the arrangement with manufac-
turers is a royalty payment for use of the restaurant concept
name and logo. This limits the chain’s liability and resource
output to zero—making any revenues derived from royalties a
positive cash flow. Access to information due to confidentiality
makes it impossible to understand the total relationship between
this restaurant group and the manufacturers. However, if the
control of these retail products rests with these large national
brand producers, the likelihood of these products being con-
sidered private label would be greatly decreased. Therefore, the
determination of whether a branded foodservice retail product
is considered a private label depends on the relationship struck
by the stakeholders involved: foodservice operators, product
development consultants, R&D team, and manufacturers.

The relationship between McDonald’s and Newman’s Own
provides an interesting twist to this retail viability scenario.
In this case, McDonald’s co-branding with Newman’s Own
assisted in creating brand equity for their salad products by
bringing in a well-known name from the retail grocery sec-
tor. McDonald’s implemented a new product line of food-
service salads in their restaurants originally called “salad
shakers.” They had done extensive research to determine a
number of elements that were being done correctly but there
were still several issues that were limiting the success of this
new product line (issues with the price point, packaging, and
disbursement of the salad dressing for greater eating quality).
While McDonald’s has longstanding equity in products such
as McMulffins and French fries, until the not-too-distant past,
it had little equity in the salad business. To address this issue,
the leadership created a co-brand with Newman’s who have
a strong reputation as salad dressing experts using natural
ingredients and sustainable practices. They hoped a relation-
ship with Newman’s would allow them to utilize the brand
equity from Newman’s millions in sales in the retail market
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and create a personality for the McDonald’s salad. This “chan-
nel blurring” in its reverse form has made McDonald’s the
largest produce seller in the restaurant world.

This discussion highlights three main issues for retail viabil-
ity consideration. First, from a retailer’s perspective (particu-
larly with small-to-medium-sized restaurant organizations), the
viability of a branded foodservice product depends on whether
the product can be viewed as a private label, providing greater
profitability for the retailer. Second, from a foodservice opera-
tor’s perspective, there is a need to determine whether a sub-
stantive level of brand equity has been established to warrant
any value added to the consumer. Third, the channel blurring
process can be utilized by taking foodservice products into the
retail sector as well as bringing retail brands into the foodserv-
ice sector. While value added for the consumer can result from
a variety of tangible or intangible attributes, in the case of a
branded foodservice item, the value is likely to take the form of
brand awareness tied to perceived quality. Thus, it provides an
increase in pre-purchase consumer confidence and decreases
pre-purchase anxiety (Locander and Herman, 1979).

Resource allocation decision—step 3: internal versus external
implementation issues

This section points out several issues for consideration once
retail viability is determined. Some of these issues include
maintenance of production and marketing control, structural
arrangements, internal knowledge, and a confirmation on
whether the firm has the resources needed to execute. These
resource allocation issues relate directly to decisions on owner-
ship and organizational structure options.

There appears to be a wide range of opportunities for dif-
ferent types of foodservice operations to be involved in the
branding for a retail food product. Based on a review of availa-
ble products and interview responses, it makes little difference
whether the development of the product is from a quick serv-
ice concept, fine-dining, or casual operation. One interviewee,
director of a large food product development company, sup-
ported the idea that one of the most important aspects to be
considered is the equity of the brand and the weight it carries
in the marketplace. But, a second consideration is the nature of
the actual product to be produced, how it fits the brand it will
be labelled with, and how it will ultimately be produced.

The Toronto-based product development company works
with foodservice operators to develop retail food products
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and has worked with many foodservice firms in the past
including Mr. Greek Restaurants, Kernels Popcorn, Pizza Pizza,
Golden Griddle Family Restaurants, and New York Fries. In the
case of product development firms, they attempt to tailor their
relationship to fit the foodservice operator as well as provide
services such as product development, retail services, and out-
sourcing production. A key factor of success in this process is
ensuring that the type of product is consistent with the brand.
For instance, if the consumer cannot associate the type of prod-
uct to the brand it is labelled with, then the extension does not
work. This situation will not provide the consumer with pre-
purchase cues of product quality associated with the brand.

The emergence of R&D and product development companies
working with foodservice organizations provides an example
of contemporary organic organizational forms such as network
and modular organizations. In this situation, foodservice firm
leaders make organizational structure decisions based on who
can do functions and activities most effectively and economi-
cally rather than fixed organizational ties in a traditional organ-
izational chart (Miles and Snow, 1992). This new structure may
take the form of a virtual organization (an alliance of partners
concentrating on what they do best) or modular arrangements
(outsourcing non-core activities to specialists) (Dess et al., 1995).

Our interviews indicated different levels of involvement in
product development, manufacturing, marketing, and retail-
ing. For example, firms such as TGI Friday’s may decide to
have minimal resources allocated to implementation and rely
on the strength of their brand recognition to provide retail
demand. However, many firms (such as Salsateria [a small,
independent Ontario firm]), are responsible for not only bring-
ing the food product to the market but also its distribution. In
case of firms such as LeBiftheque and Montana’s Cookhouse
(causal dining chain operations), distribution control may be
maintained internally while the scale-up, manufacturing, and
packaging of the final product may be outsourced to food
development and manufacturing firms.

What are the reasons for differences in type of involvement?
Our interviewees pointed to several issues that are supported
in literature on macro and micro issues in management, organ-
izational structure, marketing, and innovation (Barkema and
Vermeulen, 1998; Ottenbacher and Gnoth, 2005; Harrington,
2004b).

Figure 11.2 highlights some of the key factors impacting
resource decisions on implementation and structure deci-
sions ranging from exclusively internally derived, to some sort
of joint venture arrangement (ranging from a traditional JV
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Exclusively internal Joint venture Exclusively external

High «— Level of control needed —  » Low
High ————— Available resources — > low
High «—— Knowledge and capabilities —————— » Low

Low 4—F——— Demand uncertainty —_— > low

Figure 11.2
Key factors impacting decisions for internal or external implementation.

of two separate firms joining together to create a separate
entity to a mix of internal and external implementation ele-
ments [e.g., internal product development and external manu-
facture]), to exclusively externally derived (e.g., licensing of the
brand name and logo). These organizational structure factors
are based on the resource allocation decisions of the foodserv-
ice operator and include issues on level of control, resources
and resource commitments, dissemination of information, and
demand uncertainty.

Level of control

The need for control and a fear of dissemination of informa-
tion (i.e., formulas, recipes, or process issues) over the product
and its distribution may, in part, drive decisions to license the
brand, create a joint venture, or create a wholly owned divi-
sion to develop, manufacture, and distribute a branded food-
service product line. When there is a high need in one or more
of these areas, foodservice operators are more likely to con-
sider internal implementation in the areas of product develop-
ment, manufacture, and distribution.

This control issue is, in part, related to the resource-based
view of barriers to imitation. In the branded foodservice prod-
uct arena, brand image and equity are key factors driving bar-
riers to imitation by competitors, alliance partners, or retail
chains copying products in the marketplace. Sustainability
of brand equity is related to the idea of causal ambiguity and
stems from concepts such as tacitness, complexity, and human
asset specificity. Given the intangible aspects of brand equity,
it stands to reason that these concepts are important in height-
ening barriers to imitation in foodservice operations as well
as branded foodservice products. One interviewee pointed
out the importance of control and managing everything from
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product size, ingredients, packaging, and positioning during
the product development testing and implementation phases.
Therefore, organizational structure decisions should be influ-
enced by not only the level of control over tangible elements of
the branded foodservice product but also more intangible ele-
ments such as tacit processes and human asset specificity that
may provide sustainable brand equity and ultimately a compet-
itive advantage. As pointed out by one McDonald’s executive,
organizational structure and control is “a constant yin-yang,
a constant process of giving and taking, a constant working
together, sacrificing for the good of the whole.” Hence, these
decisions may need to be dynamic and adaptable over time.

Awailable resources

A second issue in this decision is whether or not the firm has
the resources to commit this venture (e.g., knowledge, know-
how, facilities, network, access to distribution channels, time,
and finance). As with level of control and information dis-
semination, when a foodservice firm has a high (or low) level
of available resources and the knowledge and capabilities to
implement (or if available in the marketplace), firms are more
(or less) likely to use primarily internal avenues to implement
a branded foodservice product.

In addition to internal limitation considerations, the firm
should consider existing or potential relationships that could
be utilized to maximize the benefits for all parties in rolling out
branded foodservice products. These relationships can be with
suppliers, education facilities, agricultural research centres,
or other entities that can be utilized for sharing a variety of
resources or capabilities. In some cases, even competitors can
evolve into networks for resource sharing. For example, com-
peting firms might share staff members with expertise for spe-
cial events or projects and may form cooperative agreements
for purchasing or marketing purposes (Harrington, 2004a).

Demand uncertainty
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A final area presented in Figure 11.2 to consider is the uncer-
tainty in the demand for the branded product. This issue
appears to be an important element to consider with its ulti-
mate implications on risk versus return relationships (Barkema
and Vermeulen, 1998; Buckley, 1983). Many foodservice firms
have developed elaborate “test sell model” or similar processes
that simultaneously work out the bugs of implementing new
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products along with determining demand levels once fully
rolled out. As one executive indicated, new products have to
go through a rigorous process that averages about 8 months
in length. This process reduces the enormous risk involved.
Managerial responsibilities of foodservice leaders in the prod-
uct development area evolve into a “constant lifecycle of man-
aging opportunity and managing risk.”

In order to ensure a stable level of demand, a key considera-
tion in the distribution in a food retail environment is getting
the product on the store shelf and in front of the consumer. For
many operations, the cost of getting the product to the store
shelf can be prohibitive. Depending on the agreement with the
specific retailer, a fee may be required just to get the product
on the retail shelf. Our interviewees indicated that this fee can
range from $25,000 to $50,000 for shelf space, assuming there is
store space available. In North America, the average-size gro-
cery store carries somewhere between 8000 and 10,000 differ-
ent products at any given time. The shelf space is designated
for products of large multinationals such as Kraft and Nestle.
Therefore, our interviews revealed the difficulty of independ-
ent foodservice operators obtaining the shelf or freezer space to
display branded foodservice products. Furthermore, not only
it is challenging to place the restaurant food items on the store
shelf but the specific location within the shelves is also very
critical for high sales. For this reason (in addition to stakehold-
ers for development and manufacture), interviewees empha-
sized the importance of utilizing a manufacturer or consulting
company with a network and connections to successfully trans-
fer a branded foodservice product to the retail setting.

Thus, the level of vertical integration (both forward and
backward in the supply chain) by a firm involved in the process
of bringing a branded foodservice product to the market will
depend on the product and situation. In some cases, such as
Salsateria, the vertical integration of all aspects from concept to
final distribution will be appropriate for the consumer and the
firm. However, if the foodservice operator intends to distrib-
ute the product on a larger scale, all elements of the process are
open for outsourcing or integrating within the firm.

Resource allocation decision—step 4: barriers to entry

Barriers to imitation have been discussed above but traditional
barriers to entry ideas are relevant in the branded foodservice
product decision. The barriers to entry for a foodservice opera-
tor can be divided into two categories: costs and process. In
terms of cost barriers, cost issues are multifaceted. In addition
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to the costs described above in getting a product on the shelf,
there are a variety of costs associated with development and
manufacturing that can be substantial.

One critical issue pointed out in our interviews in bringing
foodservice products into the retail market is addressing gov-
ernment regulations. The amount of regulation depends on the
scope of the production and the area that the products will serv-
ice. For instance, if the production is limited to an individual state
or province, the state, province, or municipality will regulate the
process. An example is a state health department or provincial
ministry of health. However, if the goal is to distribute nation-
ally, federal agencies will become involved in everything from
inspection and food safety enforcement to nutritional labelling.
In the United States, food safety and inspection issues may cross
several organizational boundaries including the U.S. Department
of Agriculture (USDA) and the Food and Drug Administration
(FDA), whereas in Canada, the primary agency is the Canadian
Food Inspection Agency (CFIA). Therefore, an additional barrier
to entry for nationwide distribution is expertise in these issues.

According to one manager of product development, the
cost of recipe and process development can run $25,000 or
more. However, for large international endeavours, this cost
can reach several hundred thousand to several million dollars.
There are further major costs for those operators who decide
to handle production themselves. First is the cost of setting up
and running a separate line, specifically for the production of
retail products. The production of these products is fundamen-
tally different from a typical foodservice environment. One of
the main differences is the use of fresh ingredients. While fresh
ingredients are a recognized standard in most restaurant kitch-
ens, shelf life and recipe modification take centre stage in cre-
ating most branded foodservice products. Recipe modification
requires different equipment than that normally used in restau-
rants such as packaging, quick cool down, and large-scale pro-
duction equipment. Other cost factors include storage for raw
and finished goods inventories as well as the extra staff required
to produce these products. Because most foodservice operators
are not equipped (either financially or with expertise) in these
areas, most enter into agreements with other companies who
specialize in developing and producing retail food products.

Challenges and benefits

One of the challenges alluded to earlier is the loss of con-
trol that a foodservice operator may have to concede to get a
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Conclusion

product to the retail market. Ultimately, any quality problems
will reflect badly on the entire foodservice brand—not just to
the retail product. For instance, if the company produces a
branded foodservice product for an operator and the consum-
ers become ill, the outcome would affect the foodservice oper-
ation without much recourse in regards to brand equity.

Foodservice operators need to weigh the financial and con-
trol risks with the potential benefits. As Aaker (2004) indicated,
many benefits in his explanation of extending a brand into a
new product market include increasing the brand’s visibility,
providing energy for the brand, and broadening the brand into
consumer areas that may not have been achievable previously.

A good example of the implementation and realization of
these benefits is the placing of Lick’s Homeburger products in
the Metro Group grocery stores across Ontario. While Lick’s is
strictly a Toronto regional restaurant chain, the branded food-
service product offerings provide exposure across the province
and give Lick’s a platform for potential future growth with an
already-established branded product line. A second benefit uti-
lized by Lick’s is marketing the brand across both retail and
foodservice products. In the case of Lick’s retail products, a
coupon is included in most of the packaging to drive business
to the foodservice locations. An added benefit of this market-
ing campaigning is that it allows Lick’s to track the crossover
between the retail and foodservice operations. Of course, the
final benefit is the potential for revenue and profits. In many
cases, much of the financial risk can be absorbed by the man-
ufacturers and processors of the products with a foodservice
operator receiving royalties for the use of its brand if the organi-
zational structure is set up in this fashion. The implicit benefit to
this process, in addition to revenues from the retail product line,
is the increased advertising in the form of keeping the foodserv-
ice name in front of the retail consumer on an ongoing basis.

Resource allocation decisions provide the answer to “how”
strategic goals and objectives become implemented. Resource
allocation decisions and organizational structure are at the
heart of the strategic choice perspective with implications on
the future direction of the firm. For practitioners, a helpful out-
come of this debate is an integration of the concepts of contin-
gency theory and the resource-based view of the firm applied
to a hospitality service environment. Thus, regardless of which
side of the strategy—structure argument you might fall into,
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logic and a synthesis of the research indicate that successful
allocation decisions are more likely to be fully implemented
when the complex interaction of variables (e.g., environment
events, physical organizational structure, and intangible struc-
tural elements such as culture, values, and history) are con-
sidered. This integrated approach reveals the need for a fit
between external and internal factors as well as the need of
leadership to consider both context and process in determin-
ing and implementing resource allocation decisions.

We argue that concepts such as the co-alignment principle
and the structural-functionalist arguments are two sides of
the same coin. A close reading of both perspectives imply a
dynamic and adaptable process of fit and readjustment based
on balancing external and internal needs for determining what
will be achieved, how it will be implemented, and what will
be the complex interplay involved. This dynamic component
is particularly relevant given the turbulent, complex, and fast-
paced nature of today’s hospitality business environment.

The application section reveals the evolving and competitive
nature of the retail food market. Manufacturers and retailers
are continuously looking for ways to gain competitive advan-
tage with the practice of using foodservice operations’ brands
as one method of achieving this goal. This business model
creates an alternative paradigm of bringing foodservice prod-
ucts to the market. Instead of the traditional process of large
companies spending substantial amounts on R&D to launch a
product and then even more marketing it, this business model
creates a more collaborative approach utilizing existing know-
how and brand equity.

Based on our interviews, the typical business model
involves the foodservice operator developing a menu item in
the kitchen of its operation, testing it on restaurant guests to
verify the food quality and its popularity. At the same time,
the operator builds the brand of the operation through reli-
able quality, establishing the item as a signature dish. The
retail product consultant or manufacturer then takes this pop-
ular signature menu item and develops it for the retail mar-
ket. Once the product is ready for market, the product expert
uses established connections within the retail industry to
gain access to limited shelf space and sell the product in retail
stores. A key benefit of this process for the product expert and
retailer is a reduced need to promote the new product as a
brand as the product benefits from existing brand equity of the
foodservice operation. In many cases, this provides the retailer
with an increased profit margin over typical national brands.
By leveraging the capabilities of these three main stakeholders
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Introduction

In the past two decades scholars have dedicated a tremen-
dous amount of effort to studying the relationship between
a firm’s performance and its human resource management
(HRM) practices. What has emerged from these studies is
empirical evidence that demonstrate a linkage between a
firm’s HRM practices (core competencies) and performance
that can give it a competitive advantage. However, what has
also become equally clear is that human resource (HR) prac-
tices do not operate independently from each other or from
the firm’s overall strategy. HR practices operate in a complex
system of interrelated parts. This system has become known as
high performance work practices (HPWP) in the area of stra-
tegic human resource management (SHRM). In the hospitality
and tourism management field this system is known as a high
performance people system (HPPS), which characterizes the
unique nature of the hospitality industry.

This chapter outlines the development of a HPPS within
the U.S. hospitality industry and demonstrates those practices
which should be included in a firm’s HRM core competencies.
Firms able to implement such systems possessing complemen-
tary internal fit have been shown to increase the intangible
value of their human capital (employees) and create greater
economic value (Delery, 1998). Such organizations can compete
more effectively in their industry sector. Studies on HPWP in
the service industry have been limited to heavily regulated
firms such as banking. These results, however, have limited
validity for the hospitality industry which is heavily influenced
by customer-driven preferences, trends, and market forces.
Therefore, a HPPS for the US hospitality business containing
different practices than those develop for the manufacturing-
based HPWP system is outlined in the following chapter.

Literature review
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There are two streams of literature that are relevant to the dis-
cussion of HPPS to be reviewed. The SHRM literature, which
has been developing over the past 20 years and uses the
resource-based view (RBV) of the firm as its foundation. The
hospitality co-alignment model has evolved from the business
environmental literature and is fundamentally concerned with
bringing a firm’s strategy choice and structure into alignment
with its environment. Additionally, other important concepts
and topical areas will de discussed.
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Strategic human resource management (SHRM)

SHRM is a relatively new field in business theory. Deemed
to be a macro-oriented approach of (HRM), SHRM is a blue-
print of HR allocation set to meet the firm’s needs. Wright and
McMahan define SHRM as “the pattern of planned human
resource deployments and activities intended to enable an
organization to achieve its goals” (1992, p. 300). Theoretically,
SHRM focuses on the nature of HR and management deci-
sion impacting a company’s human capital. Strategic and
non-strategic frameworks of HRM represent potential beginning
points for emergent theoretical models for SHRM.

SHRM researchers have been advocates of the theory that
provides support to the relationship between HRM practices,
sustainable competitive advantage (SCA), and firm perform-
ance. Several SHRM researchers such as, Cappelli and Singh
(1992), Wright and McMahan (1992), Pfeffer (1994), Lado and
Wilson (1994), Huselid (1995), Jackson and Schuler (1995),
Becker (1996), Delaney and Huselid (1996), Boxall (1998),
Pfeffer (1998), Schuler and Jackson (2000), Ulrich and Beatty
(2001), Lepak and Snell (2002), and others have directly or
indirectly made attempts to theorize the effects of single or
multiple HRM variables on firm performance. These efforts
have led to the incremental development of the SHRM litera-
ture that stresses the relationships between the HRM work
practices, SCA and firm performance.

There is an emergent body of evidence demonstrating that
“the methods used by an organization to manage its human
resources can have a substantial impact on many organiza-
tionally relevant outcomes” (Delery, 1998, p. 1). The change
of focus on organizational resources is noteworthy in that it
shifts the traditional emphasis in the field from micro HRM
practices to a macro system of practices that the organization
uses to manage its human capital. Imbedded in the discus-
sion of HRM systems is the concept of HPWP. The study of
HPWP and their importance in SHRM, however, has received
less attention in the literature then the traditional HRM issues
(Delery, 1998). Confounding the research on HPWP is a gen-
eral disagreement among researchers on the micro HRM
practices which comprise a HPWP system; there is little con-
currence among scholars with respect to specifically which HR
practices should be incorporated (Guest et al., 2004; Becker,
1996; Rogers and Wright, 1998; Chadwick and Cappelli, 1999).
Becker (1996) identify six key unresolved questions in need
of future study, with the development of an agreed upon set
of HRM practices as the first step. Rogers and Wright (1998)
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deem the next decade to be critical in the establishment of a
clear, sound and consistent construct for firm performance in
the field of SHRM. Indeed, construct development and valida-
tion of measures is fundamental to the progression of model
development (Nunnally, 1978).

The current status of theory on valuating the HR function is
“in its infancy and is seriously hampered” (Lev, 2001, p. 75). It
may be such a complicated concept and influenced by so many
intervening variables that it does not get fully developed for
sometime. However, several studies have posited that there
is a positive link between HR practices and firm performance
(Becker and Huselid, 1998; Becker, 1996, Delaney and Huselid,
1996; Huselid, 1995). In Becker (1996) research, influential HR
practices were designated as “best practices”. The best prac-
tices approach attempts to identify efficient and effective HR
practices through benchmarking among firms. For example,
a company may compare selection processes, benefit pack-
ages, training, compensation, and employee relations practices,
and package those exhibiting appropriate internal fit. The dif-
ficulty with this type of linkage between an individual HR
practice and firm performance is that very few practices
operate in isolation.

The universalistic perspective purports that all HR practices
and associated outcomes are universal across organizations
(Delery and Doty, 1996). In the SHRM field this is the sim-
plest and most straight forward theoretical relationship. What
works in one organization is assumed to work in another
organization. As in the best practice approach, universalisms
look for an HR practice or set of practices that will work in
most if not all firms. Pfeffer (1994) proposed 16 most effec-
tive practices for managing people and reduced the list to 7 in
1998: employment security; selective hiring of new personnel;
self-managed teams and decentralization of decision making
as the basic principles of organizational design; comparatively
high compensation contingent on organizational performance;
extensive training; reduced status distinctions and barriers,
including dress, language, office arrangements, and wage dif-
ferences across levels; extensive sharing of financial and per-
formance information throughout the organization (p. 96).

Delery and Doty (1996) also developed a list of 7 most effec-
tive practices for managing people partly based on Pfeffer’s orig-
inal 16: internal career opportunities; formal training systems;
appraisal measures; profit sharing; employment security; voice
mechanisms; and job definition. Additionally, there are some
empirical studies that have investigated the relationship between
firm performance and HR systems that are worth describing.
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A study by Huselid (1995) evaluated at length the links between
of HPWP systems and firm performance. Huselid used HPWP
as defined by US. Department of Labor (1993) in his study
which include: “extensive recruitment, selection, and training
procedures, formal information sharing, attitude assessment,
job design, grievance procedures, and labor-management par-
ticipation programs, and performance appraisal, promotion,
and incentive compensation systems that recognize and reward
employee performance have all been widely linked with val-
ued firm-level outcomes” (p. 641). Based on a national sample of
nearly 1000 firms, the results indicate that these “practices have
an economically and statistically significant impact on both inter-
mediate worker outcomes (turnover and productivity) and short-
and long-term measures of corporate financial performance”
(p. 635). Huselid (1995) found considerable support for the hypoth-
esis that investments in such practices are associated with lower
worker turnover and greater productivity and business fiscal per-
formance across a wide range of sectors and organization sizes.

In a 1996 study on the impact of HRM practices on percep-
tions of organizational performance Delaney and Huselid
investigated for—profit and non-profit firms to determine if
positive associations exist between HRM practices, such as staff-
ing selection, training and incentive compensation, and firm-
performance measures. In general the findings supported the
view that progressive HRM practices are positively related to
perceptual measures of firm performance. A similar study was
conducted by Huselid et al. (1997) using publicly available finan-
cial data as measures of firm performance. The results support
the hypothesis that investments in HR are a potential source of
competitive advantage; however, the authors conclude there is
still very little understanding of the processes used to achieve
this potential or the conditions under which it is realized.

In addition to the empirical studies aforementioned, several
authors have proposed conceptual and theoretical frameworks
for further exploring this important topic. Wright and Snell
(1998) presented a framework that provides a theoretical founda-
tion for understanding the dual roles of both fitting the HR sys-
tem to the strategic needs of the firm and building the system so
as to enable a flexibility in response to a variety strategic require-
ments over time. The authors contend that firms should promote
simultaneously both fit and flexibility in SHRM to create a SCA.

Although, there have now been multiple studies of the effec-
tiveness of internal fit, very little evidence has come to the fore-
front to suggest that a coherent system of HR practice is needed
and of great consequence (Delery, 1998); this is particularly the
case in the hospitality industry. HR have the potential, in each
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organization, to become a competitive advantage; however, a
major challenge for SHRM research in the next decade “will be
to establish a clear, coherent and consistent construct for organ-
izational performance” (Rogers and Wright, 1998, p. 1).

HPWP systems
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There is an emergent body of evidence demonstrating that “the
methods used by an organization to manage its human resources
can have a substantial impact on many organizationally relevant
out comes” (Delery, 1998, p. 1). The change of focus on organi-
zational resources is noteworthy in that it shifts the traditional
emphasis in the field from micro HRM practices to a macro sys-
tem of practices that the organization uses to manage its intangi-
ble human capital. Imbedded in the discussion of HR systems is
the concept of high performance work practice (HPWP) systems,
also referred to as systems of internal fit. The study of HPWP
systems and their importance in SHRM, however, has received
less attention in the literature (Delery, 1998). Confounding the
research on HPWP systems is a general disagreement among
researchers on the micro HR practices which comprise the HPWP
system (Becker, 1996). Research would seem to imply that not
many managers have the expertise needed or know how to ‘bun-
dle’ or integrate HRM practices into HPWP system that fits the
organization’s particular context and its developing strategies
(Barney and Wright, forthcoming; MacDuffie, 1995). MacDuffie
(1995) takes the standpoint that it is a bundle of HR practices
rather than any single practice that forms an overall HRM system.
Further, MacDuffie posits that it is a single bundle, rather than
multiple bundles, that form a comprehensive HPWP system.
According to Guest et al. (2004):

One of the distinctive features of contemporary HRM is the claim that
some combination of practices has advantages above and beyond
the careful application of specific techniques such as sophisticated
selection, training or job design. Unfortunately, there is little agree-
ment about which practices should be combined to constitute effective
HRM. It seems plausible to expect that theory and empirical research
might lead us towards some kind of answer. (p. 79)

Some progress has been made in conceptualizing the content of
an HPWP system, demonstrated in the emerging agreement that
a HPWP system should be formulated to guarantee that employ-
ees obtain high skills, competence, motivation, and the prospect
to add discretionary effort. The combined outcome should be
value-added performance (Appelbaum et al., 2000; Becker et al.,
1997; Delery and Doty, 1996, Huselid, 1995; MacDuffie, 1995).
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Finally, the empirical research on HPWP systems has pro-
duced results which support the argument that investments in
HR are a potential source of competitive advantage; however,
there is still very little understanding of the processes used to
achieve its’ potential or the conditions under which it is real-
ized. Again, there is a general disagreement among researchers
on the micro HR practices which comprise the HPWP system
and there is little agreement about what practices constitute
effective HRM. It seems reasonable to anticipate that research
might direct us towards some kind of solution, unfortunately
to date; such optimism has yet to be realized.

Sustainable competitive advantage (SCA)

The concept of a SCA emerged in 1984 when Day recommended
types of strategies that could help to “sustain the competitive
advantage” of an organization (p. 32). The actual term “SCA”
was used by Porter (1985) to discuss the generic competitive
strategic typologies firms can possess (low-cost or niche) to
achieve sustainable competitive advantage. However, it was
Barney (1991) who first put forth a formal conceptual definition
by suggesting: “A firm is said to have a sustained competitive
advantage when it is implementing a value-creating strategy
not simultaneously being implemented by any current or poten-
tial competitors and when these other firms are unable to dupli-
cate the benefits of this strategy” (p. 102). Hoffman offered the
following formal conceptual definition, premised in part on the
definitions of each term provided in the dictionary and Barney’s
work (2000): “An SCA is the prolonged benefit of implementing
some unique value-creating strategy not simultaneously being
implemented by any current or potential competitors along
with the inability to duplicate the benefits of this strategy”.
SHRM implies that HPWP systems can contribute to sus-
tained competitive advantage by making possible the develop-
ment of core competencies that are company explicit, produce
multifarious organizational relationships, are rooted in a com-
pany’s history and customs, and create implicit organizational
knowledge (Barney, 1997; Reed and DeFillippi, 1990).

Co-alignment theory

The co-alignment theory conceptualizes the interaction between
the four constructs in the model (Figure 12.1). Co-alignment is
achieved when the four constructs (environmental events; strat-
egy choice; firm structure; and firm performance) are brought
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Environment Strategy Firm Firm

choice structure performance

Figure 12.1

The co-alignment principle.
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into alignment with each other under the organizations over-
arching strategy. The co-alignment theory states: “if the firm is
able to identify the opportunities that exist in the forces driving
change, invest in competitive methods that take advantage of
these opportunities, and allocate resources to those that create
the greatest value, the financial results desired by the owners
and investors have a much better chance of being achieved”
(Olsen et al., 1998, p. 2).

Environmental scanning (ES) is the first of the four pillars of
the co-alignment principle. Pinto and Olsen (1987) defined ES
“as the process of probing an organization/s external environ-
ment for information which may be directly or indirectly rel-
evant to top management in making decisions of a long term
strategic nature” (p. 183). ES is performed at multiple levels
such as remote, task, functional, and firm (Olsen et al., 1998).

Strategy choice is the firm’s purposeful choice of the com-
petitive methods (the second pillar of the co-alignment theory)
that will be used to compete in the market place and which
should be reflective of the organization’s intended strategy.
Competitive methods are bundles of goods and services com-
bined in unique ways so as to produce a sustainable competi-
tive advantage. The entire set of a firm’s competitive methods
is their strategic portfolio of goods and services which should
set an organization apart from its competitors. Slattery and
Olsen (1984) analysed the environment of hospitality organiza-
tions and identified patterns in the relationships between the
environment and the organization.

Firm structure is how the business organizes itself so as
to efficiently, consistently, and effectively allocate its scarce
resources to the implementation of its competitive methods. To
do this, the firm must develop or already posses the core com-
petencies (the third pillar of the co-alignment theory) needed to
carry this out (Olsen et al., 1998). Core competencies are those
things which a firm does well and ideally better than any-
one else. The combination of competitive methods and core
competencies should produce a competitive advantage that
cannot be easily copied or substituted and is sustainable. The
essence of good strategy is to be able to position the firm to
achieve a SCA in one or more areas, which will enable the firm
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to produce above average returns. To do this the firm must
not only be successful in crafting a good strategy, competitive
methods, and core competencies, but the firm must be highly
successful in the implementation (the forth pillar of the co-align-
ment theory) phase of the plan.

Implementation is a process that occurs within the contextual
environment of the firm. The context of each firm is different
and this will affect the process in varying ways. This is part of
the reason that firms are successful in implementation to vary-
ing degrees. Therefore, the implementation of strategy is the out-
come of the actions of the firm within its context as those actions
impact the activities of the process. The main contextual variables
that impact the process according to Schmelzer and Olsen (1994)
are perceived environmental uncertainty, firm structure (deci-
sion making, formalization, hierarchy), and organizational cul-
ture. The process variables that are involved in implementation
are information systems, planning and control, project initiation
style, resource allocation, method of training, and the outcome
variable of rewards. All of these variables can make for a highly
convoluted process and a difficult measurement challenge.

The co-alignment theory’s last construct is that of firm per-
formance measurement, which leads to the feedback and
review loop. West and Olsen (1988) surveyed the foodservice
industry to determine whether the relationship between ES,
in support of organizational strategy, has an impact on firm
performance. The results indicated that higher performing
firms engaged in significantly higher levels of ES than lower
performing firms when grouped by ROS and ROA. The study
demonstrated that companies can improve firm performance
through the use of ES in conjunction with organizational strat-
egy in foodservice firms.

High performance people system (HPPS)

The previous sections described in detail the literature, theory,
and research on co-alignment and SHRM that are the basis for
the development of a construct for the conceptualization of
HPPS in the casual theme restaurant sector of the U.S. hospitality
industry for management. Firms able to implement such systems
possessing universality have been shown to increase the intangi-
ble value of their human capital (employees) and create greater
economic value (Delery, 1998). In Figure 12.2 a conceptual theo-
retical model is presented, which expounds on the relationships
between the key concepts. Additionally, the model was used as
a working theoretical model for the conceptualization of a HPPS
for unit-level managers in casual theme restaurants of the US.
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Figure 12.2

Proposed theoretical model.

The framework for the HPPS model, Figure 12.2, is based
on previous theoretical literature on co-alignment and SHRM
and the findings of exploratory research conducted (Murphy,
2006), which conceptualizes the construct relationships that
produce a SCA in the US casual themed restaurant segment
for unit-level management. Both the dimensions of HRM
work practices and the stakeholder performance outcomes
to measure the investments in work practices are included in
the framework. The model’s design suggests that a decision
to invest in work practices is the result of ES and a strategic
choice to produce a core competency through the use of intan-
gible human capital, specifically unit management. The selec-
tion of specific dimensions in the HPPS construct is based on
interviewee’s scanning of internal and external environmen-
tal forces and reflects the first construct of the Co-Alignment
Model Proposition.

The framework theoretical model is underpinned by the
Co-Alignment Model and thus it is driven by the central thesis
of the Co-Alignment Model. The constructs in the framework
are significantly impacted by environmental forces and a need
for competitive methods and core competencies to align with
these forces to produce a competitive advantage. However,
every framework operates within boundaries, which the
results of this study suggest are the people management prac-
tices or dimensions that comprise a firm’s HPPS construct and
are important to the firm’s value-creation process.

The data from Murphy’s 2006 study indicates that the work
practice dimensions which comprise a HPPS by mean rank are
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Tahle 12.1  Work Practice Dimensions Which Comprise a HPPS by Mean Rank
Work Practice Dimensions Mean Outback
Training and skill development 6.58 X
Information sharing 6.46 X
Employer of choice 6.41 X
Selectivity in recruiting 6.29 X
Measurement of the HR practices 6.21 X
Promotion from within 6.17 X
Quality of work/life 6.09 X
Diversity 6.09 X
Incentive pay based on performance appraisal 5.88 X
Participation and empowerment 5.88 X
Self-managed teams 5.71 X
Employee ownership 5.67 X
High wages 5.63 X

(Table 12.1) Training and Skill Development, Information Sharing,
Employer of Choice, Selectivity in Recruiting, Measurement
of the HR Practices, Promotion from Within, Quality of Work/
Life, Diversity, Incentive Pay Based on Performance Appraisal,
Participation and Empowerment, Self-Managed Teams, Employee
Ownership and High Wages. These are the relevant dimensions
to the casual themed restaurant service industry according to the
study’s results and are represented in the first construct of the
theoretical model (Figure 12.3) labelled SHRM.

According to Huselid (1995), an HPWP system is comprised of
an amalgamation of HRM competitive methods and core com-
petencies, which when combined are capable of producing an
SCA. However, what this study demonstrates is that a restaurant
HPPS is not an amalgamation of competitive methods and
core competencies, but a combination of multiple core com-
petencies in support of the competitive methods. The primary
competitive method (a bundle of goods and/or services) the
HPPS supports is the management team in the casual themed
restaurant. They are an intangible component in the guest serv-
ice experience. The management team is the one that imple-
ments and executes the service plan. They hire and conduct the
training of service staff to ensure a great guest experience and
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Figure 12.3

Theoretical Model of an HPPS for US Casual Restaurant Unit Management * Note: Financial returns
in the model include more than just cash. Financial returns also reflect value creation in market
price and accounting profits.

they are the ones to make adjustments to improve the experi-
ence when necessary. High performing management is rare,
not easily imitable, is value-adding and is difficult to replace.
These are the four essential elements of an SCA, rarity, inimita-
ble, value, and substitutability, according to Barney (1991).

Application

“No Rules, Just Right” is the slogan of the dominant player in
the steakhouse segment of the U.S. casual restaurant industry.
Outback Steakhouse Inc. is a casual dining American restaurant
chain based in Tampa, Florida with over 900 locations in
23 countries throughout North and South America, Europe,
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Asia, and Australia. It specializes in USDA Choice and other
offerings in an Australian-inspired environment. As the name
suggests, Outback Steakhouse has an Australian outback theme,
exemplified by Boomerangs, stuffed crocodiles, maps of
Australia, and paintings by Aboriginal artists. Menu items are
largely named after places and animals in Australia and oth-
ers take their names from pop-cultural references, such as the
Mad Max Burger and Grilled Shrimp On The Barbie. In early
2007 Outback removed some of its Australian flair from the
menu. The New York Strip Steak, Rib-eye, Pork Chops, and
Mad Max burger are some of the more popular menu items
to lose their “Aussie” nicknames. It was founded in February
1988 by Bob Basham, Trudy Cooper, Chris T. Sullivan, and Tim
Gannon. It is owned and operated in the United States by OSI
Restaurant Partners, and by franchise and venture agreements
internationally.

“The most serious issue for employers today, in all indus-
tries, is hiring and keeping qualified and capable employees”
according to Donald Marshack, senior analyst at the U.S.
Bureau of Labor Statistics (BLS) (Pine, 2000, p. 32). The
labour shortage is especially critical in the restaurant
industry, according to the National Restaurant Association
(2002) (NRA) over the last few years operators have consist-
ently identified “finding qualified and motivated labor as
their biggest operational challenge” (p. 2). According to Olsen
and Sharma (1998) white paper on trends in the casual res-
taurant industry, there is no reason to believe that the labour
situation will get any better “in fact, in the developed world
it is likely to become a more formidable task than ever” (1998,
p- 62). In a 1999 People Report survey of 50 hospitality com-
panies, the median cost of turnover for a manager is more
than $24,000 (Pine, 2000). As Dennis Lombardi, executive vice
president of Technomic Inc., told more than 200 HR directors
and foodservice operators at the 15th annual Elliot Conference
“there is so much competition for employees out there, and
we are not the industry of choice” (King, 2000, p. 6). However,
some restaurant companies, including Outback Steakhouse,
have done a good job with their turnover and compensation
packages (Inc. Magazine, 1994). Murphy and Williams (2004)
investigate the current management compensation practices
for the managing partners of Outback Steakhouse and to
identify the relationship between management compensation,
intention to turnover, and core competencies for managers at
Outback Steakhouse restaurants.

Outback does not use traditional methods to recruit gen-
eral managers to operate its’ restaurants instead it relies on an
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industry leading compensation package and a chance to own
a “piece of the action” with low risk to attract experienced
qualified managers. It further tries to boost retention by requir-
ing a $25,000 “buy in” for the GM on their restaurant and hav-
ing the manager sign a 5-year contract. The work schedule
consists of only 55h a week (5-11 h days) to give the man-
ager a chance to have a life and not incur burnout. Further the
manager gets the ability to develop roots in the community
by committing to a 5-year deal. With the turnover rate for all
management positions at only 9.7% the strategy appears to be
working.

The useful life of compensation as a core competency is hard
to determine because of many intrinsic factors. First, when
dealing with people there are as many variables as there are
individuals and predicting how long a restaurant manager
will stay with the firm or in the industry before they burnout
or decide to leave is difficult. Outback Steakhouse has done a
good job of attempting to mitigate this problem so far by per-
forming a careful screening of its” Managing Partners before
they take over the management position (Hayes, 1995). All of
Outback’s managing partners are industry veterans who have
worked in the restaurant business for years. Outback does no
traditional recruiting of its’ managers, in contrast the managers
seek them out because of the potential to be a managing part-
ner and to receive a portion of the profits in a successful res-
taurant and restaurant company. Before a person can become
a managing partner they have to go through a 6-month train-
ing period as an assistant GM and are evaluated as to their
potential to be successful in the Outback system and with the
Outback Steakhouse culture (Hayes, 1995).

This core competency would seem to be easily duplicated,
but so far no other major casual chain has attempted to dupli-
cate the system of bringing in managing partners rather than
general manager “employees” on the scale of Outback. This
has enabled Outback Steakhouse to continue to recruit and
retain qualified management, which is a key to the success of
the concept (Inc. Magazine, 1994). The high compensation and
the continued ability to renew the management contracts every
5 years or find a replacement for the departing manager enables
Outback to maintain this core competency in the present and
far into the future. With the success of this core competency, it
seems that some other large casual theme restaurant organiza-
tions have realize that in order to grow and create value into the
future they need to hire the best general managers and reward
them well in order to continue to strive for excellence in staffing
and operational performance into the future. Thus, new players
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to the casual restaurant industry have been adopting some of
Outback’s practices on a smaller scale.

Outback’s operational management system

Monetary

This for most insiders and outside observers is one of the cor-
nerstones of Outback’s success: the ability to hire and retain
well-qualified restaurant management by providing manag-
ing partners the opportunity to purchase a 10% ownership
stake in the restaurants they operate for $25,000 and requiring
them to enter into a 5-year contract (Hayes, 1995). By offering
this level of commitment and by providing the managing part-
ner with a significant stake in the restaurant (10% of operating
cash flows), the company understands it can attract and retain
experienced highly motivated restaurant managers. The com-
pany also limits most restaurants to dinner only service, which
reduces the hours for managers (5 days and 55h maximum)
and employees. This enables the average managing partner to
earn $73,600 a year in bonuses from cash flow coupled with a
$45,000 base salary for annual cash compensation of $118,600
(Inc. Magazine, 1994). The 13 dimensions of the operational
management system at Outback are: ownership equity stake-
10%; retirement plan; cash flow bonus-10%; base salary $45,000;
stock option 4000 shares vested over 5 years; deferred com-
pensation/end of contract cash out (10% of cash flow for last
2 years times five); medical, dental, and life insurance; vaca-
tion/paid time off; quality of work; status as manager/part-
ner; community association/location; job autonomy; job status
(http://www.outback.com). These key attributes are as follows.

Ownership stake/equity interest: Outback provides managing part-
ners the opportunity to purchase a 10% ownership stake in the
restaurants they operate for $25,000 and requires them to enter
into a 5-year contract. By offering this level of commitment and
by providing the managing partner with a significant stake
in the restaurant (10% of operating cash flows), the company
believes it can attract and retain experienced highly motivated
restaurant managers. After 5 years managing partners can sign
up for another contract and purchase an additional equity stake
in their unit up to 20%.

Retirement plan: The company offers a 401K plan to its’
managers.

Performance bonus: This is the largest part of many managing
partners’ annual income. Managing partners earn 10% of the
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cash flow for the unit in which they are the proprietors. This
equates to an average annual income of $118,600, but can go
over $160,000 in high performing restaurants.

Base salary: The base salary for managing partners is $45,000,
which has remained unchanged for several years since the
early 1990s.

Stock options vested over 5 years: Outback managers receive 4000
shares vested over the first 5 years of their contract. If they choose
to sign up for an additional 5 years more shares are offered.

End of contract cash-out/deferred compensation: At the end of
the managing partners contract they can “cash out” of their
restaurant unit for 10% of the last 2 years cash flow times 5,
or roll the deferred compensation over. With some cash outs
reported to reach as high as $300,000.

Fringe benefits: Medical, dental, life, and disability insurance
benefits are provided for the managing partners as part of
their employment contract.

Paid time off: Outback managing partners receive vacation
and holiday pay as part of their management contract. At the
end of their 5-year contract they receive a 1-month paid “sab-
batical” at the corporate office in Florida where they get to dis-
cuss their future with the principles of the company, relax and
decide if they want to negotiate a new contract with Outback.

Non-monetary
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Quality of working conditions: The company limits the restaurant
to dinner only service, which reduces the hours for managers
to an average of 50-55 h/week and a 5-day work week.

Status as a managing partner of the restaurant: Outback believes
that restaurant managers have a desire to own a restaurant
of their own. So managing partners have their names put
above the entrance to their Outback restaurant labelled as the
proprietor.

Community association/location: The company believes that a
strong community affiliation is important to the success of their
Steakhouses and that managers should have say in where they
work and live. Also the company’s community-based market-
ing plan calls for their managers to develop strong ties with
the community where they live and work.

Job responsibility: Outback managers like most restaurant
managers are responsible for a lot, but even more so because
their equity stake in the company makes it difficult to walk
away if times get tough.

Job autonomy: The outback philosophy is to hire the best
managing partners and make them the captains of their own
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ships while monitoring from afar. This gives the Outback man-
agers a lot of autonomy in running the day-to-day operations
of their units.

Ask someone to define compensation, and depending on
the life experiences of that person, you will get a range of defi-
nitions. The combination of all cash incentives and the fringe
benefit mix that an employee receives from a company consti-
tutes an individuals’ total compensation according to Lawler
(1981). Dibble (1999) expands the definition of compensation
to mean the benefits provided by employers that do not have
to do with earnings or cash. Even benefits such as employee
training and development, though not necessarily viewed by
the employee as compensation, are a substitute for money and
a major cost for employers. Murphy and Williams (2004) study
used a list of compensation items as defined in published lit-
erature about Outback Steakhouse (Table 12.2), company pub-
lished literature and personal interviews with managers with
results by mean rank.

The compensation plan for Outback Steakhouse Inc.’s man-
aging partners has significant positive impact on manager

Table 12.2 Outback Compensation Dimensions by Mean Rank

Outback Compensation Dimensions Mean Std. Deviation
Ownership stake/equity interest 6.56 0.97
Deferred compensation/end of contract cash out 6.17 1.30
Performance bonus 6.16 1.56
Job responsibility? 6.05 1.24
Job autonomy? 6.05 1.17
Quality of work conditions? 6.03 1.31
Status as a restaurant manager? 5.86 1.68
Community association/location? 5.80 1.25
Stock options 5.34 1.90
Vacation/time off 5.03 1.65
Base salary 4.91 1.43
Medical, dental, life insurance 4.56 1.66
Retirement plan 4.47 1.92
4Non-monetary dimensions.
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retention; consequently reducing their intention to turno-
ver to an annual manager turnover rate of 4-5% compared
to an industry turnover average for managers of 27% (Inc.
Magazine, 1994; Ghiselli et al., 2000). This is in accordance with
some of the previous research on manager turnover that the
compensation an organization provides clearly influences the
decision employees make about the organization and turnover
intentions (Lawler, 1987; Mobley, 1982). Additionally, Steers and
Porter (1991) support the premise that companies which offer
the greatest compensation retain the most employees. Steers
and Porter (1991) have found that high reward levels lead to
high satisfaction, which in turn leads to lower turnover. The
results of Murphy and Williams (2004) study would seem to
add credence to the assumption that the compensation plan for
Outback Steakhouse managing partners is a value-adding core
competency considering the low turnover rate and the indus-
try leading financial performance of their restaurants (Garger,
1999; Inc. Magazine, 1994; Olsen et al., 1998).

Outback believes that the compensation plan they offer is
effective in preventing turnover, retaining quality manage-
ment while helping to attract experienced well-qualified man-
agers and gives the company a value-adding core competency
(Inc. Magazine, 1994). The findings of the study shows that
Outback Steakhouse’s managing partners are highly influ-
enced by the compensation package that the company offers
in regards to their intentions to stay with the company. The
findings also demonstrate that the managing partners are
most influenced by the non-traditional attributes of the plan
(deferred compensation, stock option, and ownership stake)
as opposed to the more traditional attributes of compensation
plans (base pay, insurance, and retirement plans). The manag-
ers appear to be overall positively influenced by the compen-
sation plan of Outback. This bodes well for Outback because
these well-developed, non-traditional aspects of their compen-
sation plan are a successful core competency for the company.

The study also indicates the factor that would be most influ-
ential in the managing partner’s decision to leave is a non-mon-
etary element perhaps not addressed by their compensation
strategy, quality of life, and quality of family life. While the
respondents clearly indicated that it is the monetary aspects of
compensation influencing their decision to stay with Outback,
they were also equally clear that it is the non-monetary aspects
of compensation, quality of work, and life that would most
influence their decision to potentially leave. Working 55h a
week, nights, and weekend all the time can start to become bur-
densome for managers (Bureau of Labor Statistics, 2003). The
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lack of time spent with family and friends can start to wear on
managers as they get older. There is also the risk of burnout as
managers decide that they want something more out of life than
just being a successful restaurant manager (Mcfillen et al., 1986).
For Outback to continue to consider its” compensation plan an
industry leader they will need to address these issues in the
future.

The continued superior performance of some of the most
successful restaurant firms, such as Outback and Cheesecake
Factory, has been attributed to unique capabilities for manag-
ing HR to gain competitive advantage (Murphy and DiPietro,
2005). On the contrary, to the extent that people management
systems hinder the development of new competencies and/or
tear down present organizational competencies, they may con-
tribute to firm liability and competitive weakness.

According to Steers and Porter (1991), the research on com-
pensation clearly shows a link between the rewards a com-
pany offers and those individuals that are attracted to work
and stay with a company. In recent years the benefits avail-
able to employees has expanded both in terms of the type of
benefits and the amount. Traditionally, restaurant general
managers were compensated with a base pay and a business
period bonus based on meeting preset goals for revenues and
expenses (Muller, 1999). In general, compensation has been
divided into monetary and non-monetary incentives, but with
the advent of “cafeteria” style plans, where employees get to
choose among a variety of options for a set price, the compen-
sation categories have become blurred. Additionally, employ-
ees that are in high demand are increasingly acting as their
own agents negotiating individual compensation arrange-
ments, much like professional sports players, based on their
employment value to the firm.

An analysis of the key points and difficulties
to be considered

The HPPS framework implies that the internal and external envi-
ronmental forces driving change must be identified by scanning
environmental events to choose the dimensions of the HPPS
construct. The study indicates that there are 13 HRM dimen-
sions applicable to the US casual themed restaurant segment
for management (Table 12.1); Training and Skill Development,
Information Sharing, Employer of Choice, Selectivity in
Recruiting, Measurement of the HR Practices, Promotion from
Within, Quality of Work/Life, Diversity, Incentive Pay Based on
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Performance Appraisal, Participation and Empowerment, Self-
Managed Teams, Employee Ownership, and High Wages are
the relevant dimensions to the casual themed restaurant service
industry. These dimensions were identified as ones being highly
important to the firm and that contain the fundamental ele-
ments of a value-adding core competency.

What has come to light from conducting this study is an
HPPS construct containing 13 dimensions that are posit to pro-
duce an SCA for casual restaurant firms. According to Huselid
(1995), an HPWP system is comprised of an amalgamation
of HRM competitive methods and core competencies, which
when combined are capable of producing an SCA. However,
what this study demonstrates is that a restaurant HPPS is not
an amalgamation of competitive methods and core competen-
cies, but a combination of multiple core competencies in sup-
port of the competitive methods. The primary competitive
method (a bundle of goods and/or services) the HPPS sup-
ports is the management team in the casual themed restaurant.
They are an intangible component in the guest service experi-
ence. The management team is the one that implements and
executes the service plan. They hire and conduct the training
of service staff to ensure a great guest experience and they are
the ones to make adjustments to improve the experience when
necessary. High performing management is rare, not easily
imitable, is value-adding and is difficult to replace. These are
the four essential elements of an SCA, rarity, inimitable, value,
and substitutability, according to Barney (1991).

A restaurant HPPS is different than a manufacturing HPWP
system because its focus is squarely on being a multifaceted
core competency that supports the value-adding manager
competitive method—management is the intangible com-
petitive advantage which oversees the execution of the pro-
duction of outstanding food and service to achieve customer
satisfaction.

In most high-performance restaurant companies, managers
are given the freedom to have control of their work environ-
ment within clearly defined frameworks. As John Denopli of
OSI stated “they are captains of their own ship” and in charge
of their own destiny; “I am here to help them be successful.”
In these work systems managers are more knowledgeable
about their operating environment as they have a clear stake
in the restaurants performance. HPPS recognize managers as
people who are capable of being key contributors to the suc-
cess of the organization. Managers are given an opportunity to
interact in team meetings, joint problem solving sessions, and
information sharing. HPPS and people management systems
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aid in keeping the morale of the employees at high levels. By
involving people, employee involvement systems rest on the
interaction between the tangibles and intangibles.

The casual restaurant service sector does not have all of the
same work practices that were suggested by previous studies
conducted in manufacturing and other regulated industries. Job
Design, Employment Security, and Reduced Status Distinctions
and Barriers that were included in those previous studies do
not seem to apply in the U.S. casual themed restaurant segment
for unit managers according to the research results.

This is an important distinction and a significant finding
of this study. Over the last several business cycles the U.S.
economy has successfully transformed itself from a manu-
facturing economy to a service and knowledge economy.
However, the focus in mainstream accounting practices, aca-
demic business research, and government statistics has not
significantly evolved with this rapidly changing environmental
reality. The future of the U.S. economy clearly rests with the
creation of value through the use of intangible knowledge
works, whose value is hard to quantify and is highly mobile.
Thus knowing what components of an HPPS for intangible,
value creating unit-level restaurant managers are required to
attract and retain, will ultimately add value to the firm.

Performance measures for HPPS

The difficulty in measuring the effectiveness of an HPPS is
its intangibility. Intangibles are qualities in a person or group
of people, especially those in an organizational group, which
affect performance but are not directly quantifiable. They are
often cited as a reason for performance which is surprisingly
better or worse than expected. So, how is the immeasurable
measured? This is the current dilemma with the valuation
of intangibles; although they often far exceed in value “hard
or real assets” in today’s knowledge economy. As previously
stated, this study represents that a restaurant HPPS is a com-
bination of core competencies in support of the competitive
methods. The primary competitive method the HPPS supports
is the value-adding management team in the casual themed
restaurant, which oversees the execution of the production of
outstanding food and service to achieve customer satisfaction.
The normative definition of a competitive method is:

A competitive method is a portfolio of products and services that is
bundled in such a way that it attracts those customers from within the
overall demand curve of the industry (Olsen et al., 2006).
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This definition would not include a value-adding manager com-
petitive method; however, nearly every casual themed restaurant
operator would agree that quality management adds value to
the firm and is hard to find in great supply and highly mobile.
This realization does not necessarily mean that organizations act
on this knowledge by changing their business model to provide
for a HPPS. Therefore, what need to be measured are not the
core competencies, but the competitive method—management.
What an organization really wants to know is whether or not
their investment in a competitive method produces acceptable
returns. Is their investment in core competencies that support a
competitive method worth it? Or should the firm invest its lim-
ited resources in other assets, tangible or otherwise?

So what measures should a casual themed restaurant firm
use? The results of the study would seem to indicate that a
restaurant company use retention, turnover, guest satisfaction,
and operational cash flow for financial performance. However,
not all stakeholders were fully represented in the performance
outcome section of the model (Figure 12.2). The performance
metrics need to be reevaluated to determine if employee sur-
veys need to be part of the evaluation process. Additionally,
in general, the author feels that the performance dimensions
to measure the effectiveness of the work practices and HPPS
do not accurately gage the value of these core competencies.
This study proposes that a restaurant HPPS is a combination
of core competencies in support of the competitive method
(management). What needs to be measured is the competitive
method not the core competencies. To effectively measure all
stakeholders” outcomes in the U.S. casual themed restaurant
industry, retention, turnover, guest satisfaction, operational
cash flow for financial performance, employee quality of work
life, and same store sales should be collectively assessed.

Human capital intangibles
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Baruch Lev (2001), a professor at the Stern School of Business at
New York University, and a leading authority on intangibles, was
commissioned by The Brookings Institution to do a comprehen-
sive study of intangibles in all aspects of business. Dr. Lev wrote
barely two pages on HR intangibles and concluded, “the research
on human resource expenditures (intangibles) is in its infancy
and is seriously hampered by the absence of publicly disclosed
corporate data on human resources” (p. 75). The body of litera-
ture on HR intangibles is deficient and it is difficult to draw any
conclusions from the studies published thus far, especially with
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public companies not required by the Securities and Exchange
Commission (SEC) to disclose significant financial information
related to their employees. According to a recent Business Week
cover story not much has changed over the last 10 years:

Assessing how much bang for the buck companies get from their
spending on intangibles is even harder, especially in the fast-changing
knowledge economy. Take employee training. In the old days, that
required flying people to a teaching facility, which cost companies a
lot of time on top of the cost of the instructors and real estate. Now
online learning and other innovations are driving down the cost of
training. At IBM the training budget fell by $10 million from 2003 to
2004, a 1.4% decline, while the number of classroom and e-learning
hours rose by 29%. Are other companies seeing an equally dramatic
decline in the cost of training? No one knows (p. 55).

The idea that individual worker performance has implications
for business level results has been widespread among scholars
and practitioners for many years (Huselid, 1995). Interest in this
area has recently intensified as academics have begun to debate
that, as a group, a company’s employees can also provide a
distinctive source of competitive advantage that is difficult for
its competitors to imitate. An employment system that creates
a distinct sustainable competitive advantage is an “intangible
asset” and it is not carried on the balance sheet, as are traditional
assets (plant and equipment). Bill Gates was quoted in an article
in the Journal of Business Strategy Review “Our primary assets,
which are software and our software development skills, do not
show up on the balance sheet at all” (1999). Intangible assets are
now worth on average three times more than firm’s hard assets,
according to the Harvard Management Update Newsletter
(Wagner, 2001). Microsoft, for example, reported in 2000 that it
had revenue of $23 billion, physical assets of $52 billion, and a
market capitalization (number of outstanding common stock
shares times their price) of more than $423 billion. That leaves a
spread between intangibles and tangible assets of eight fold.
“As innovation accelerates, it is increasingly difficult to meas-
ure the source of wealth. The three biggest measurement head-
aches are human capital, healthcare and computers” (Rohwer,
1999, p. 263). Human capital is basically the ability of employ-
ees to generate economic output through the application of
their education, knowledge, and skills; it refers to employees’
know-how, capabilities, skills, and expertise. “The best known
indicator of human intellectual capital value is market to book
value” (Dzinkowski, 2000, p. 93). The difficulty with this valua-
tion is that there is no distinction as to what part of the intangi-
ble value is representative of human capital and what belongs
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to other intangibles (trademarks, etc). The other complex issue
is that stock market valuations are so volatile and book value
of assets does not always represent their true worth. On Friday
July 26, 2002, in the midst of a severe stock market slide, Tyco
International announced that it had hired Edward Breen, the
former president of Motorola, to be its new CEO (Eisiner, 2002,
p- C1). Tyco’s stock shot up 46% that day, worth $7.5 billion in
market value, while at the same time Motorola’s stock declined
$2.5 billion, a $10 billion swing due to the departure and arrival
of one man. Is this a demonstration of the power and value of
human capital intangibles ... or just due to some wild market
forces? Most likely the cause is a little of both.

Intangible valuation
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According to David Norton, co-developer of the balanced score-
card, the greatest anxiety today for business executives in the
new economy is that “human capital is the foundation of value
creation” and they do not know how to create, measure, keep it,
or ultimately value it (Becker et al., 2001, p. ix). Top-level man-
agement realize that they are in a battle for talented employees,
but they only seem to know how to manage their human capi-
tal like operating costs, something to be cut when the budget gets
tight (Becker et al., 2001). The outcome of this paper for intangi-
ble value is the advancement of a model to demonstrate the eco-
nomic value of an HRM intangible dimension and ultimately
an HPPS; and additionally to demonstrate why restaurant firms
should invest in HRM as a strategy to develop core competencies
that produce economic value-added (EVA) for the firm. Intangible
EVA is the potential and ability of employees to add additional
value above and beyond the cost of the products and services
they create while engaged in work activities or work-related
activities. “The best known indicator of human intellectual capital
value is market to book value” (Dzinkowski, 2000, p. 93).

There are lots of intangibles that have the potential to
create value, including skilled employees, specialized training
and development, intellectual property, business processes, cus-
tomer intimacy, corporate culture, brand equity, and many oth-
ers that do not show up on most balance sheets. Businesses and
investors have to understand how to identify the intangibles
that contribute to the creation of value; how to measure them
to understand the nature of the value they create; and how to
improve their value to measurably grow the bottom line. CFOs,
COOs, and CEOs are already approaching this challenge from
multiple fronts, which is reflected in trends like business intel-
ligence and the balanced scorecard—initiatives that hinge on
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mapping business processes directly to corporate strategy.
Unfortunately, few HR managers are sitting at the strategy table
to represent HR'’s value, because the HR value-creation process is
not fully understood or causal.

The fundamental driver shaping current trends in corporate
strategy is a shift in how the value of a business is measured.
Until the early 1980s, up to 75% of the market value of a busi-
ness was defined by the tangible assets that appeared on the
balance sheet. Today, that number is less than 25%. “Gone are
the days when businesses can afford to view people purely as
costs. In the 21st century knowledge economy, people must be
seen as wealth and capability generators who can profoundly
affect market appeal, reputation, and performance. How well
businesses measure and then improve know-how greatly
influences how successful they are. When it comes to measur-
ing know-how, no one metric or approach can meet all pur-
poses. Several areas commonly explored in existing reporting
on intangible value include customer capital, human capital,
intellectual capital and relationship capital. Without doubt, the
area of measuring business know-how (intangible assets) is
undergoing fundamental change” (Allister, 2003, p. 1).

There are numerous concerns with this problem; however,
they all can be summarized in two simple statements. How
comfortable can the executives be when they cannot iden-
tify, and therefore cannot control 90% of the firm’s value?
Additionally, as value and risk are two sides of the same coin,
how comfortable can other stakeholders in the firm, specifi-
cally, investors and regulators, be when the leadership cannot
identify the major sources of value, and degree of risk?

In the “New Economy,” growth is no longer driven predomi-
nantly by investments in physical assets, but by investments in
intellectual, organizational, and reputational assets. Growing
discrepancy between the important role of intangibles on firm’s
growth and the ability to identify, measure, and account for
those assets is a serious potential problem for a restaurant firm.

Concluding comments

The restaurant industry employed an estimated 12 million
people in 2005, making it the nation’s largest private sector
employer providing work for nearly 9% of those employed in
the US. (http://www.restaurant.org/research/employment/).
Many restaurant companies have learn to view their employees
from a new perspective, as strategic human capital which pos-
sesses intangible assets (knowledge, experience, skill, etc.) that
are valuable to the firm. Industry reports and actions suggest that
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restaurant company’s business performance improves and the
state of their restaurant workers is raised when these companies
implement adopt this strategy. The industry as a whole needs to
break-free of the out dated HR paradigm of high turnover and
low retention of employees, which is costing the industry billions
in replacement costs, lost productivity, service quality, employee
know how, and experience (Pine, 2000). Gordon (1991) concluded
that “corporate cultures, consisting of widely shared assump-
tions and values, are, in part moulded by the requirements of the
industry in which they operate” (p. 410). The foodservice indus-
try, and more specifically the restaurant segment, is subject to
Gordon’s exact proposition that the industry norms shape the cor-
porate culture/thinking of individual entities, when it comes to
valuing employee retention and experience. Many of the individ-
ual firms in the restaurant industry are still stuck in a paradigm of
giving to their employees as little as possible, because that’s how
the business traditionally made money in the past. Those organi-
zations still practicing that mode of HRM operation will need to
undergo a fundamental change in philosophy in order to harvest
the full potential of their employee’s intangible value.

For hospitality executives to effectively use a co-alignment
strategy they clearly must begin with an effective ES process
that does more than just benchmark competitors for ideas to
mimic. Executives must proactively search out ways in which
to gain a SCA and compete in the future. Currently, the most
prevalent strategy in the industry appears to be that of unit
growth. However, at some point in time the restaurant industry
will reach a saturation point. Currently there is one restaurant
for every 350 Americans. How much further can the industry
grow? Those companies that are going to be successful in the
future will need to be in co-alignment with the environmental
realities of slower unit growth and will have to seek more effec-
tive ways to grow profit. They will need to develop new com-
petitive methods and core competencies such as comprehensive
HR systems that will yield sustainable competitive advantages.

While past literature in business strategy has consigned the
HR function to the implementation stage of strategy, current
theoretical approaches argue that HR and the organizational
systems that develop them can generate a SCA (Becker, 1996;
Barney, 1995). While some classic strategy theory takes a strate-
gic choice view, and suggests that companies select a “generic”
strategy to compete in the environment in which they find
themselves, recent theorists have viewed organization strategy
from a RBV of the firm, arguing that businesses develop SCA
only by creating value that is rare and not easily imitated by
the competition (Penrose, 1959; Wernerfelt, 1984; Barney, 1991;
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The perennial question of any business is “How does an
organization add value?” Value can be defined from many dif-
ferent perspectives and may result from tangible and intan-
gible factors. Principal stakeholders include shareholders
(investors), customers, and employees. Shareholders typically
measure value in terms of economic return on their invest-
ment based on some level of perceived risk. For customers,
value is assessed in terms of a price—value relationship; that is,
how much they received in terms of product and services for
the price they paid. For employees, value is measured by sal-
ary and by the intrinsic rewards of the job. Yet, one of the most
elusive questions with respect to information technology (IT)
is “How can value be measured?” This question is especially
important given the growing costs, capital intensity, and com-
petitive requirements to invest heavily in IT and is the subject
of this chapter. Hospitality business professionals must be able
to successfully answer this question to create compelling busi-
ness cases, to evaluate and make appropriate strategic and
resource allocation decisions, measure and monitor the success
of IT projects, and hold IT staff accountable.

IT typically ranks among the top five investments of most
organizations, yet one of the least understood areas of the busi-
ness (Lutchen, 2003). The prevailing attitude shared by many
business executives is that IT overpromises and under-delivers
(Betz, 2006). In the words of Maizlish and Handler (2005, p. 9):

IT investments represent a profound hole in companies. There are
no other investments within a company that occupy such a large and
growing expenditure yet lack disciplined management, processes, and
performance measurements.

As a result of assertions such as these and other factors (e.g.,
the Sarbanes—Oxley Act), corporations recognized the need
for increased scrutiny and accountability of their IT function
and now experience tremendous pressure to achieve tangible
and sustainable results (Weill and Ross, 2004). Adding fuel to
the fire is the polemic debate Nicholas Carr created in 2003
regarding the strategic importance of IT in business (Carr,
2003). His controversial article calls into question the value
IT plays in firms and its ability to create competitive advan-
tage. While there are merits to some of his arguments, it is dif-
ficult to imagine any hospitality business operating in today’s
complex and competitive environment without the use of IT.
IT is an essential ingredient to any hospitality business and
an important part of any organization’s competitive meth-
ods (Piccoli, 2004). Moreover, the IT requirements of today’s
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marketplace are raising the level of investment and manage-
rial skills required to compete successfully. What is important
to note from Carr’s article is that IT alone is insufficient in pro-
viding strategic value. What matters is how IT is used within
organizations and what it enables. The value of IT can only be
realized when it is well aligned with business strategy, when
business processes are transformed to take advantage of IT,
and when people are able to use IT and the information it pro-
vides to act in ways that competitors cannot (e.g., to do things
faster, better, different and/or cheaper than competitors).

In order for a firm to achieve advantages and value from
IT requires complementary relationships among the firm’s
resources and capabilities. Mata et al. (1995) refer to this as the
resource-based view of the firm. According to their work, a
company achieves competitive advantage through the culmi-
nation and convergence of a series of events, resources, experi-
ences, and underlying management processes. In other words,
competitive advantage is the result of not only how a firm com-
petes (i.e., the strategies and competitive methods selected) but
also the assets it has in which to compete. There is no one con-
tributing factor but rather a series of ingredients or idiosyncratic
resources that, when combined, provide a competitive edge in
the marketplace. Plimpton (1990) terms this hidden competitive
edge as the “X Factor.” For many organizations, the integration
of software applications and IT with the organizational struc-
ture provides the source of competitive advantage (Adcock
et al., 1993). Because of its tacit nature, the competitive advan-
tage and its contributing factors are difficult to identify and,
therefore, hard to duplicate. The resulting competitive advant-
age can then be sustained for as long as it remains inimitable
and not obsolete, a period that is becoming shorter all the time
in today’s hypercompetitive marketplace. Because sustain-
ability is difficult, firms should look to creating a sequence of
advantages over time (Wiggins and Ruefli, 2005).

The literature is rich in examples of successful IT applications
and their contributory role in a firm’s success. For example, the
work by Hiebeler et al. (1998) highlight best practices in 40 well-
known and leading firms, including several from the hospitality
industry such as Walt Disney, Ritz-Carlton, and Hyatt Hotels.
In almost all cases, these authors recognize IT, either explicitly
or implicitly, as a critical success factor and contributor to what
makes companies stand out among others in their industries. IT
is often deployed to help organizations grow revenues, cut costs,
improve management decision making and controls, enhance
guest services, and facilitate information reporting and commu-
nications. What the literature is less clear about, however, are the
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direct contributions provided by IT and a formula for success in
how executives decide to invest in IT, the methods they employ,
and the criteria they use to evaluate and select the appropriate
investments, particularly in the hospitality industry. Strategic
IT planning and investments have a long history of beleaguer-
ing industry professionals (Caldwell, 1998; Post et al., 1995;
Applegate et al., 1996; Dreyfuss, 1995; Liao, 1994; Laberis, 1994;
Diebold, 1987; Sprague and McNurlin, 1986; Parsons, 1983). It is
believed that these problems result largely from the lack of suit-
able measurement tools, techniques, and criteria, not from any
theoretical shortcomings (Saunders and Jones, 1992).

On the surface, IT investment decisions seem straightfor-
ward. All projects should be accepted that add value to the
firm. In reality, however, the process is much more complex
due to the difficulties in defining and measuring value and the
expected and actual contributions provided by IT. It does not
help that in many firms, spending on IT is viewed as discre-
tionary and, therefore, among the first to be reduced during
times of capital rationing (Antonucci and Tucker, 1998). The
decision-making process is further complicated by subsequent
issues such as build versus buy (or hybrid) decisions for soft-
ware and lease versus buy decisions—which add to the dimen-
sions of the analysis.

Investment in IT is important to nearly every aspect of an
organization since it impacts customer service, transaction
processing capabilities, employee performance, and so on.
Surprisingly, however, many executives are ill-prepared to
make sound decisions regarding IT investment and strategy
(Weill and Broadbent, 1998; Weill, 1991). Executives’ inability
to effectively estimate cash flows, timing, and an IT project’s
useful life increases the uncertainty—and, hence, the risk—
surrounding each investment. Consequently, they tend to shy
away from important IT investment decisions, but when they
do chose to select an IT project, the results are often mixed
despite their best efforts. Commonly published statistics for
IT across industries suggest that upwards of three-fourths of
all IT projects are late, over budget, or unable to deliver the
proposed functionality (O’Brien, 1997) or offer no appreci-
able business returns (Neelakantan, 1996). The hospitality
industry’s track record as a whole with respect to IT is, at best,
mixed and adds to management’s scepticism towards IT.

Practices rooted in traditional capital budgeting methods

The most common approach to IT investment is the capital budg-
eting process, which relies on traditional financial measures and
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the evaluation of cash flows based on the time value of money
using discounted cash flow techniques (Bacon, 1992). General
limitations to capital budgeting theory as it applies to invest-
ments in IT include: (1) a false assumption that all cash flows are
known (ie., that they can be predicted and quantified), (2) an
invalid pretence that all contributions from IT (both good and
bad) can be quantified, expressed in monetary terms, and meas-
ured by financial criteria, and (3) failure to account for organiza-
tional and behavioural factors (Bacon, 1992; Hubbard, 1999). The
shortcomings of discounted cash flow techniques in particular are
as follows: (1) benefits not easily quantifiable tend to be ignored;
(2) financial analysis focuses mostly on cost displacement (i.e.,
labour and material savings) and tends to omit strategic impli-
cations such as new products and services or enhancements to
existing ones; (3) in situations involving high perceived risk,
unjustly high hurdle rates (rates of return) are set to compen-
sate; (4) opportunity costs for forgoing an investment or IT
project tend not to be considered, (5) analysis tends to be biased
towards short-term returns, and (6) IT investments tend to
pervade an organization and rely on interactions among different
IT investments and different departments within the organization
(Clemons and Weber, 1990; Weill, 1991).

Unfortunately, popular financial models such as net present
value (NPV) and discounted cash flow analysis are inadequate
for estimating the financial benefits for most of the technology
projects under consideration today. While the hospitality indus-
try has disciplined models and sufficient history to determine the
financial gains or success of opening a new property in a given
city, it lacks the same rigorous models and historical data for
technology, especially since each technology project is unique.
Although this problem is not specific to the hospitality industry,
it is particularly problematic since the industry tends to be tech-
nologically conservative and unwilling to adopt new technol-
ogy applications based on the promises of its long-term merits
if it cannot quantify the results and calculate a defined payback
period. When uncertainty surrounds the investment, when the
timing of the cash flows is unpredictable, and when the invest-
ment is perceived as risky, owners and investors will most likely
channel their investment capital to projects with more certain
returns and minimal risk. Thus, under this thinking, technology
will always take a back seat to other organizational priorities
and initiatives. Efforts must be made to change this thinking and
develop financial models that can accurately predict and capture
the financial benefits derived from technology.

Until recently, most technology investment decisions have
been considered using a support or utility mentality that stems
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from a manufacturing paradigm. Under such thinking, busi-
ness cases could be built around an application or technolo-
gy’s ability to reduce costs or create labour savings. However,
management’s attitudes towards technology have been shift-
ing in recent years. The more technologically savvy hospitality
companies are looking to IT to build strategic and competi-
tive advantages. These types of investments yield results over
time, and seldom in the short run. This is problematic among
owners and investors who demand more immediate results.
Moreover, it is difficult to quantify and calculate the tangible
benefits of technology when it is used for strategic purposes.

Sabherwal and King (1995) identify five decision-making
processes: planned, provincial, incremental, fluid, and political.
In the hospitality industry, it seems that there are six prevailing
philosophies regarding IT investment. All projects tend to fall in
one of the following six categories: (1) essentialness to survival,
(2) an act of faith (or gut feeling) that an investment will prove
beneficial to the firm over the long term, (3) projects with an
intuitive appeal and seemingly obvious outcomes, (4) projects
that are required or mandated (either by law, by regulation, or
by top management), (5) a response to moves by competitors
to achieve parity or protect market share, and (6) paralysis by
analysis in situations involving high degrees of risk and uncer-
tainty, perceived or actual.

More often than not, decisions related to IT tend to be made
on an ad hoc basis because of the difficulties in evaluating
IT investment decisions and judging their strategic benefits
in advance of implementation (Antonucci and Tucker, 1998;
Farbey et al., 1992; Clemons and Weber, 1990; Diebold, 1987).
In many firms, formal justification procedures simply do not
exist, and where they do exist, they are not always followed or
enforced; instead, a project champion is left to determine the
approach(es) deemed appropriate and sufficient to gain project
approval and funding (Farbey et al., 1992). With respect to
overall IT budgeting, firms tend to use simple approaches to
establishing IT budgets such as developing guidelines based
on existing budgets (some percentage of the current year’s
budget, which is often determined through a series of nego-
tiations by senior executives and IT management) or bench-
marking IT expenditures with those of competitors so as to
maintain competitive parity. Needless to say, these approaches
demonstrate little rigour and may lead to inappropriate or
ineffective investment decisions, especially when resources
must be allocated to multiple, contending projects and involve
large sums of capital. Betz (2006) calls for a more sophisticated
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approach to IT management and oversight with specific focus
on the development of effective and efficient IT management
processes, discipline measures, and rational decision making.
He emphasizes the need for better overall governance and
accountability, particularly when it comes to people, priorities,
and performance.

Unfortunately, IT is a complex entity to manage, and IT
projects are often difficult to substantiate. The benefits of IT
are not always obvious or certain, take years to realize, and are
sometimes elusive. Because technology pervades a firm’s value
chain (Porter, 1985), it is difficult—if not impossible—to measure
benefits derived from the technology, attribute benefits directly
to the technology, or establish causal relationships. Moreover,
the study of IT on firm performance is a difficult and compli-
cated task due to the many confounding variables involved
(e.g., organizational structure and organizational processes) and
the many sources of extraneous variance (Hildebrand, 1997;
Loveman, 1991; Bakos, 1987; Chakravarthy, 1986; King, 1983).
Since there is a great deal of ambiguity surrounding perform-
ance (Anderson, 1984), it is difficult to establish a causal link
between IT and firm performance.

In the hospitality industry, absence of this link and concrete
evidence makes it more challenging to sell hospitality execu-
tives on the merits, capabilities, and benefits of IT—especially
when greater emphasis is placed on IT as a support role or util-
ity function rather than as a strategic weapon (Cho, 1996). This
lack of clarity begs the question: What factors should execu-
tives consider when making IT-related investment decisions?
There is often scepticism surrounding IT investment decisions
due to the intangible returns and benefits derived from the
technology itself, and when competing for resources and capi-
tal, IT often loses out to more tangible and visible projects that
seemingly offer greater certainty and less risk. For example,
one hotel IT executive of a leading, international hotel chain
once reported at an industry workshop how he competed
for and lost funding for an IT project to a physical facility
upgrade. Instead of funding an IT initiative, senior executives
favoured marble in guest bathrooms because it was viewed
to have an immediate and direct impact on the hotel chain’s
guests. While one cannot defy this logic, it is representative of
the emphasis placed on tangibility and the short-term mental-
ity of industry leaders. It is this short-term thinking that fails
to capture the long-term strategic potential of IT applications
and plagues the development and advancement of IT through-
out the industry.
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The traditional approaches to assessing value are derived
from accounting and finance practices that focus on physical
assets supported by financial capital, but in an information-
driven economy, these factors are clearly no longer sufficient;
one must also include employees and customer relationships
in the equation (Cline and Blatt, 1998) as well as the intangible
factors. This holistic view will provide a more complete picture
of value derived from IT investments.

Loveman (1991) suggests that because business executives
are unable to effectively measure IT costs and benefits, they
cannot make informed decisions regarding IT resources and
investments—which, in turn, lead to misallocated resources
and ineffective or unrealized benefits. Companies must have
a clear view of how IT can fit in an organization, allocate
resources, and invest according to this view.

Using a multivariate approach
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To mitigate the limitations of financial methods when evaluat-
ing IT investment decisions, a more comprehensive or holis-
tic approach is needed. The literature suggests that a cluster
of metrics reflecting multiple dimensions and disciplines
is better than a single measure when evaluating IT to pro-
vide a more robust assessment. These metrics can (and prob-
ably should) be quantitative as well as qualitative. Parker
et al. (1988) identify six classes of value derived from IT: return
on investment (ROI), strategic match, competitive advantage,
management information support, competitive response, and
strategic IS architecture. Bacon (1992) uses this framework
of value to identify a set of 15 criteria classified in three cat-
egories (Table 13.1) and then develops a survey to ascertain
what criteria are considered when making IT investment
decisions.

Bacon (1992) approaches IT investment decisions from the
standpoint of the criteria used, not the processes followed. In
a similar vein, Semich (1994), Shein (1998), and Madden (1998)
suggests a multiple-criteria approach, building upon the bal-
anced scorecard technique first popularized by Kaplan and
Norton (1992, 1996). Using this approach, most of the analy-
sis can be done using a simple spreadsheet to group and rank
organizational priorities among each of four categories: finan-
cial, internal business processes, customer service, and organi-
zational learning and innovation.

Farbey et al. (1992) propose a benefits-oriented perspec-
tive to evaluating IT projects and investments. Under this
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Table 13.1 IT Project Selection (Investment Decision) Criteria

Category Measure

Financial criteria
Discounted cash flow Net present value
Internal rate of return
Profitability index

Other financial Average/accounting rate of return
Payback method
Budgetary constraint
Management criteria Support explicit business objectives

Support implicit business objectives
Response to competitive systems
Support management decision-making
Probability of achieving benefits
Legal/government requirements
Development criteria Technical/system requirements
Introduce/learn new technology
Probability of project completion

Source: Bacon (1992, p. 338).

approach, benefits derived from an IT application are expected
to fall within one or more of the following categories (listed by
the authors in order of increasing impact):

1. Efficiency: Creates savings (or avoidance) of time, manpower,
money, or other resources of the firm.

2. Functionality: Provides the ability to process or complete
new tasks or activities or improves upon the quality in
which the existing ones are done.

3. Communications: Connects different systems and enables the
exchange of information.

4. Management: Improves the quality and capabilities of man-
agement and enhances decision making.

5. Strategy: Supports corporate objectives and creates opportu-
nities for competitive advantage.

In yet another approach, Benjamin et al. (1984) provide a simple
framework for considering IT investments based on the stra-
tegic opportunities they pose. The criteria of this framework
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are based on the competitive marketplace and a firm’s internal
operations. They are:

1. IT’s ability to significantly alter the way a firm does busi-
ness to create competitive advantage.
2. IT’s role in providing internal improvements and efficiencies.

Rockart (1979), on the other hand, addresses the process rather
than the specific criteria. He introduces the term critical suc-
cess factors, the defining elements of a firm’s competitiveness
and organizational performance. He suggests that critical suc-
cess factors should determine a firm’s priorities and needs
because these, when done “right,” are what make firms flour-
ish. In his work, Rockart presents the process of interviewing
top-level executives to identify a firm’s critical success fac-
tors. Boynton and Zmud (1984), Geller (1984), and Shank et al.
(1985) later employed this technique.

The critical success factors technique is a strategic approach
involving high-level executives of the firm. Davenport et al.
(1989) propose a somewhat similar methodology called the
principles approach, or what Weill and Broadbent (1998) refer
to as management by maxim. With this technique, senior exec-
utives articulate the firm’s basic philosophies regarding the
firm’s business and its usage of IT through a set of manage-
ment principles (maxims) that capture how IT should be used
to achieve organizational goals and objectives. These principles
then guide IT-related decisions and investments. The objective
of the methodology is to force strategy to drive technology ini-
tiatives and to bridge the communications gap between senior
management and technical experts.

Interestingly, despite the rapid change of technology and the
newer capabilities afforded by technology, the principal rea-
sons for implementing IT have remained relatively stable over
time (Grover et al., 1997). These include such goals as grow-
ing revenues, cutting costs, improving management decision
making and controls, enhancing guest services, and facilitat-
ing information reporting and communications. Despite this
stability in objectives, there is no one best solution, process, or
set of criteria for evaluating IT investment options because the
range of circumstances is so broad (Farbey et al., 1992).

The use of IT throughout a firm should reflect that firm’s
strategic plan. The methods employed must balance short-
and long-term needs with appropriate levels of risk and
return using a portfolio approach (Maizlish and Handler,
2005; Applegate et al., 1996; McFarlan, 1981; Thorp and DMR’s
Center for Strategic Leadership, 1998; Weill and Broadbent,
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1998; Weill, 1991; Weill and Olson, 1989). The administration of
these portfolios requires the use of fundamental management
practices and business concepts, with the overall objective
focused on creating value for a firm through supporting cur-
rent strategies and by enabling new ones (Weill and Broadbent,
1998; Thorp and DMR'’s Center for Strategic Leadership, 1998).
Like any financial investment portfolio, an IT portfolio must
be actively managed with continuous monitoring and suitable
investment levels to meet a firm’s goals and objectives and to
create a balanced set of risk-return profiles. Moreover, firms
cannot afford to ignore the opportunity costs and strategic
implications of failing to accept a given investment opportu-
nity. Complacency is seldom an option since competitors will
quickly alter the competitive landscape with their own moves
and initiatives and consequently force action by sleeping firms
and those attempting to avoid it.

Implicitly, all IT investment decisions are designed to improve
strategic value, business performance, and ROl—unless of
course, they are made to comply with regulatory, legal, or other
government requirements. Realization of the benefits derived
from IT applications comes with time, other changes through-
out an organization, and complementary resources. IT alone
does not generate benefits. However, the tools and methods
for evaluation and IT appraisals to capture IT’s contribution to
these benefits are ill-defined and lacking, making it difficult to
apply the necessary rigour and analysis for objective, fact-based
decisions and allocations of firm resources.

As the above discussion illustrates, no single metric can ade-
quately measure or capture the contributions of IT. Assessing the
impact of IT should not rely on univariate metrics but instead
must look at a composite of measures using multiple techniques
to provide a more holistic assessment. Multiple measures are
almost always preferred to a single measure because of the
richness that can be captured. Since a single measure cannot
sufficiently assess the impact of IT (e.g., costs, benefits, organiza-
tional impact, etc.), King and McAulay (1997) suggest the use of
multivariate and multi-method measures to capture the diverse
needs of multiple stakeholders, to provide criteria that can be
rank ordered, and to offer a source of triangulation. To that end,
a composite of quantitative and qualitative measures should
be used to create a balanced scorecard approach (Semich, 1994;
Kaplan and Norton, 1992, 1996; Shein, 1998; Madden, 1998). In
the words of Weill and Broadbent (1998, p. 24):

Mangers make decisions about information technology investments
based on a cluster of factors [italics added], including capabilities
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required now and in the future, the role of technology in the industry, the
level of investment, the clarity with which technology investments are
viewed, and the role and history of information technology in the firm.

In the words of Farbey et al. (1992, p. 116):

The organization wishing to sharpen its IT investment decision-making
must first recognize that there are evaluation techniques other than
ROI. It must then try to find which technique is most suitable for its IT
investment.

Why measures matter

IT, when applied appropriately, can have a significant impact
on a company’s service levels and overall firm performance, but
when a project is poorly conceived, the impact to the organi-
zation can be catastrophic (Bowen et al., 2007; Maizlish and
Handler, 2005). Moreover, selecting too many IT projects at one
time or the wrong mix of projects can also lead to disastrous
results (Ross and Weill, 2002). Therefore, when contemplating
any significant IT investment, it is important to apply rigour and
follow a formal and disciplined process to ensure the right mix
of projects, commitment from the organization, and alignment
with the business strategy. These, in turn, will lead to success-
ful outcomes and the creation of business value (Holland and
Skarke, 2008; Chan and Reich, 2007; Peak et al., 2005). According
to Diebold (1987, p. 590), one should analyze and quantify all
IT projects/investments to the fullest extent possible to decrease
the level of uncertainty and risk while lessening the leap of faith
required by company executives. Bacon (1992) and Farbey et al.
(1992) postulate that the criteria used in evaluating and mak-
ing IT investment decisions are important because they deter-
mine which projects are accepted and the level of funding and
resources they receive. Ultimately, they become instrumental in
determining and measuring the overall success and effective-
ness of the decisions. The assumption is that the criteria used
will ensure that only the right projects are accepted, while all
others are rejected. These authors suggest the following signifi-
cant implications regarding the criteria used:

1. The criteria used (or omitted) and the manner in which they
are used (or not used) impact which decisions or projects are
funded or rejected (thus, defining the mix of projects adopted
and the pace at which they are adopted).

2. The criteria provide justification and set expectations within
the firm for the application, system, or technology.
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3. The criteria provide a basis for comparison of multiple
projects competing for a finite set of resources.

4. The criteria impact how a firm attempts to maximize ROI
and any ensuing cost-benefit analysis.

5. The criteria used affect how a firm balances multiple stake-
holder requirements and needs.

6. The criteria provide a set of measures so a firm can monitor
and control project and judge its degree of success.

7. Evaluation and subsequent measurement and comparison
with actual achievements or impact provide a basis for learn-
ing which can be factored into future evaluation processes.

Common questions related to the IT function in a firm are (1)
is the company spending too much money on IT, and (2) is the
organization gaining appropriate returns from its investment in
IT (Kaplan, 2005; Ross and Weill, 2002). Weill and Ross (2004)
argue that the ability to derive value from IT is directly cor-
related to the effectiveness of a firm’s IT governance process.
Governance, as defined by Weill and Ross (2004), deals with
what decisions should be made, by whom they should be
made, the criteria upon which they should be based, and the
accountability metrics used to monitor and measure outcomes.
Since resources for IT are finite and subject to supply, demand,
and costs, firms must have an effective governance process in
place (Lutchen, 2003; Weill and Ross, 2004). The extant litera-
ture on IT governance reveals two common patterns of deci-
sion making: attribute-based (with the focus on characteristics
surrounding the IT project and decision-making processes)
and stage-based (which emphasizes the various steps through
which a decision must move, the actors involved at each stage,
and the timing) (Sabherwal and King, 1995).

Given the capital intensity, business impact, and risks associ-
ated with IT projects, the decision-making and approval proc-
ess tends to be complex, multi-faceted, and conducted over a
period of time with a number of hoops and hurdles to jump
(Xue et al., 2008). Decision making for IT investments typically
requires a series of steps that begin with ideation and con-
cludes with a go/no-go decision (Boonstra, 2003). Figure 13.1
provides a typical example of the various process stages IT
projects must go through for prioritization and approval. Each
stage gate represents a series of hurdles which must be cleared
prior to advancing to the next level.

How decisions are analyzed and carried out can vary by firm
depending upon IT governance (processes and actors), IT invest-
ment characteristics (such as costs, risks, technical complexity,
and strategic importance), external forces (e.g., environmental
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from Tobin, 2007)

threats, regulatory requirements, and competitor moves), organi-
zational structure (including the degree of formalization, central-
ization, and hierarchical management), and IT function power
(which is affected by organizational culture and the clout, repu-
tation, and credibility of the IT organization, among other things)
(Xue et al., 2008).

Setting priorities and investment strategies in IT are difficult
processes. Since few formal methodologies exist, these proc-
esses are as much an art as a science, causing many firms to
struggle and fail (Williamson, 1997). The lack of methodologies
for determining the value of IT further complicates the process.
Financial theory suggests measuring financial returns on a
risk and time-adjusted basis (Hamel and Prahalad, 1991), and
in most cases, firms rely on financial measures such as ROI,
NPV, and internal rate of return (IRR). However, more often
than not, the financial rationalization fails to capture the com-
plete picture in terms of customer satisfaction, service, quality,
employee satisfaction, productivity, or strategic positioning
(Williamson, 1997; Bharadwaj and Konsynski, 1997).

The most popular thinking and prolific theories regard-
ing the use and value of IT come from the Harvard Business
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School, which is dominated by the works of Michael Porter
(Porter, 1980, 1985; Porter and Millar, 1985). Porter’s works are
frequently cited in the IT literature as the theoretical under-
pinnings for studying IT. Applying this school of thought, the
frameworks used to measure the strategic significance of IT are
value chain analysis, Porter’s industry and competitive analysis
(ICA) framework or Five Forces model (e.g., create economies of
scale, barriers to entry, switching costs, links to customers and
suppliers, etc.), and Porter’s generic strategies (i.e., low-cost
producer, product differentiation, or market niche focus).

McFarlan (1984) proposed a strategic grid to evaluate a com-
pany’s use of IT. Based on the strategic impact of existing sys-
tems and those under development, firms could be ranked in
one of four categories: support, factory, turnaround, or strategic.
Investment decisions can then be made based on consideration
of a firm’s current standing in the grid with respect to where
it wants to be positioned. McFarlan (1984) also suggested five
criteria useful when deciding resource allocations with respect
to IT applications:

1. System rehabilitation and maintenance

2. Experiments with new technology

3. Competitive advantage

4. Maintenance or regaining of competitive parity
5. ROI

A firm’s IT should be treated as any financial investment portfo-
lio; that is, as a collection of assets that, when managed well, will
generate suitable returns on investment (Kaplan, 2005; Jeffery
and Leliveld, 2004; Weill and Broadbent, 1998; Weill, 1991;
Weill and Olson, 1989). Just like with any financial portfolio,
one must balance both short- and long-term needs of all stake-
holders as well as risk and return while maintaining appropri-
ate levels of investment to achieve a firm’s objectives. McFarlan
(1981), Applegate et al. (1996), and Thorp and DMR’s Center for
Strategic Leadership (1998) also use a portfolio metaphor, pro-
posing that, as in finance, firms create a technology portfolio to
help diffuse risk, particularly with respect to new projects. When
embarking on new IT initiatives, firms should consider other
projects currently underway and factor in the risks of the new
project in terms of three dimensions: project size (in terms of
budget, staff, scope, complexity, and development time), experi-
ence with technology, and project structure. Clemons and Weber
(1990) elaborate on the topic of risk and suggest that there are six
types that should be considered with respect to IT: technical risk,
project risk, functionality risk, internal political risk, external
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environmental risk, and systemic risk. Hence, a sixth category,
risk, should be appended to McFarlan’s list.

There is growing recognition that intangible benefits and
aspects of IT increasingly contribute to the IT’s overall value
and importance in today’s knowledge-based economy. This is
why Bharadwaj and Konsynski (1997) suggest that intangible
factors such as strategic flexibility, risk avoidance, and growth
potential receive greater consideration when evaluating IT
investment decisions. Williamson (1997) offers the following
as suggested criteria for IT investment decisions:

e Alignment with the business strategy: Consideration for
how well the proposed IT project fits with the company’s
overall business strategy.

e ROI: The anticipated return on the IT investment.

e Risk: The ability to deliver the proposed project, fulfilling the
requirements within a timely fashion. Assessments should be
made to determine both technical and organizational risks.

e Business readiness: The overall preparedness of the firm to
adopt the new technology and make the necessary changes
required to implement it.

e Regulatory or mandated changes: Changes that are required
due to necessary changes in the business environment.

e Business values: The anticipated changes brought on by the
new IT application are consistent with the firm’s corporate
value system.

e Cost assessment: The best estimate for the project’s total cost.

e Sponsorship: The project has support from the user commu-
nity and an overall product champion.

e Common sense: Intuitively, the project makes sense.

The quest for determining the economic life and payoff from
an IT project may very well be an exercise in futility in the
minds of some (Hibbard, 1998). Could this be the equivalent
of the search for the Holy Grail? Hildebrand (1997) writes of
the difficulties in measuring the value of IT because of the
many intangible variables. She suggests that IT value is best
measured not by hard numbers but by anecdotal evidence
based on the following criteria: alignment with business strat-
egy, affordability, flexibility, scalability, cost-effective solutions
(i.e., price/performance), dependability, reliability, the ability to
accommodate new technologies, service levels, responsiveness
to changes in the environment, the ability to deliver projects
on time and within budget, support, organizational credibility,
innovation and organizational learning, and financial perform-
ance (increased revenue, decreased costs, and ROI).
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Apostolopoulos and Pramataris (1997), Bharadwaj and
Konsynski (1997), Grover et al. (1997), Brynjolfsson and Hitt
(1996), Semich (1994), Saunders and Jones (1992), Brady et al.
(1992), and Diebold (1987) among others, also support greater
emphasis on the “soft” benefits of IT, including factors such
as strategic advantage, service, quality, timeliness, improved
decision making, added flexibility, employee satisfaction, and
so on in the overall benefits analysis. Indeed, evidence that this
shift in focus is surfacing. For example, research by Thyfault
et al. (1998) suggest that in many companies today, customer
loyalty is driving IT investment decisions, not ROL.

Building a business case for IT

Given the high costs and risks typically associated with IT
projects, it is necessary for organizations to have a formal,
rigorous process for evaluating, approving, and justifying IT
projects. This is especially true with the increased scrutiny and
level of accountability brought on by the Sarbanes—Oxley Act,
which requires strict financial reporting and fiscal responsibility.
However, since each IT project tends to be unique in terms of
purpose, scope, and objectives, approval processes may vary
and decisions may need to be made on a case-by-case basis
using some ad hoc criteria or methods.

Based on a series of studies across multiple industries, Weill
and Olson (1989), Weill (1991), and Weill and Broadbent (1998)
suggest that not all IT investment decisions are alike but rather
can be defined by five basic categories: strategic, informational,
transactional, infrastructural, and threshold. These authors
then suggest that firms apply a contingency theory approach to
decision making, where the type of investment and the context
of the investment determine the criteria to be used in evaluat-
ing that investment (Table 13.2). They posit that there is gener-
ally one prevailing measure for each category. However, other
authors show that reliance on a single measure can be mislead-
ing since it cannot possibly capture all of the complexities of IT.

As Farbey et al. (1992) so eloquently state, there are multiple
approaches to evaluating IT, and each technique is suitable to
a set of circumstances. The challenge for any organization is to
select the appropriate methodology and criteria given the situ-
ation and desired objectives. A firm must balance rigour with
efficacy. To assist firms in achieving this balance, Farbey et al.
(1992, 1994) present an effectual process that can be followed
to determine the contextual setting, capture the relevant char-
acteristics, and match a project with the most appropriate eval-
uation method. It is important to note that timing can change
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Table 13.2 A Simplified Approach to IT Investment Analysis

Investment Description Examples Prevailing Measure(s)
Category
Strategic IT IT decisions designed to alter a firm's  Customer relationship management Revenue and market share

Informational IT

Transactional IT

products and services or change the
way a firm competes in its industry
to create competitive advantage

and build market share; the overall
objective is to drive sales.

IT geared towards the development
of a firm’s information and
communications infrastructure to
provide better information in the
hands of a firm’s decision makers
for managing and controlling the
business.

IT that supports the firm’s operations
and typically involves repetitive
transactions; the primary foci

are cost reduction, productivity,
efficiencies, and labour savings.

(CRM)

Loyalty programme system
Central reservation system (CRS)
and revenue management system
(RMS) integration

Web site

Mobile (m-) commerce

In-room amenities

Accounting

Business intelligence (BI)
Balanced Scorecard

Data mining and decision support
tools

Digital signage

Point-of-sale (POS)

Property management system (PMS)
Sales and catering

Self-service kiosks

Energy management

Procurement

Time and attendance

growth rates to capture
long-term goals related to
competitive advantage.

Return on assets to measure
medium-term goals for improved
decision making and firm
performance.

Indirect labour to capture
reductions in labour resulting
from the use of IT; productivity
and efficiency metrics.
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Infrastructural IT

Threshold IT

IT that provides the foundation and
support infrastructure necessary
for shared information technology
services and capabilities. The
evaluation criteria are typically
based on the investment’s utilitarian
attributes.

IT investment required to compete
in a given industry, without which a
firm cannot survive; the investment
is mandatory or a competitive
necessity.

Operating system upgrades
Hardware upgrades

Wired and wireless networks
Security

Sarbanes-Oxley compliance
Payment Card Industry Data
Security Standards (PCI DSS)
compliance

In-room Internet access

Focus tends to emphasize the
IT infrastructure’s utility, cost
savings, and/or (strategic)
enabling capabilities. Traditional
accounting measures (e.g.,
NPV, IRR, and payback) are
used and often combined with
subjective evaluations.

No measure is suggested since
the investment is required for

a firm to enter, compete, or
remain in a marketplace; the
investment should be treated as
a sunk cost.

Sources: Adapted from Weill and Olson (1989, pp. 13—-15), Weill (1991, pp. 4-5), and Weill and Broadbent (1998, pp. 212-220).
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perspective and how one views a certain type of technology (in
terms of investment category) and the level of risks (perceived
or actual) associated with that technology vis-a-vis the maturity
lifecycles of both the technology and the organization itself.

Regardless of the type of project, the deliberation should be
rigorous, deliberate, and as objective as possible to ensure the
firm is appropriately using its resources, aligning its IT initia-
tives to its business strategy, and mitigating risk. The launch
of a new IT initiative often begins with some informal discus-
sions between people within an organization regarding an idea
or recognition of an organizational problem or need. After the
idea builds interest and momentum, it is channelled into the
company’s budgeting process. When time comes to appro-
priate funding for a specific capital project, a formal business
case must be developed, presented to the executive committee,
and approved for funding. The process can become political at
times, with individual executives becoming passionate over
certain issues. One hospitality executive once described the
process in his company as “interesting with lots of lobbying
and horse trading taking place.” In the end, however, sound
reasoning and judgment must prevail to allow only the best
projects to emerge and win funding.

Because many hospitality companies have historically had
poor track records when it comes to IT project success and
benefits realization, executives tend to carefully scrutinize
requests for new IT initiatives and place difficult hurdles in the
way to ensure only the most viable projects get approved—
and understandably so. The justification process is typically
a multi-step process that involves multiple people, levels,
and departments in the organization. The decisions are con-
founded by the number of different stakeholders (e.g., guests,
employees, franchisees, and shareholders) that must be satis-
fied and their often conflicting needs. Decisions are most com-
monly committee-based, and the process itself can be difficult
due to the many unknowns involved, the inability to quantify
benefits, prior blunders and credibility issues, and limited
history /benchmarks that can be used for reference.

Following a traditional approach to capital budgeting, the
business case begins with an executive overview or summary
of the situation and includes a needs/benefits analysis. The
business case goes on to state the objectives, scope, and timing
of the project; provide rationale or justification for the project;
assess the marketplace in terms of opportunities, threats, risks,
and competitor activity; discuss the financial benefits and ROL;
and suggest a recommended course of action. The components
of a typical business are depicted in Table 13.3 below.
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Table 13.3 Proposed Business Case Content/Structure

. Executive summary

. Problem/opportunity statement

. Project definition and scope

. Needs analysis and alignment to company strategies

. Competitor activity assessment and industry trends analysis

. Project budget and funding request

. Key assumptions

. Cost—benefit analysis, including financial analysis, cash flows, and net present
value (NPV)
9. Risk assessment

10. Alternatives considered

11. Recommendations

12. Project work plan and timeline

13. Signatures of approval

14. Appendices (as needed)

ONO O~ WN =

The business case guides executives through the analy-
sis process and is the basis for informing executive judgment
used in making the ultimate decision. It ensures that the IT
project is properly aligned with the firm’s business strategy, a
requisite for achieving a successful outcome. The degree of rig-
our in the process and reliance on tangible measures tends to
vary according to organizational attributes such as size, struc-
ture, culture, firm strategy, and industry positioning. These
variables can be labelled under the construct context vari-
ables, which are moderating variables that frame the situation
in which an IT decision is to be made and the circumstances
surrounding that situation and decision. Context variables,
derived from the environment in which a firm operates, set the
stage for how the process is carried out, moderating both the
evaluation process and the final decision.

Context variables give rise to another category or construct
of variables called process variables. Process variables define
the actual evaluation and decision-making processes, which are
governed by a number of factors. These include the methodol-
ogy and techniques used to evaluate the alternatives and the
ensuing decisions, the participants involved, the actual evalu-
ation and decision criteria, the level of formality of the process,
degree of rigour, etc. Process variables can vary according to IT
project type or classification. Process variables, in turn, influ-
ence project variables contained in the project variables con-
struct. Project variables also influence process variables and

321




Handbook of hospitality strategic management

Figure 13.2

can be directly tied to the IT project or investment decision
under consideration. These are the specific attributes or char-
acteristics of a project that define its strengths and weaknesses,
opportunities, costs, benefits, and risk. Project variables are
defined by the criteria established for the process and lead to a
go/no-go decision for the project in question. These consist of
quantitative and qualitative, tangible and intangible measures.
For example, all of the companies studied indicate the impor-
tance of NPV, payback, and strategic alignment as three impor-
tant decision criteria for any IT project.

The relationships between context, process, and project con-
structs are depicted in Figure 13.2. The external environment
drives the strategy and the context. This is consistent with the
strategic management literature which describes firms as liv-
ing organisms that must be responsive to their environment.
It also echoes the teachings of the co-alignment principle.
Simply stated, the co-alignment principle suggests that if a
firm understands the environmental events affecting its busi-
ness and shaping the future of its industry, plans and develops
its strategies so as to exploit these environmental opportuni-
ties and minimize any threats, and appropriately allocates
and aligns its resources (e.g., people, capital, technology, etc.)
through consistent investment to create product and service
offerings (i.e., competitive methods), it will outperform indus-
try players and receive competitive advantage (Chandler,
1962; Thompson, 1967; Bourgeois, 1980; Venkatraman and
Prescott, 1990; Olsen et al., 1998). Intuitively, given the con-
cepts expressed in the co-alignment process, the context
should drive strategy and the process, which, in turn, guides
the project (Kearns and Sabherwal, 2006/2007). In reality, the
relationship between process and project is likely to be dyadic,
or two-way. Oftentimes, the project may drive the process
(Farbey et al., 1992). For example, when a project’s benefits

Environment

l

Context »  Process

Project

The relationship between the context, process, and project constructs.

322




Investing in information technology to grow firm value

are obvious, the evaluation process may be streamlined and
relaxed. Alternatively, when a project is vague or exhibits a
high degree of risk, the process used will likely be more delib-
erate and calculated.

Identification of the important and appropriate variables
is a prerequisite step in closing the measurement gaps com-
monly found in IT projects, reported by leading scholars (e.g.,
Mahmood and Mann, 1993; Saunders and Jones, 1992) and often
cited by industry practitioners. By clarifying what needs to be
measured, one can begin to explore how best to measure these
variables; develop suitable tools, techniques, and instruments;
and extend this new knowledge—from theory to application—
to include all IT projects, regardless of type (i.e., strategic, infor-
mational, transactional, infrastructural, or threshold).

Table 13.4 provides a listing of the key context, process, and
project constructs and variables associated with IT investment
decision making. Since the specific measures used may vary by
company and, according to contingency theory, are contextual
depending upon the nature of the project and the organization
in which the project is under consideration, the variables listed
represent a starting point for organizations wishing to develop
a balanced scorecard approach (Kaplan and Norton, 1992,
1996) to project evaluation.

Concluding remarks

IT is an important resource vital to a firm’s success. No longer
can it be viewed simply for its support and utility roles domi-
nant in tactical applications, which focus on the use of IT to
gain efficiencies, reduce costs, decrease labour, and improve
productivity. Instead, IT is increasingly playing a strategic role
in organizations, where it either creates competitive advantage
or enables new business opportunities. Attention is now being
given to IT’s ability to differentiate products and services, to
create new product and service offerings, and to build and
sustain core competencies. As such, one must treat IT expendi-
tures as capital investments that will add value over the long
term, not as period expenses (Applegate et al., 1996; Weill and
Broadbent, 1998). Their applications and impact must be con-
sidered in a wider context, that of the entire organization.

The convergence of powerful computers, intelligent software,
and high-speed, global telecommunications networks is creating
a new climate for conducting business throughout the world. To
survive and thrive in the long run, the firm of the future will
need to be a learning organization, one that must always rein-
vent itself to create value. How a hospitality company rises to
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Table 13.4 Context, Process, and Project Constructs and Variables

Context Process Project Variables
Variables Variables
Firm strategy Evaluation Business considerations
Organizational and approval Competitive advantage
structure processes: Financial performance
Organizational methodology, Growth rate
infrastructure techniques, and Leverage/economies of scale
Degree of measures Strategic alignment
fragmented Critical success Enabling capabilities
ownership factors Customer service
Organizational Process formality Customer satisfaction and loyalty
culture Participants and Opportunity costs and cost avoidance

Internal politics

Company size
and geographic
dispersion

Organizational
maturity (life cycle
stage)

Industry positioning

Resources,
capabilities, and
core competencies

Portfolio of products
and services

IT portfolio and
infrastructure

Perceived level of
environmental
uncertainty

Perceived level
of competitive
intensity

Attitudes towards
risk

Timing

Compensation and
rewards structure

decision makers
Level of analysis
Degree of rigour
Levels of approval
Evaluation and
decision criteria
Role of
quantitative vs.
qualitative data
Length of
evaluation period
Business case
format and
content
Ranking process

impacts
Improved quality of information
Enhanced decision making
Financial
Net present value (NPV)
NPV as a percentage of present value
invested
Payback
Cost-benefit analysis
Cash-on-cash invested
Cash flows
Impact on earnings per share (EPS)
and stock multiples
Value creation/economic value added
(EVA)
IT
Resource availability
Architectural fit
Technology life cycle
Functional and technical requirements
Reliability
Response time
Ease of use
Flexibility, growth, and migration paths
Project
Perceived need
Classification of project
Measurement and evaluation criteria
Project sponsor/champion
Organizational readiness
Staffing
Costs
Benefits
Useful life
Risk
Project risk
Technical risk
Business risk
Hurdle rate
External
Alternatives
Competitive positioning and market
share
Competitors’ moves and industry
response
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the challenges and opportunities presented by IT will be a key
determinant of success.

With escalating costs and investment capital required to sup-
port today’s complex technologies and infrastructures, hos-
pitality executives must employ sound logic when allocating
corporate resources to ensure their decisions will bring value
to their firm. No longer can they simply rely on “gut feel” or
responses to competitor activity. Instead, they must take a more
discriminating approach and identify which technology deci-
sions will truly add value to the firm. Only those clearly able
to demonstrate value-adding potential should be adopted. In
today’s context, adding value implies that each decision made
will result in a return for the firm and its stakeholders that is in
excess of the cost of capital used to invest in that decision, the
opportunity costs, and inflation and is commensurate with the
level of risk that must be assumed for the given investment.

Not all technology investments have easily calculable pay-
backs or some other economic measures because it is nearly
impossible to assess a value to information and knowledge.
Because the tools are limited and fail to value the intangible
aspects, such as the lifetime value of the consumer and the
strategic positioning of the firm, decisions cannot be made on
quantitative data analysis alone, but that does not mean that
rigour and accountability should be relaxed. It just means that
executives should employ a variety of criteria or metrics when
evaluating and making IT investment decisions.

Seldom is the IT decision-making process entirely rational.
Perhaps the term rational is better described by degrees of
rationality rather than in absolute terms. It is extremely dif-
ficult if not impossible to achieve perfection and exactness
when calculating the financial returns and benefits of IT
projects. Therefore, some element of subjectivity will always
come into play. Accuracy, like rationality, comes in degrees
or orders of magnitude. It is important to come as close as
possible—or at least get in the ballpark—and improve the
process with each new project. What seems to matter most are
the processes, measures, and level rigour required. The most
significant benefits are (1) a culture that fosters rational deci-
sion making; (2) an emphasis on value creation, linking actions
and resources to strategic objectives; and (3) attention to costs
and benefits. Additionally, the structure, process, and rig-
our create accountability. Finally, as a result of following the
process, an organization develops targets and a baseline for
subsequent measurement, thus leading to greater focus, bet-
ter project management, cost containment, and ultimately, a
higher probability of success.
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Introduction

In the strategic management literature there is broad agreement
on the difference between corporate strategy, business strategy,
and operations strategy. In essence, these can be considered as a
hierarchy. Corporate strategy is devised by large firms in order to
provide an overall plan for the firm. Within the firm, there may
be a number of different businesses, for each of which a strategy
is devised. For instance, Accor has hotels, travel agency, and res-
taurant coupons among its portfolio of businesses. Once a busi-
ness strategy has been set, each of the functional areas within the
business—marketing, human resources, finance, and operations—
devises its own strategies, as illustrated in Figure 14.1.

In manufacturing businesses, these functional strategies have
clear demarcation between them, even though they need to be
integrated with each other. This is largely because the produc-
tion of goods is separate, in terms of both time and place, from
the purchase and consumption of these goods. However, in
services, and especially the hotel business, production and con-
sumption are simultaneous—the hotel “produces” a room which
is “consumed” by the guest during their stay. Moreover, the cus-
tomer comes into direct contact with employees delivering the
service. It is therefore more difficult in services to differentiate
between functional strategies, as illustrated in Figure 14.2. These
two concepts—the hierarchy of strategies and overlap between
functional strategies in service firms—are clearly demonstrated
in the case study of Whitbread PLC, later in this chapter.

Operations management in small, medium,
and large firms

334

Having established the notion of a hierarchy of planning
and control, as illustrated in Figure 14.1, we need to consider
whether all businesses engage in all three levels of planning.
Research (Jones et al., 2004) in small and medium sized enter-
prises (SMEs) suggests that they do not. SMEs have no need
for complex planning processes because they manage rela-
tively small businesses operating in local markets, over which
the owner can often have direct, personal control. As firms
grow larger they tend to separate out the levels identified in
Figure 14.1. One particular feature of such growth in hospital-
ity is that firms expand geographically, beginning to operate a
number of units in a number of locations. Clearly, a key feature
of operations management (OM) and its alignment with strat-
egy is the management of such chain operations. This leads to
the concept of multi-unit management (Jones, 1999).
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Corporate
strategy

Business
strategy

Functional
strategies

Figure 14.1
Hierarchy of planning and control in firms.

Business
strategy

Human
resource
planning

Marketing Operations
plan i strategy

Figure 14.2
Relationship between functional planning in service firms.

One model of growth in service industries is that of the service
firm life cycle (SFLC) (Sasser et al., 1978). This assumes that serv-
ice firms follow an S-shaped curve similar to that of the product
life cycle. Sasser et al. (1978) suggest four stages in this cycle:

1. Entrepreneurship

2. Multi-site rationalization
5. Growth

4. Maturity

Implicitly this model assumes that such firms remain focused
around a single concept or brand. McDonalds growth in the
North America is the archetype of such a firm.

At each stage of the cycle, the issues that face the operations
function (as well as marketing, human resources, finance, and
administration) change. This has best been explained in the
hospitality industry by Olsen et al. (1992). A synopsis of such
changes is provided in Table 14.1. It is clear from this table that
as the firm moves from the first through to the maturity stage,
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Table 14.1 Issues and Policies of OM During the Service Firm Life Cycle

Entrepreneurial MSR Growth Maturity
Strategic focus Concept development  Product/service development Geographic growth Reducing unit costs
Work organization Owner plays central Flat hierarchy develops Addition of functional
role specialist

Cost control systems  Little or none

Production systems  Limited technology

Production Top-down
management communication
Quality Few specifications—

output variable

Trial and error

Production technology
selected

Informal—task uncertainty
remains

Standards emerge—

implementation variable
within units

Systems begin to be
developed

Process design
emerges

Communications
systems developing

Variation between
units

Systems designed and
implemented

Productivity and efficiency
of major concern

Task uncertainty removed

SOPs in place—standards
across chain actively
managed

Source: Based on Olsen et al. (1992).
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there is a shift from straightforward OM to strategic operations
management (SOM).

There are strong reasons why single concept firms might go
through the SFLC, based largely on the concepts of economies
of scale and organizational learning. However, many firms do
not follow the SFLC. First of all, some do not go beyond the first
stage and remain SMEs, while some do grow but fail or are taken
over along the way. However, some pursue a different strategy—
they become multi-concept chains. One example of this is Lettuce
Entertain You Enterprises (LEYE), a Chicago-based chain which
in 2004 operated 25 different restaurant concepts in 39 locations.
These concepts ranged from quick service through mid-priced up
to fine dining, and represented cuisine from all four corners of the
globe. Clearly this firm’s business strategy, and hence its opera-
tions strategy, is quite different to that of single concept chains.

Strategic operations management in practice

Firms make strategic choices to compete on cost or to differenti-
ate or a combination of these. In order to differentiate, the firm
needs to offer something different to or better than its com-
petitors in a range of performance criteria. Slack et al. (2007)
identify five performance criteria: quality, speed, dependabil-
ity, flexibility, and cost. To these might also be added original-
ity of design and/or function. However, these are not mutually
exclusive. In many cases, quick service restaurant chains have
to ensure that they provide fast, reliable products and services
at low cost; while customers of boutique hotels expect not just
originality of design, but also reliability and high standards.
Hence, few firms compete on a single criterion—they bundle
these together to create an operations strategy that they believe
will lead them to have competitive advantage over their com-
petitors. Different combinations of policies and practices reflect
the markets, processes, and technologies of different industries.
Such operations strategies vary widely from one industry sec-
tor to another. However, in some cases, they are given generic
names to reflect that the strategy can be applied across differ-
ent sectors. Some examples of such operations strategies are
provided in Table 14.2. An example of such a strategy, evident
in many industries, is mass customization. In manufacturing,
this refers to the idea of customizing products to individual
consumer needs even though they are manufactured on mass
production lines. BMW and Swatch have based their strategy
on such an approach. This approach requires consumers to
give up a little, in terms of speed of delivery, in order to have
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Tahle 14.2 Operations Strategies in a Range of Industries

Industry Operations Strategy Example of Firms
Textiles Planned product response Claudel Lingerie Inc.
Grocery Efficient consumer response  Tesco Stores
Watches/bicycles Mass customisation Swatch, China Bicycle Co.
Electronic goods Time-based competition Sony, Matsushita
Automobiles/food Just-in-time production Toyota

manufacturing
Clothing/electronics  Strategic postponement Benneton, Dell computers

Source: Based on Lowson (2002).

greater flexibility. This strategy also exists in hospitality, and
has done so for many years, since this is essentially the strategy
adopted by Dave Thomas at Wendys in 1969 and Burger King
with their “have it your way” strategy from 1974. It could be
argued that this strategy is also evident in coffee shops, such
as Starbucks, given the wide variety of hot drinks that can be
made from basic and small combination of ingredients.

Operations strategies in hospitality

It is clear from Table 14.2 that there are no hospitality examples,
although mass customization is apparent in this industry. This
is partly because there has been little research into the nature of
SOM in this industry, and partly because industry itself is not
always aware of what its operations strategy is. Nonetheless,
some operations strategies are clearly evident in some sectors.

Location, location, location

Conrad Hilton’s famous words—identifying the three most
important factors in the success of a hotel—are as valid today as
they were when he said them. The issue is not so much as to the
importance of location, but whether or not it is considered part of
the operations strategy of a firm. Due to overlap between busi-
ness, marketing, and operations strategy in the hospitality indus-
try, each could claim location as significant to it. Its importance
to operations is based on the need to ensure that the physical
infrastructure is utilized to its full capacity in order to get the best
return on investment and minimize variability of demand. Hence,
hoteliers and restaurateurs are quite concerned to ensure their
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operations are located to maximize the potential level of business.
This can be specified in terms of foot fall (number of pedestrians
walking past), number of passing cars, population within a cer-
tain travel time, or some other similar criteria.

Just-in-time manufacturing

In flight catering, since the late 1990s, the larger flight-catering
firms have been adopting a “just-in-time strategy” (Jones, 2004).
Based on practices developed in Japan in car assembly plants,
flight kitchens now routinely use kaizan, kanbans, and poka-yoke
in their operations. Kaizan refers to the concept of continuous
improvement, especially in relation to operational processes.
A kanban is a bin for holding exactly the right amount of any
stock item to facilitate swift and even flow. And poka-yokes
are “mistake proofing” systems or failsafe devices designed to
ensure that all processes lead to the desired output. Together,
these ideas and other related polices have enabled flight cater-
ers to reduce cycle time (the time it takes to undertake a pro-
cess), reduce waste, reduce inventory levels, cut costs, and be
more reliable. Such an operations strategy is vital at a time
when the world’s major airlines have reduced their demand for
in-flight meals in the face of stiff competition from low-cost or
budget airlines and passenger demand has been erratic due to
environmental issues, such as 9/11, SARS, and the Gulf War.

Production-lining service

Fast food is another industry in which the operations strategy
is clear. Although operators in the industry no longer like this
term and prefer to be known as quick service, the term “fast
food” is used here deliberately to describe the strategy that has
led to phenomenal success. For what Ray Kroc recognized was
that the McDonald brothers had devised a way of working (an
operations strategy) that gave competitive advantage. They had
devised a system for selling hot meals to customers as if they
were a retail product to be sold off the shelf (which is why origi-
nally the restaurants were called stores). This required a hot food
product that could be quickly prepared and wrapped in advance
of customer orders, and could stay in good condition so that it
was ready for sale. The product also had to be hand held so that
it could be eaten outside the restaurant as well as inside it. The
hamburger was the perfect product. Fast food is fast because
of these characteristics. Linked to speed of delivery is also the
idea that there must be high sales volume. If perishable product
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is waiting on the shelf ready for sale then customers must flow
through the door at a high rate. To attract customers in large
numbers the product must be inexpensive. The product must
also be quick and easy to produce; hence, menu and dish variety
are reduced to ensure food production can be simplified. Today,
many of these simple tasks have actually been automated. In
discussing trends in services, Levitt (1972) used fast food as the
prime example of “production-lining”—a service business.

Ubiquitization

Fast food as an operations strategy was so successful that it
actually created an entirely new industry sector. The firms that
adopted the strategy and successfully implemented it gained
competitive advantage and grew to become market leaders,
in some cases achieving a global market position. But because
the strategy was developed in the 1950s, these firms needed to
continue seeking new strategies. In the 1990s, another strategy
emerged called the “ubiquitization” strategy—fast food was to
be served everywhere. This was achieved by thinking of alter-
native ways of marketing and delivering the product. While
the store or restaurant continues to operate it also serves as a
central production and/or distribution centre for other sales
channels, such as home delivery, kiosks, carts, and even vend-
ing machines. Rather than the customer coming to the food, the
food goes out to the customer. This strategy was made possible
by the development of new technologies. Better catering equip-
ment allowed hot food to be held in better condition more
safely for a longer time, and information technology allowed
managers to track sales and monitor performance at a distance.
A feature of this strategy was the way in which chains modified
their approach to multi-unit management. Restaurant manag-
ers became market managers, responsible for a range of differ-
ent types of outlet. They were “empowered” and the spans of
control by area management were greatly increased, from 12
up to 30 units in some cases. This example neatly illustrates the
concept that a strategy requires a fit between all elements of
operations. In this case, changes in the process and technology
also required changes in marketing and human resources.

Self-service

Production-lining tends to be applied to the service worker,
whereas “self-service” applies similar concepts to the customer,
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that is, tasks are simplified, processes may be automated, and
control is built into activities. There are many examples of this
in the hospitality industry—self-service check-in and check-
out in hotels, drink dispensing in cafeterias, hotel mini bars,
online reservations, and so on.

Innovation

Another operations strategy is innovation. This is essentially
the strategy adopted by multi-concept restaurant chains.
Their strengths and competitive advantage lie in their ability
to develop new concepts and make them work. LEYE is not
just an operator, it also offers consulting services on “corpo-
rate services, operational systems, service and hospitality,
training and development, culinary development, concept
creation, product development, and operator research” (LEYE
Consulting, 2004). For instance, the company employs an
“Artistic and Creative Director.” Her primary responsibilities
include “concept ideation, attribute development, and food
product stylization ... (based on) concept board development,
historical and social research, material selection and menu
writing.”

Total quality management (TQM)

No discussion of SOM could be complete without reference to
TOM. Many firms in the hospitality industry like to think that
they have successfully adopted this strategy, but only one has
undoubtedly done so—the Ritz Carlton hotel company. During
the 1990s Ritz Carlton won the prestigious Malcolm Baldridge
award not once, but twice. Much has been written about TQM,
and in hospitality it is one of the most researched topics, along
with yield management (Jones and Lockwood, 1998). Despite
this, TQM remains difficult to achieve in a service environ-
ment, largely because it is so complex. TQM includes concepts
such as quality control and quality assurance but must be
adopted across the organization, both back-of-house and front-
of-house, and from the boardroom to the shop floor. The chal-
lenge of this strategy may be exemplified by Ritz Carlton who
identified that their housekeeping operation alone experienced
70,000 errors per one million transactions. Their TOM goal
became to reduce this level to “six sigma,” that is 4.3 errors per
million, and in so doing provide 100% customer satisfaction
and save the company substantial cost.
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Capacity control

Finally, we have to consider whether or not hotel revenue man-
agement is a strategy or not. Since one of the major challenges
facing a service firm is the unpredictability of demand, devis-
ing a system that manages this certainly has strategic impor-
tance. Hence, revenue management is not a strategy unless it
is part of a capacity control strategy. One firm that has success-
fully implemented this strategy is Center Parcs (Jones, 2002).
This European firm operates resort villages aimed at the short
break market. It is only possible to book a villa at one of their
villages for a 3-day weekend (Friday through Monday) or a
4-day midweek break (Monday through Friday), or combina-
tion thereof. By restricting bookings to these days, Center Parcs
is able to achieve annual occupancy rates of 92-95% in villages
that can accommodate in excess of 3000 guests. Supporting this
strategy is a sophisticated forecasting, advanced reservations,
and operating systems designed to manage housekeeping on
the changeover days (Mondays and Fridays) when more than
600 villas may have to be made ready for new guests.

It should be noted that just as strategic goals are not mutu-
ally exclusive, so are the strategies, although implementing
more than one operations strategy at a time is very challenging.
Nonetheless, firms who have adopted capacity control might also
be implementing TQM; chains with high rates of market penetra-
tion (ubiquitization) may also be seeking to innovate, and so on.
This is illustrated in the Whitbread PLC case study that follows.

Operations strategy in practice: Whitbread PLC
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In 2005, Whitbread was the United Kingdom’s largest hospi-
tality firm, employing 60,000 people with a turnover of £1500
million. A feature of Whitbread was its management of very
strong brands in different segments of the hospitality industry.
These brands were!

e Marriott Hotels—Whitbread was corporate franchisee of
Marriott for the United Kingdom

e Premier Travel Inn—the United Kingdom’s largest chain of
budget hotels

e TGIFridays—another United States-based brand operating
in the casual dining segment

'Since the end of 2005, Whitbread’s corporate policy has been to dispose of
some of these brands in order to focus on and grow two key brands—Premier
Travel Inn and Costa Coffee.
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e Pizza Hut—an international brand operating in the quick
service segment

e Costa Coffee—the United Kingdom'’s second largest chain
of coffee shops

e David Lloyd Leisure Centres—originally founded by the
British tennis player of that name

Whitbread’s overall mission and strategy is to be “best in
class” in each segment in which it operates. This requires
a focus on quality and the delivery of brand standards.
Underpinning this is also a commitment to being the “best in
class” hospitality employee, supported by a strong organiza-
tional culture. The culture is expressed through “the Whitbread
Way-four Principles that guide us in everything we do.”

We believe in people and teamwork
We believe in caring for guests

We believe in passion for winning

We believe in continuous improvement

Whitbread’s operations also face the challenge of fixed capac-
ity. Hence, another key feature of their operations strategy is
maximizing occupancy or visits to each of their operations.
A major influence on this is the sites they have selected for
the location of their operations. Another approach to this
is to develop customer loyalty by making people become
“members.” This strategy is adapted across each brand, so
“membership” can be either required (as in the case of David
Lloyd Leisure Clubs), or partially through loyalty/reward cards
(Marriott, Pizza Hut, and TGIFridays), or top-up cards (Costa
Coffee). These schemes, as well as internet-based reservation
systems, provide each brand with an increasingly large database
of customer contact details, especially email addresses, which
enables the brand to engage in so-called one-to-one marketing.
The same databases are also being used to measure guest satis-
faction, and hence monitor service quality and brand standards.

To implement this operations strategy, there are some
corporate-wide policies and procedures, as well as brand-
specific ones. These are based on a standard “template,” as illus-
trated in Figure 14.3. User and attitude research is carried out
in order to establish the specific strategy for each brand. From
this, tactics are devised, based on product and service stand-
ards. The tactics then need to be implemented, which in the
Whitbread case is called “orchestration.” This element of the
template might include product remodelling and mainte-
nance, the guest recommendation system, customer guarantee,
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Insight Strategy Tactics Orchestration Measurement
— Product remodel — National and Local
and maintenance recognition
__ Product G awards
standards | Guestrecommend | Reward
system programme
Top down, Customer Customer -9
) bottom up guarantee 5
User and attitude — Brand template — or centre — People S o
research , . out as =4
Inside/out branding appropriate | —Recruitment policy Investors £
—  Focus groups
Service
standards [—  Brand audit L— Benchmark key
competitor
| Sales and service

training
Deep customer and employee engagement; cost effectiveness; immediate impact; simplicity

Figure 14.3
Whitbread’s brand template.

employee recruitment policy, brand audit, and employee train-
ing. Linked to this orchestration is the idea of measurement
and the specific tools that might be used to monitor delivery
on these items.

Measurement is based on the balanced scorecard, originally
developed by Kaplan and Norton (1996). In Whitbread’s case,
the three main elements are based on key stakeholder groups—
investors, customers, and employees. Routinely, seven items are
measured. Six of these are across all brands, namely revenue,
profit, customer satisfaction, health and safety, and employee
satisfaction, while one is specific to the brand. The brand-spe-
cific item is usually related to some measure of usage (room
occupancy, seat turnover, customers per day, and so on). Linked
to this is benchmarking—comparing the performance of operat-
ing units against each other.

Marriott UK

In 2005, there were more than 70 Marriott Hotels operated by
Whitbread on a corporate franchise agreement with Marriott
Corporation. These are generally large four-star hotel pro-
perties aimed largely at the corporate and business market.
Eleven of them were the Courtyard brand, aimed at a slightly
lower market segment. Marriotts’s quality and service strategy
is based heavily on the approach developed by Marriott in the
United States. Employees are called “associates,” and there is
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a strong service-oriented organizational culture. Capacity is
managed through a revenue management system, similar to
that used by other international hotel chains.

Premier Travel Inn

TGIFridays

Pizza Hut

It is now the United Kingdom’s largest hotel chain, with 470
properties located mainly on major highways and on the out-
skirts of cities and towns. In this market segment, guests have
little or no contact with employees, except at check-in and
check-out. Food and beverage provision is not in the hotel
itself, but in an adjacent stand-alone, branded restaurant. The
operations focus is on product quality, that is to say the stand-
ard of cleanliness and facilities in the bedroom. This is dem-
onstrated by Premier Travel Inn’s “Good Night Guarantee,”
which states—"“we guarantee you a clean, comfortable room and
friendly and efficient service-in fact everything you need for a good
night. And if we don’t live up to our promise, we’ll give you your
money back—guaranteed.” In this segment, the chain has a
basic price for all rooms. In 2005, this was £45 for out-of-town
properties and slightly more for city centre or high-demand
properties. Nonetheless, the chain achieved high average occu-
pancies and hence revenues, although not engaged in revenue
management.

This brand is a global player in the casual dining segment and
the UK. chain has 46 restaurants. This U.S. brand was one of
the first themed restaurant chains to develop the dining expe-
rience based on a wide range of dishes (“flexibility”) and a
fun environment. Key to this experience is the TGIF staff who
contribute greatly to the ambience. The chain, as a result, has
always had a highly distinctive and strong organizational cul-
ture that reinforces the service ethos and greatly facilitates the
delivery of brand standards globally.

Pizza Hut is a well-known global brand in the pizza quick
service segment, with over 500 units in the United Kingdom.
There are four distinct categories of restaurants:

e Full service: dine-in and takeaway: these offer our full menu
for both casual dining and a takeaway experience.
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e Restaurant-based delivery: dine-in, takeaway, and delivery:
these offer the full-service experience as well as delivery to
their customers who live within the designated trade zones.

e Express: eat-in and takeaway: this is a new concept that is
being developed by the company within food halls and lei-
sure parks across the United Kingdom. These offer an infor-
mal, quick service experience with a reduced menu.

e Home service: delivery and takeaway: these restaurants
offer both a delivery and a takeaway experience. The menu
is specific to this concept, and delivery is offered to custom-
ers living within the designated trade zones.

Costa Coffee

This brand competes in the United Kingdom against global
brand leader Starbucks and U K. brands such as AMT, Ritazza,
and Café Nero. Like Pizza Hut, Costa competes on the basis of
“speed” and “reliability.” It is rapidly expanding in the United
Kingdom and by the end of 2007 will have 750 outlets.

David Lloyd Leisure Centres

This chain of sports and leisure centres is the United
Kingdom’s largest player in this market, with 69 centres
around the United Kingdom and over 300,000 members.
Across the chain, DLL has around 10,000 exercise machines
and over 100 swimming pools (of which half are indoor).
The racquets facilities are unrivalled in the United Kingdom
with 500 tennis courts (over half of which are indoor), as well
as 100 badminton and 85 squash courts. Additional facilities
include health and beauty spas, club lounges with free inter-
net access, créches, nurseries, and specialist sports shops.
Members may use these facilities, but also have one-to-one
coaching sessions or participate in a wide variety of classes—
each centre offers over 40 exercise classes per week. David
Lloyd Leisure employs some 5000 team members including an
expert health and fitness team of over 500 and more than 200
tennis professionals.

Whitbread’s operations strategies

A number of strategies were identified in this chapter—
location, JIT manufacturing, production-lining, ubiquitization,
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self-service, innovation, TQM, and capacity control—some of
which can be seen to put into practice by Whitbread.

The two key strategies it has adopted have been location and
ubiquitization, along with some innovation. For all of its brands,
Whitbread have very clear criteria for locating their operations
and selecting appropriate sites. Linked to this is ubiquitization,
the other key feature of the chains—especially in the mass mar-
ket. Premier Travel Inn and Costa Coffee are being grown rap-
idly to ensure that there are units in every part of the United
Kingdom to enable country-wide access to an outlet. Likewise
the Pizza Hut chain had four different types of outlets designed
to enable pizza to be served and eaten not only in a sit-down
restaurant setting but also in takeaway and home delivery
system. The takeaway market is also important for the Costa
Coffee brand. Finally, innovation is also important in order to
keep brands fresh and appealing to the market. New products
are often linked to marketing campaigns and special promo-
tions. This can be seen in Pizza Hut and Costa Coffee by the
introduction of new menu items and special offers.

JIT, production-lining, and self-service have been adopted in a
number of brands—Costa Coffee and Travel Inn—usually to
simplify and speed up service. But this has been as a result of
operational improvements rather than as key strategic moves.
Capacity control is important for all the brands, but Whitbread
has not developed unique ways of managing this strategi-
cally in an effort to gain competitive advantage. And while the
company is concerned with maintaining brand standards and
delivering reliable products and services, it has not adopted a
TQM strategy towards this.

Finally, it should be remembered that the operations is
only one area that is managed to achieve competitive advan-
tage. Firms can also compete on the basis of marketing and
human resources. This is certainly the case with Whitbread.
With popular brands, the firm is clearly competing through
marketing, and its use of the balanced scorecard underlines
the high value it places on its human resources and human
resource strategy. Interestingly it is largely through the opera-
tions function—specifically the area manager—that all these
strategies are integrated and managed. Area managers are par-
ticularly concerned with ensuring that each unit meets brand
standards. For instance, they conduct quality audits, follow up
on mystery shopper reports, and investigate customer com-
plaints. They are also heavily involved in the recruitment, selec-
tion, and training of staff within the units. Hence operations
is clearly not separate from marketing and human resources
throughout the firm.
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Key elements of strategic operations implementation

As the examination of Whitbread’s operations strategy and its
operations demonstrate, it is important to differentiate between
SOM and OM. Many firms in the industry have introduced new
policies, procedures, and ways of operating that include forecast-
ing, electronic point of sale, inventory controls, process reengi-
neering, quality circles, empowerment, continuous improvement
programmes, and so on. Each of these may have had benefits for
the firms concerned, but they are not a strategy unless integrated
with each other and the firm’s business strategy.

However, since implementation of strategy is just as important
as planning; it is useful to look in more detail at the specific poli-
cies and procedures that are the ingredients of a strategic recipe.
This recipe may be made up of key tactical activities; core com-
petences, processes, and capabilities; resources; and technologies
(Lowson, 2002). It is suggested here that the key generic elements
of one or more operations strategy in hospitality are as follows.

Benchmarking

In order for organizations to be able to assess their level of per-
formance, they are increasingly recognizing the importance
of benchmarking themselves against others, either in the same
industry or learning from other industries, as we saw in the
Whitbread case. Benchmarking can take place in two ways:
either in terms of performance benchmarking or in process,
sometimes known as best practice, benchmarking. Hotels have
used comparative data on average room rates and occupancy for
many years to assess their rooms’ performance. A recent inno-
vation has been the introduction of an internet-based system
that facilitates this comparison in real time. Other systems such
as the UK. Institute of Hospitality’s Hospitality Assured scheme
allow comparison against a national standard and the identifica-
tion of those operations with the best practice in their field.

Continuous improvement
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Rapidly changing consumer tastes and expectations, com-
petitor action, and advancements in technology all require
the operator to continuously improve the delivery of service
to their customers. Continuous improvement (CI) includes
both improving the product/service and improving the proc-
ess. The former requires continuous research into customer
requirements and their level of satisfaction; while process
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improvement adapts and refines existing designs to be more
effective and efficient. Some of the tools used to achieve CI
include menu engineering, customer satisfaction surveys, time
and motion study, variance analysis, and mystery shopping.

Cycle time reduction

This is typically achieved by removing waste from the system.
Japan achieved global dominance in a wide number of indus-
try sectors such as motorcycles and electronic goods through
the work of the Japanese guru Taiichi Ohno, one-time Chief
Engineer for Toyota. He identified seven types of waste:

. doing too much

. waiting

. transporting

. too much inflexible capacity or lack of process flexibility
. unnecessary stocks

. Unnecessary motions

. defects

N OOl W=

One way to identify improvements that can be made is to cre-
ate a “blueprint” or flow process chart for the operation. This
means identifying each stage in the process and looking for
opportunities to reduce waste: to eliminate stages, simplify or
automate stages, or do two or more things at once. The focus
of CI tends to be on employees and customers, whereas that of
cycle time reduction tends to be on technology and systems.

Demand forecasting

Most hospitality operations are subject to variable demand
from customers. Efficient and effective operations seek to
both forecast what this demand will be and operate systems
designed to manipulate it. Hotels and restaurants typically
have reservations systems, and most hotel chains have reve-
nue management systems in place (except in the budget sector
where the room tariff is less dynamic).

Design of cross-functional processes

The efficient operation of any system is at its weakest at the
interface between subsystems. The experience of the typical
hotel guest involves interaction with a number of staff from
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different departments—porterage, front desk, housekeeping,
room service, and so on. As long ago as 1948, Whyte (1948)
showed how dysfunctional the relationship could be between
restaurant serving staff and chefs. More recently Anthony
Bourdain (2000) in his book provided several examples of
alienation between these two groups of employees. One way
to tackle this is to change the design of the process to remove
such interfaces (the other way is to employ staff to work across
these boundaries—see multi-skilling below). For instance,
some flight catering operations now have managers responsi-
ble for market segments controlling the total process, that is,
inventory, hot and cold production, and tray/trolley assembly.

Integrated information and communications technologies (ICT)

Logistics

Multi-skilling
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Many of the core competences discussed here, such as demand
forecasting, continuous improvement, logistics, and tempo-
ral employee flexibility, are enabled by ICT, which provides the
immediate and accurate exchange or sharing of data. Such infor-
mation systems are increasingly provided on a common platform,
which is often linked to the internet, as we saw in the Whitbread
case. In other industries, the impact on operations has been
highly significant. For instance, retailing has been transformed
by internet shopping, the archetype of which is Amazon.com.
Similar effects have been seen in financial services and travel dis-
tribution. The hospitality industry has not been as affected, except
with regards its sales and marketing activity, due to the nature of
hospitality which depends on the personal interaction of the con-
sumer with the provision, that is, hotel customers sleep in beds!

This refers to the efficient and effective transportation, han-
dling and storage of materials, sometimes inside the organiza-
tion but also across the supply chain. Through the use of ICT
it is now possible for electronic point of sale (EPOS) devices to
link directly to suppliers, so that inventory is renewed in pre-
cise response to consumer demand, thereby minimizing stock-
outs and overstocking.

Multi-skilling is the selection and training of staff so that they
are able to work in more than one job position within the oper-
ation. Multi-skilling is not the same as multitasking, where
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employees are deployed across a range of activities in which
they are not necessarily trained. Multi-skilling is adopted for
several reasons:

e More efficiently scheduled staff, especially during relatively
quiet periods of operation.

e Increased staff retention, especially among part-time
employees.

e Improved team working.

Most fast food employees are multi-skilled, but this is increas-
ingly being adopted across all sectors. This is sometimes
known as functional flexibility.

Temporal employee flexibility

Functional flexibility firms may also adopt temporal flexibil-
ity. This approach plans and controls employees” work hours
in order to match labour cost as closely to revenue generation
as possible. Different forms of temporal flexibility include the
employment of full-time, part-time, and casual staff; flexible
work hours for employees; and overtime and annual hours
contracts.

Training

Employees are typically trained to perform tasks directly
related to their function—either technical or interpersonal.
As part of a strategy however, training may go beyond this to
include training staff in skills such as problem solving, deci-
sion making, and creativity. For instance, manufacturers such
as Harley Davidson train their employees in techniques such
as statistical process control.

The future of strategic operations management

It is relatively easy to identify potentially new OM policies,
practices, and technologies that might lead to new ways of
doing things, but predicting new strategic operations policies
is much more difficult. In many industries, the internet has
had a major impact on strategy, for instance Amazon.com has
revolutionized book retailing. A key role of the internet is to
provide a common platform to enable the integration of data
from a variety of sources. Hospitality firms are beginning to
use this in order to better manage labour scheduling. Even in
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internet-based labour scheduling leads to a 25% reduction in
labour cost in housekeeping alone.

In the future, other new strategies may emerge. This may be
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In this chapter, we introduce the topic of leadership and its
importance to the hospitality and tourism industries. One need
only scan the current headlines to understand the importance
of leadership and its impact upon the hospitality organization.
There are as many examples of failed leaders as there are of
successful leaders. For every J. W. Marriott, the visionary force
behind Marriott Corporation there is a Steven J. Heyer, dis-
graced former Chief Executive Officer of Starwood. Mr. Marriott
built the world’s largest lodging company from an A&W Root
Beer Stand in Washington, DC. Mr. Heyer was terminated from
leading one of the world’s largest lodging companies for inap-
propriate conduct with underlings. For every Ray Kroc, the leg-
endary driving force of McDonald’s, there is a Joe Micatrotto,
former Chief Executive Officer of Buca Incorporated. Ray Kroc
envisioned the future and led a small hamburger company in
its metamorphosis into the world’s largest hospitality company.
Joe Micatrotto took a small Italian restaurant company, built
it up, took it public, and then along with several other corpo-
rate officers used it as his piggy bank. He and two other execu-
tives were indicted for fraud. He pled guilty to a lesser charge
and was sentenced to federal prison as well as fined heavily.
What is the difference between these diametrically opposite
high profile hospitality leaders? We are sure that they all felt
that it was “their company”—but that is where the similarity
ceased. Messer’s Marriott and Kroc understood their responsi-
bility to the stakeholders of “their company,” while Heyer and
Micatrotto did not. Therein lies the rub. As the global environ-
ment continues its dynamic change, leaders face untold chal-
lenges. If they are unable to completely understand their role,
they set themselves up for failure and perhaps disgrace.

In examining the current state of the hospitality industry
one discerns that the hospitality leader of today must be dif-
ferent. There is no more autocratic “my way or the highway”
approach to obtaining productivity gains from today’s work-
force. As Harold Leavitt (2005) notes “... authority... has never
been enough to guarantee effective management, and it is cer-
tainly not enough to handle middle manager’s jobs today.” He
goes on to state that due to the fast-changing, speeding world,
managers must become equipped with many more skills and
competencies than were required in the past. Managers now
need imaginative, persuasive, visionary, and inspirational
skills—the skills many label leadership. Leavitt states now is
the time for managers to become leaders and develop their
leadership skills.

In today’s business environment, human capital has become
the most important asset of hospitality firms. As the hospitality
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business environment becomes more and more complex, organ-
izations need employees capable of adapting to change and able
to grasp the complexity of their jobs. Bill Darden, founder of Red
Lobster Restaurants and the namesake of Darden Restaurants
once remarked: “I am convinced that the only edge we have
on our competition is the quality of our employees as reflected
each day by the job they do.” His words have even greater per-
spicacity for the future. Employees (human capital) follow lead-
ers because leaders inspire them, motivate them, encourage
them to be the best that they can be. Managers must develop
their leadership skills including the ability to effectively imple-
ment new programmes, the ability to solve new and unique
problems, and the ability to communicate to their followers the
future they—the leader—desires to create. Today’s and tomor-
row’s leaders must possess the ability to motivate their follow-
ers to build the future of their organizations. Leadership is not
riding the organization into the future determined by others.
Leadership is about building the future that one envisions, cre-
ating the organization necessary to excel in that future, and then
making the vision reality.

How does one go about developing ones leadership skills?
What skills constitute the construct that we call leadership? Are
there really leadership skills which can be learned and honed?
Are leaders born with the requisite traits and not made? These
are a few of the questions we will address in this chapter.

What is leadership?

Leadership is a social phenomenon which has occurred through-
out the world, regardless of culture. From the earliest times
through today people have identified leaders—individuals
who inspire followers. There is evidence to suggest that lead-
ership is a social process which can impact the success of busi-
ness organizations. Day and Lord (1988) demonstrated that
executive leadership can account for 45% of the variance in
an organization’s performance. Effective leaders create shared
values, beliefs, and vision in an organization. They are also
capable of focusing their follower’s attention on the important
issues facing the organization as well as changing their follow-
er’s understanding of the situation.

It is important to understand that leadership must exist at all
levels of the organization. Leadership is not simply a function
of the CEO. It must be found throughout. There is no longer
a gulf between managers and leaders. All managers must be
leaders. It was once said that “Managers do things right and
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leaders do the right thing.” That is no longer the case. Within
today’s hospitality organization, much is accomplished by the
front line service employees who must make decisions on the
spot. They can not wait for a manager to solve the problem.
This environment requires that service employees possess the
knowledge necessary to make the correct decisions. They are
knowledge workers. Drucker defined knowledge workers as
“... Knowledge workers are neither bosses nor workers, but
rather something in between—resources who have respon-
sibility for developing their most important resource, brain-
power, and who also need to take more control of their own
careers” (Edersheim, 2007). As we look towards the continuing
shift to a world based upon knowledge workers, we posit that
hospitality leaders must recognize that this changes the type
of individual who is employed in the hospitality industry. This
shift to the knowledge revolution is similar to the shift from
agriculture to the industrial revolution. As the industrial rev-
olution changed the face of the globe, so too will the knowl-
edge revolution. This means that hospitality workers entering
during this revolution will have their value to the hospitality
organization based upon not only what they can do but also
upon what they know. For the most part, these types of indi-
viduals cannot be led by autocratic styles from the top. They
must be inspired by the leadership they encounter at all levels
within the hospitality firm. In this scenario, many employees
emerge as leaders of groups or teams throughout the organiza-
tion, especially as hospitality firms become more decentralized
and decision is pushed to the lowest levels of the organization.
Peter Drucker states that leadership can be learned. He goes
on to note that effective leaders understand four basic points:

1. leaders have followers—without followers who share the
same values and vision there can be no leader;

2. leaders are highly visible—they set the example for their
followers behaviour. It is up to the leader to develop the
culture of the organization through their actions, whether
symbolic or dynamic;

3. their followers do the right thing—leadership is not a pop-
ularity contest. Successful leadership is results oriented, it
accomplishes the mission of the organization;

4. leaders have responsibility not rank. As we noted in the intro-
duction, the difference between successful leaders such as
Marriott and Kroc and the fallen leaders such as Heyer and
Micatrotto is the understanding of the personal responsibility
of leadership. The trappings of leadership can quickly ensnare
the unwary and lead to their ultimate failure (Drucker, 1996).
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At the end of his life, Peter Drucker realized that today’s busi-
ness leaders had to provide three types of leadership—strategic
leadership, moral leadership, human leadership—and strike
the appropriate balance between them (Edersheim, 2007). This
ability to balance takes courage. As Edersheim notes, it takes
courage to do what is right. There are so many temptations
faced by hospitality leaders. How does one turn against short-
term profits which ensure large bonuses in order to invest in
the long-term success of the organization? Courage. What does
it take to break the rules in an industry full of “me too” firms
and innovate? Courage (Edersheim, 2007).

What traits are required of successful CEO’s in today’s
dynamic environment? In her conversations with Peter
Drucker shortly before his passing, Edersheim reported that
he thought that there were three leadership behaviours unique
to a successful CEO:

1. Awide field of vision which enables them to see the whole—
the inside and outside of the organization—combined with
the perspicuity to challenge organizational assumptions
about the present and the future. Drucker held that most
businesses fail not due to things being done poorly but due
to the fact that the assumptions upon which the organiza-
tion has been built no longer fit the present and the future. It
is up to the CEO to ask and answer what needs to be done;

2. Willingness to assume accountability for their imprint on
the organization’s character, values, and personality. The
CEO must realize that they set the tone of the organization.
Drucker was always dismayed when the CEO’s embroiled
in scandals such as the Enron debacle proclaimed that they
were unaware of what was happening within their organiza-
tion. He thought that this was anathema—why have a CEO
if they were not responsible for the actions of the organiza-
tion? They were willing to accept the plaudits, they must be
responsible for the shortcomings;

3. Understand the influence the CEO has upon individuals
and the organization as a whole. Drucker posited that the
CEO must understand that the key role they play in the
organization is a personal one. It is up to them to develop
the relationships with people both inside and outside the
organization in order to establish a mutual confidence and
the creation of a community. This is something that of neces-
sity falls to the CEO (Edersheim, 2007).

Leadership then can be defined as the process used by an indi-
vidual to influence group members towards the achievement of
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a goal or goals. It is important to note that most authors think
that these individuals must view the influence as legitimate,
by this we mean that the influence is reasonable and justifiable
given the situation. According to Howell and Costley this defi-
nition requires five core characteristics of an effective leader:

1.

Leadership is a process or a pattern of behaviours directed
towards achievement of group goals. It is not a single act or
even a series of acts performed only in certain situations. It
is continuous until the group goals have been achieved;

. The actions of the leader are designed to influence people

to modify their behaviour. As their behaviour is influenced
towards the group goal they become followers and the lead-
er’s position is recognized by the group. It is important to
remember that without followers there is no leader, only a
voice crying in the wilderness. It is also critical to remember
that successful leaders must be successful followers at some
time in their lives;

. While leadership activities may be shared among individu-

als during the course of the day, a single individual must be
recognized among the group as the overall leader responsi-
ble ultimately for the achievement of the group’s goals;

. Followers must view the leader’s influence as legitimate.

The legitimacy may be formal such as their position in the
organization or informal because of their interaction with
the other members of the group;

. The leader’s influence is directed towards the achievement

of group goals. There are two separate scenarios of group
goals—in one, the leader plays an important role in setting
the group’s goal and in the other, the leader inherits estab-
lished group goals. In either case, the most important concept
is that there is a goal which the group is seeking to achieve
with the assistance of the leader (Howell and Costley, 2006).

When all is said and done, how do we know that a leader is
successful? Most management scholars measure a leader’s
effectiveness against two metrics:

1.

individual follower’s behaviours such as job performance.
This metric usually examines such measures as employee
productivity, performance appraisals either by supervi-
sors or external examiners. Other behaviours may also be
measured such as employee satisfaction, commitment to
the organization, and motivation. These behaviours most
typically measure the most immediate impacts of a leader’s
behaviour upon the group;
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2. group or organizational outcomes indicate the effectiveness
of the leader’s behaviour on the group or organization as a
whole. Measures of success may be profitability, increased
market share, or low employee turnover.

In the end it is the accomplishment of group goals within the
norms and mores of society which defines the effectiveness
of the leader. Follower satisfaction means little if the group’s
goals are not achieved. Many failed organizations have had
satisfied employees. It must be remembered that ultimately the
leader is responsible for the achievement of the group’s goals.
It is the leader to whom the followers look to provide the nec-
essary support and resources to achieve the shared goal.

Leadership traits

Until recently, most people believed that leaders were born
and not made. Successful leaders were thought to have inher-
ited the necessary personal characteristics which enabled
them to achieve beyond their peers. Early researchers focused
upon the characteristics which they identified as traits. These
traits were defined as permanent characteristics which did not
change no matter the situation faced by the leader. During the
first three quarters of the twentieth century, much research was
published concerning these traits. Researchers developed a list
of personal characteristics which they posited provided the
leader the ability to be successful. Some of these traits included
height, social status, energy, aggressiveness, assertiveness, and
popularity. However, it was discovered that this theory had
several flaws:

1. most researchers could not agree upon which of the leader-
ship traits were the most important;

2. most of the published research compared leaders to follow-
ers. There was little attempt to distinguish between effective
and non-effective leaders;

3. there was no universal agreement on either the definition of
the individual traits or their measurement;

4. there was no measurement of how much or how little
of each trait was necessary to predict leadership success
(Howell and Costley, 2006).

While the theory of the leader being born not made has been
largely discredited, there is some validity to the idea that effec-
tive leaders do possess certain common traits. Most researchers
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agree that effective leaders do possess high levels of intel-
ligence and cognitive ability. Intellect is a driver of outstand-
ing performance while cognitive ability—big picture thinking,
creativity, and long-term vision—enables the leader to achieve
group goals. Creativity is an illusive concept. It is difficult to
describe but usually we know it when we see it. Many argue
that only a few are creative, that it is something with which
they are born. Others suggest it can be learned. We argue the
latter. If one is able to truly expand their perceptual window,
see patterns of change in the big picture, and are motivated
and excited by the thought of developing something new,
it is easy to be creative. It is important that hospitality lead-
ers work at expanding their cognitive and perceptual skills.
The leader of tomorrow will be required to personally grow
through the acquisition of knowledge and experience. As we
move towards a knowledge or information society, this need
is no longer a desirable objective, it is mandatory. Leaders
must be able to the use their intellectual power to lead creative
change if they expect to remain the spiritual and rational lead-
ers of their organizations.

We agree that there are other personal traits which can assist
the leader in their quest towards the goal. However, these traits
depend on the situation for their effectiveness—they are not
universally applicable to all situations in which leaders may
find themselves. It appears that traits such as fluency of speech,
self-confidence, adaptability, and assertiveness assist effective
leaders in a fairly broad range of situations. Most of the traits
we have identified can be developed by the leader. Fluency of
speech, assertiveness, social ability are all skills which can be
honed with practice. The one trait which is difficult to enhance
is native intellect. It is virtually impossible for individuals who
lack basic intelligence to become effective leaders.

It seems that while some of these traits can assist a leader in
certain situations, their effectiveness varies with the situation.
They are contingent—which supports our position that leader-
ship can be learned. It falls to the leader to recognize the situa-
tion and employ the traits appropriately.

Leadership behaviours

364

Since we have argued that leadership can be learned and that
there are few universal leadership traits, how do we differen-
tiate effective leaders from ineffective ones? Largely through
their leadership behaviour. There are numerous behaviours
among which leaders can choose. Which are effective are based
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upon the situation and follower characteristics. Once again,
effective leadership behaviours similar to effective leader-
ship traits are contingent or situational. If this is the case, then
effective leaders must vary their behaviours as the situation or
followers change. This mandates that the leader possesses the
intellect necessary to accurately assess the situation and choose
from among a repertoire of leadership behaviours. Once again
demonstrating that effective leadership can be learned. This
contingency theory of leadership posits that the most effective
leadership behaviour depends on the situation. It follows then
that leadership training is important and is a key to successful
leadership.

In today’s dynamic hospitality environment there seems to a
number of leadership behaviours which enable individuals to
successfully lead their organizations. We will examine five such
patterns of behaviour which can be applied to most of the situ-
ations faced by today’s hospitality leader. We caution you that
these behaviours are not usually used independently of one
another nor are they mutually exclusive. An effective leader will
probably use a number of the behaviours at the same time as
required by the situation. The five behaviour patterns are:

1. Supportive—this pattern demonstrates the leader’s con-
cern for follower needs, open communication and follower
development. One of the primary goals of organizational
leaders is to develop their followers to the point that the
organization functions at peak performance. In addition, the
effective leader must work to develop their successor. A sign
of ineffective leadership is the decline in organizational per-
formance upon leadership succession;

2. Directive—this pattern refers to the assignment of tasks
to followers. To assure the successful completion of those
assignments, the leader must ensure that the methods to
be utilized are understood by followers, that lines of com-
munication are open and clear, that there are specific goals
and expectations of performance understood by all. This
behaviour is related to organizational structure and is nec-
essary until all members of the organization possess a clear
understanding of what is expected of them and are capable
of meeting those expectations;

3. Participative—this behaviour is demonstrated by the level
of follower participation in decision making and goal set-
ting utilized by the leader. This behaviour ranges from one-
on-one interactions to group interaction in an effort to elicit
input for decision making. This behaviour is appropriate
when there is knowledge possessed by the group which the
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leader can effectively utilize in decision making. This behav-
iour has an implicit understanding that when participation
is requested it will be valued by the leader. Symbolic use of
participation by the leader can result in group dissatisfac-
tion and poor morale and performance;

4. Reward and punishment—this behaviour is necessary
because the leader must signal to the followers whether
they are positively or negatively impacting the organization.
When followers positively impact the organization, the effec-
tive leader must provide them with some form of reward.
The rewards can range from a simple word of praise to more
tangible actions such as bonuses and promotions. It follows
that followers who negatively impact the organization must
also be acknowledged in a manner which will encourage
them either to modify their behaviour to a more acceptable
level or leave the organization. This type of behaviour must
be based upon performance if it is to be effective. To base
it upon the whim of the leader, is to turn it from a positive
impact to a negative impact upon the organization;

5. Charismatic—this behaviour is best demonstrated by the
leader as they communicate their vision of the future and
serve as a role model to their followers. Max Weber defined
charisma as the influence based upon the exceptional char-
acteristic of the individual person. In his nineteenth century
industrial revolution setting, he juxtapositioned behaviours
of managers of large political and manufacturing organiza-
tions which he named bureaucratic against the behaviour
of heroic or revolutionary leaders who had successfully
advocated actions to resolve crises which he named charis-
matic (Weber, 1947). This characterization continues today
as charismatic leadership behaviours are defined as behav-
iours which elicit extreme devotion, commitment, or trust
from followers. The leaders who through the power of their
personal characteristics are able to motivate their followers
to follow their vision of the organization utilize charismatic
leadership behaviour. Reverend Martin Luther King, Jr. was
such a leader. He possessed little power except for his spirit
and his vision. Yet he was able to bring about great change
to society.

Emotional intelligence

In the middle 1990s, Daniel Coleman introduced the con-
cept of “emotional intelligence” to the leadership literature.
His research of 200 large, global companies led him to posit
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that while the traditional qualities associated with successful
leadership—intelligence, toughness, and vision—were neces-
sary but not sufficient for effective leadership (Coleman, 1998).

He believed as we do that different situations call for differ-
ent types of leadership behaviours and that the personal styles
of effective leaders varied greatly throughout the world. The
overwhelming number of researchers agree that effective lead-
ers must possess intelligence but they disagree on the other
necessary qualities. Coleman reports that all of the effective
leaders he studied possessed one trait in common—emotional
intelligence. He studied the competency models used to pre-
dict leadership potential of employees of 188 global com-
panies. These models had been designed by asking senior
managers at the companies to identify the common character-
istics that were typical of their organization’s outstanding lead-
ers; in addition objective measures were used to identify those
leaders who positively influenced the performance of their
units. Star leaders were interviewed and tested. As a result, the
researchers developed a list of 15 characteristics which were
linked to highly effective leaders in the companies. Coleman
divided these characteristics into three constructs: intelligence,
technical skill, and emotional intelligence. He found that while
the first two—intelligence and technical skill—were impor-
tant, emotional intelligence seemed to be twice as important
as the others in effective leadership. He also discovered that
as the leader rose higher in the organization, emotional intelli-
gence increased in importance at the expense of technical skill.
Coleman (1998) maintains that individuals can develop their
emotional intelligence.

Since emotional intelligence is important to the success of a
leader and it can be developed in most intelligent people, we
thought that it should be discussed in this chapter. Coleman
holds that there are five components of emotional intelligence:

1. Self awareness—effective leaders understand themselves.
They understand their emotions, strengths, and weaknesses,
their needs, and their drives. They are honest with them-
selves and their followers. They are neither overly critical
nor overly hopeful. They understand what they value and
their goals. This understanding enables them to make deci-
sions which are in alignment with their values and goals.
Self awareness enables leaders to be candid with themselves
and others. This is important since effective leaders must
make decisions that require them to candidly assess their
capabilities as well as the capabilities of their followers and
their organization;
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2. Self regulation—effective leaders control themselves in a
manner which frees them from their emotions and feelings.
While they still feel their emotions they are able to separate
them from the actions necessary for success. This is impor-
tant because leaders who are in control of their emotions
create an environment conducive to productive behaviour
from their followers. In addition, in this environment of
constant and unpredictable change, they are able to adapt to
the environmental dynamism. Much of the negative behav-
iour exhibited in organizations can be traced to impulsive
behaviour on the part of the leaders. The executives in Buca,
Incorporated did not plan on defrauding the company, it
occurred due to their impulsive behaviour. Once they began
down the slippery slope their behaviours became even more
impulsive. As a result of their lack of self regulation, they
were imprisoned and the company was nearly destroyed;

3. Motivation—this is a trait common to all effective leaders.
They are driven to achieve for the sake of achievement.
They have an innate desire to excel. They desire to stretch
in order to develop themselves. They embrace the challenge
and exhibit a passion for whatever it is they are attempting.
It is a characteristic of motivated people that they maintain
an aura of optimism which is infectious to their followers.
Not only are they optimistic they are also committed to
the organization. These two attributes—achievement and
commitment—are fundamental to effective leadership;

4. Empathy—this is demonstrated by the leader’s thoughtful
consideration of follower’s feelings as part of their decision-
making process. This does not mean that the needs of the
followers are placed before the needs of the organization to
achieve its goals. It simply means that when important deci-
sions are made, the needs of the employees are taken into
consideration. Empathy is important in today’s business
environment due to the increasing importance of knowledge
workers and the need to retain them, the increasing use of
teams, and the global expansion of large companies;

5. Social skill—this quality is demonstrated by the leader’s
ability to develop relationships both inside and outside the
organization. Socially skilled people are adept at a number
of important leadership behaviours—leading teams to attain
their objectives, developing partnerships with entities nec-
essary for the survival of the organizations, and establish-
ing effective networks to support their initiatives. No leader
is alone. They all need to accomplish their goals through
others and it is their competency with social skills which
enables them to be effective (Coleman, 1998).
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It is apparent that emotional intelligence as defined by
Coleman is important to successful leadership. While these
attributes seem to be innate, they can be learned. It requires
hard work and commitment. It is not easy for the inwardly
focused individual to develop social skills but it can be accom-
plished. It is important that potential leaders honestly exam-
ine themselves and evaluate their level of effective emotional
intelligence.

Ethics and leadership

Ethics has been defined as “the discipline of dealing with
what is good and bad and with moral duty and obligation”
(Dictionary, 1996). While philosophers have studied ethics for
centuries, it has now become a critical business issue. It is no
wonder when we examine the recent headlines of executive
misbehaviour. The Human Resource Institute’s 2003-2004
Major Issues Survey found that among North American com-
panies ranking 120 issues facing managers today, ethics was
among the top three most important in terms of impact on
the company (American Management Association, 2006). The
American Management Association reported that business
leaders reported that they believe that ethics has a great impact
upon their brands and reputation as well as customer trust
and investor confidence (American Management Association,
2006). This is of particular interest to leaders in the hospital-
ity industry where customer trust and investor confidence is
of the utmost importance. In the hospitality industry, brands
are everything. Any actions that adversely impact the image
of a hospitality brand are to be avoided at all costs. Thus hos-
pitality leaders should be very interested in business ethics.
The number one reason for ethical behaviour in the hospital-
ity enterprise is protection of the company’s reputation. It is
the leader who models and supports ethical behaviour in their
organization that has the most impact on the company’s ethics.

In a survey of 1665 executives around the world, researchers
discovered that 95% of the respondents indicated that the eth-
ics of the CEO play a meaningful role in the way that business
is conducted throughout the company (Verschoor, 2006). Their
findings indicated that while personal ethics are important,
corporate culture is critical. Their respondents were in con-
cert with the Human Resource Institute’s findings that most of
today’s business leaders thought that strong ethical practices
in business help build brands, win over customers, and save
money in the long run. When we speak of unethical behaviour
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in organizations we mean not only the headline catching
activities such as Cendant and Enron, we also mean employee
activities such as:

1. inflating sales forecast numbers to senior management and
investors;

2. taking office supplies home;

3. inflating company sales to win a client;

4. charging personal expenses to the company account.

Reasons employees have given for such actions include:

1. I do so much for the company that they do not pay me for,
they owe it to me;

2. I did it because of the pressure from senior management to
increase my performance;

3. I did it to buy time and keep my job.

Obviously, these are not the actions of individuals whose
behaviours reflect the corporate culture of an ethical company.
In a 2005 report on their ongoing research in business ethics of
employees in for-profit, non-profit, and governmental sectors
in the United States, the Ethics Resource Center (2005) found
that little had changed during the 11 years they had been
conducting their research. The Center surveyed more than
3000 employees for their research. They found that in spite of
increasing implementation of formal ethics programmes, posi-
tive outcomes remained unchanged or declined. The Center
reported that 52% of employees responding to the survey wit-
nessed misconduct in the workplace, with 36% of them report-
ing multiple instances of misconduct. Of those who witnessed
the misconduct only 55% reported it to management, a decline
of 10% from the 2003 survey (Ethics Resource Center, 2005). In
2005, 10% of the employees reported pressure to compromise
their or company standards. These findings should ring alarms
in the minds of hospitality leaders. Unethical behaviour does
have an impact on organization morale and performance.

The insightful hospitality leader understands that managers
and employees in the industry are constantly placed in situ-
ations which test their ethical behaviours. Employees handle
large amounts of cash and credit cards, control large invento-
ries of food and liquor, have access to guest rooms, and also
engage in complex service exchanges with guests and suppli-
ers. Given this scenario, it is important for hospitality leaders
to establish ethical codes of conduct for their organizations.
However, Stevens (2001) reported that approximately 50% of
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hotel companies published ethical standards compared to 80%
for mid-to-large American companies.

While all can agree that stealing money is unethical, there
is great disagreement on other actions such as sexual harass-
ment, racism, competitor information, etc. It falls to the leader
to develop the code of conduct by which the actions of the
followers as well as the leader will be judged. It is up to the
leader to build the ethical culture which will minimize the need
for a compliance based infrastructure. Research has found that
when employees think that something will be done to correct
unethical behaviour they are more likely to report it to the
proper authority (Stevens, 2001). The leader must focus upon
what situations exist within their organizations which either
prevent employees from doing the right thing or keep employ-
ees from taking appropriate action when they observe other
employees not doing the right thing. The role of corporate
culture is increasingly recognized as an important influence
on ethical behaviour. Steven Cutler, recently retired Director
of the Securities & Exchange Commission’s (SEC) Division of
Enforcement, stated the manner of how the SEC viewed the
CEQ’s responsibility for ethical behaviour in their organizations
had changed. He stated “We're trying to induce companies to
address matters of tone and culture. ... What we are asking of
that CEO, CFO, or General Counsel goes beyond what a pep
walk or an enforcement action against another company execu-
tive might impel her to do. We're hoping that if she sees that a
failure of corporate culture can result in a fine that significantly
exceeds the proverbial ‘cost of doing business,” and reflects a
failure on her watch—and a failure on terms that everyone can
understand: the company’s bottom line—she may have a little
more incentive to pay attention to the environment in which
her company’s employees do their jobs” (Gebler, 2006).

The SEC clearly expects more of CEO’s and their impact on
corporate culture than they did in the recent past. Corporate cul-
ture goes beyond ethics training programmes and compliance
infrastructure. Culture can not be developed in the corporate
offices and then implemented by the human resource depart-
ment. Corporate culture is the sum total of the shared values
and behaviours of all of the company’s employees, managers,
and leaders. The leader can move an organization towards ethi-
cal behaviour only when they understand the full range of val-
ues and behaviours needed to meet their ethical goal. The leader
must understand how their managers deal with ethical issues
and how the values they (the leader) demonstrate impact upon
their manager’s behaviours. The leader must understand the
pressures that all the members of their organization are under
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and how they react to those pressures. The leader must under-
stand how the lines of communication work throughout the
organization and if they are effective in developing a sense of
accountability and purpose among the managers and employ-
ees. These are great challenges for today’s hospitality leaders. It
is no wonder that we see the failures in leadership that we are
seeing today.

Gebler (2006) states that leaders must understand how the
myriad of human behaviours and interactions fit together in the
organization in order to see the whole picture of corporate cul-
ture. He presents a Culture Risk Assessment Model to assist
CEO'’s in assessing the ethical corporate culture in their organi-
zations. He states that over 1000 organizations in 24 countries
have utilized the model and McKinsey & Co. has adopted it as
its method of choice for mapping corporate cultures and measur-
ing progress towards culture change. The model is based upon
the principle that all values can be categorized in one of seven
constructs. The constructs are grouped by level and the levels
grouped by commonality. Levels 1, 2, and 3 relate to the organiza-
tion’s basic needs, level 4 relates to accountability while levels 5,
6, and 7 focus upon the common good. The levels are defined as:

1. Financial stability—if the organization is not financially
stable unethical or illegal behaviours can be rationalized.
Organizations which are struggling for survival frequently do
not focus a lot of attention on how they conduct themselves.
CEO’s in struggling organizations must be confident that
their managers understand and stay within the desired ethi-
cal boundaries;

2. Communication—the key is to clearly communicate the cor-
rect messages which enhance good relationships between
employees, customers, and suppliers. The CEO must effec-
tively communicate a vision which creates a sense of loyalty
among employees as well as creating a sense of connection
between the organization and its customers in order for the
organization to successfully attain this level;

3. Systems and processes—the CEO must ensure that they
have implemented strong internal controls and established
clear standards of conduct in order for the organization to
successfully operate at this level. It is important that the
internal controls are viewed as the opportunity to create
more efficient, timely processes. However, the leader must
be cautious of being too focused upon processes which can
lead to bureaucracy and eventual degradation;

4. Accountability—the CEO must focus on creating an environ-
ment where managers and employees take responsibility for
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their actions. For the creation of an ethical corporate culture,
the environment must be such as all employees think that
they have a personal responsibility for the integrity of the
organization. In order for the organization to successfully
reach this level the leader must invite employee participa-
tion in the building of the processes and develop a feeling of
trust throughout the organization;

5. Alignment—in order for the organization to operate at this
level the CEO must create a shared vision of the future as
well as a shared set of corporate values. The shared vision
provides employees with an accepted organizational pur-
pose, while the shared values provide them with guidance
for decision making;

6. Social responsibility—at this level it becomes apparent to
stakeholders that the organization is making a difference in
society through its products and services and its involvement
in the community. Organizations operating at this level are
dedicated to becoming good responsible corporate citizens;

7. Sustainability—to be successful at the highest level, CEO’s
must ensure that their organization’s employees accept the
highest levels of ethical behaviour in all of their relation-
ships with other employees, customers, suppliers, and all
other stakeholders (Gebler, 2006).

Organizations may be successfully operating at some levels
and not at others. For example an organization may have fully
developed values around 5, 6, and 7 but be lacking in levels
1, 2, and 3. These organizations probably possess visionary
leaders and externally focused social programmes but lack the
core systems which ensure that higher level commitments are
imbedded in the day-to-day operations. It is up to the leader
to bring about the necessary changes in levels 1, 2, and 3 to
ensure that the ethical standards are upheld in the daily opera-
tions of the organizations.

In this section, we have attempted to communicate the impor-
tance of ethics in the hospitality firm of today and the future.
Ethical behaviour is a moving target, which requires commit-
ment and focus on the part of the leader. It is clear that society no
longer condones nor rewards unethical corporate behaviour and
holds the CEO responsible for the actions of their organization.

In this chapter we have introduced the reader to the concept of
leadership and our point of view that effective leadership can be
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Introduction

Leading an organization to success in the competitive environ-
ment requires a strategy that is thoughtful, intentional, and
with specific goals in mind. As equally importantly as that,
though, is having an organization that internally understands
and supports the strategy, and has the resources necessary to
implement it (Doz and Prahalad, 1988). These three elements
(understanding, support, and resources) are the lynchpins to
successfully enacting the strategy and generating the desired
outcomes (Kotter and Cohen, 2002).

Leadership typically focuses attention on the organization
internally to decide how to organize the business, who should
perform which functions, and where such activities are to take
place. Such organizational design decisions are necessary to cre-
ate a functioning system of operations (Nadler and Tushman,
1997). In addition, however, intentionally examining the organ-
ization’s culture and making decisions about how to sculpt or
influence it is a key step in creating the internal understanding
and support needed for leadership’s strategic plans and activi-
ties. Thus, the organization’s internal culture and design form
the bedrock of the organization’s ability to perform. That is, who
works with whom, who talks with each other (both formally
and over the water cooler), who controls resources, and who
makes internal decisions can expedite or stifle any well-intended
strategic plans (Alexander, 1985; Beckhard and Pritchard, 1992).

Strategic impacts upon the organization
Organizational culture

A simple definition of organizational culture is the shared
beliefs and values that result in expected behaviours and
norms among the members. The organizational culture has
three levels: artefacts, stated values, and assumptions.

Artefacts are symbols, buildings, legends, ceremonies, ritu-
als, and an internal language. These artefacts develop over
time and information about them is passed along from worker
to worker. The symbols can be company logos, or uniforms or
other manner of dress that people wear, or badges and awards
for certain kinds of performance. Some symbols might become
revered while others might be more fun in nature. Regardless,
the symbols take on meaning that endears themselves to those
within the organization.

The buildings typically become part of the culture, as it is the
“home” for workers while at work. Status is often conveyed
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based upon location within the building. Neighbours know
the visual look of the building within the community so that
eventually workers become identified with the physical facil-
ity. Usually a building changes little over time, so its image to
the workers becomes a core part of their identity.

Legends, ceremonies, and rituals, both formal and informal,
become a key method by which the organizational culture is
communicated among members. The histories of those who
went before the current members (the legends) act as either
role models or warnings of what not to do. Ceremonies are
useful processes to recognize members for their accomplish-
ments and to hold their performances up for all to see and
emulate. Rituals are patterns of behaviour that members rec-
ognize as acceptable behaviour and could include how people
address or greet one another, or how parking spaces are allo-
cated. Regardless of the scope of the ritual, its role becomes
known within the organization and members are expected to
honour it.

Language is a key aspect of any organizational culture as
it forms the basis for communicating values, ideals, and con-
cepts. Each industry seems to develop language unique to its
products and processes, such as discussing products by code
numbers rather than actual names or referring to locations by
abbreviations (LAX for Los Angeles International Airport is
an example). Firms within those industries seem to advance
some of the common industry jargon to fit local conditions.
For instance, within the Bell Telephone Company the com-
mon, simple home telephone service became known internally
as POTS, or plain old telephone service.

Organizational culture is a powerful force within firms.
It provides members with a sense of identify, helps to create
commitment towards goals and strategies, gives members a
framework for understanding what happens within the organ-
ization, and acts as a control mechanism to guide behaviours
and attitudes.

Organizational design

As noted, how the business is organized forms the basis for
effective operations (Adler, 1999; Leavitt, 2003; Nadler and
Tushman, 1997). The lines of authority for decision-making
and for communicating must be clearly delineated so that
all employees, from the front line workers and support staff,
to the office of the GM, can efficiently and effectively learn
what it is each person is to do, and how to adapt and change
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to fit with organizational needs. Functions are often organized
into departments such as production, shipping and receiv-
ing, sales and marketing, etc. This certainly helps the various
functions, or departments, understand better how to interact
with one another. Such formalization of the organization is
often necessary to create the needed efficiency for competitive
effectiveness.

However, this can often be an overlooked aspect as a new
strategy is employed, especially of a firm that has been in
business for some time. The established lines of authority and
communication might have become so deeply entrenched that
sheer inertia keeps the system operating in the same man-
ner in spite of efforts to change it. How can that happen?
Essentially, processes become embedded into the daily opera-
tions of the company. Forms, routines, and procedures abound
in many organizations, and such practices often drive the flow
of operations. While senior management might have a vision
about how the organization is to operate under a new strategy,
learning all of the various “nuts and bolts” to tweak is usually
beyond the working knowledge of leadership. Thus, having
members of the strategy development team that are experts on
the organization’s design can be an essential aspect of devel-
oping a strategy implementation plan. Further, having that
internal expert on the strategy formation team can be valuable,
too, as the expert can help inform the decision makers what
the firm might be capable of in terms of change, and what time
frames are possible.

The role of leadership
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While there are many different definitions of leadership, the
majority indicated that it is the ability to set directions for
a group, gain member’s commitment, and influence them
to achieve group goals. It is having the courage to identify
needed action and initiate change. In return, followers expect
their leaders to be competent, honest, knowledgeable, and
inspiring.

Leaders, then, are strong influences upon the organiza-
tional culture (Bridges, 1991). The policies and procedures
they design, the strategies they conceive, and the attitudes
and values they adopt set the tone for how other members
are expected to act. The goals of the organization also influ-
ence the culture, for if the goals are respected and valued the
members often exhibit pride in being a part of that organiza-
tion. The strategies formulated by management should respect
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the firm’s value sets that are embedded within its culture. The
strategies should either be incrementally adjusted to conform
with and support existing culture, or plans should be devel-
oped to gently mould the culture so that it becomes aligned
with the new strategies. It is a responsibility of management
to understand the organizational culture well enough to antici-
pate its influences upon the organization and to anticipate how
to harness that power to support corporate strategies.

Managing change

Preparing members of an organization for change is a large
task unto itself (Deal and Kennedy, 1982; Jick, 1993; Kilmann
et al., 1985). A direct edict from authority rarely is sufficient
to enact any change throughout an organization. Simply put:
in general people prefer the safety and security of the known,
or the tasks and internal routines of operations that they have
mastered and execute with confidence. Thus, such people are
typically resistant to any change that would put that safety,
security, and competence at risk.

Change can be considered incremental or radical
Incremental change is often considered linear; that is, it is
focused upon small improvements or adjustments to existing
procedures and processes. Radical change, in contrast, is often
transformative. It can be multidimensional and can modify or
greatly change the basic systems, structure, thinking, and atti-
tudes of members of the firm. Major strategic initiatives are
often of this type.

For a change to be successful, there is a critical mass of indi-
viduals that must be identified as those whose support is both
vital and necessary. This critical mass should be the smallest
group of people possible, for it is they who can best enact the
change, and who must influence others to also become com-
mitted to the change. These individuals are the change agents
who accept the responsibility to enacting the change. They not
only should not just be from the senior management team but
rather should be from many levels throughout the organiza-
tion. For it is their collective influence that can educate and
convince others within the firm to adapt and accept change.

Such successful changes often do not come from broad con-
cepts that originate from the top of the organization. Rather,
such ideas for change often originate at the fringes of the firm
and have champions who focus recourses on improvements.
Such change processes often call for existing members to first
let go of their previous understandings, listen to the new
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concepts, and learn to build the improvements into systems.
Lewin (1947) provided the classic description of this as an
“unfreeze, move forward and re-freeze” process.

It is key, then, that managers desiring to make changes
understand that change is a process, not an event or direc-
tive. The process typically involves (1) identifying the need
for change, (2) forming a guiding coalition, (3) developing a
shared vision, (4) creating an implementation plan, (5) identi-
fying potential resistance and how to secure participation, (6)
communicating the change throughout the firm, (7) enacting
the change, and then (8) evaluating the change.

Of these steps, keeping in mind throughout the process the
impact upon organizational culture is paramount to the suc-
cess of the change process. Step five (above) centres upon this
concept. How people within the organization relate to one
another, how they feel about their work and their organization,
are key internal motivators. Managers must think ahead of the
likely impact that any change may have upon those percep-
tions that workers hold dear. For if the intended change does
not nurture or enhance those ideals, and does not offer accept-
able replacements for what might be lost, then the resistance
may be so great that the change will not be successful (Olson
and Eoyang, 2001).

An example of this can be seen in the firm that clamped
down upon a morning coffee break. In this particular firm,
employees were in the habit of arriving to work at 8 am as
expected, but then taking a coffee break about 8:45 for about
30—45min. It was not a scheduled break for any of the employ-
ees. Not every employee took that coffee break every day. It
would often depend upon the work demand of the morning.
However, large numbers of employees could be found in the
employee cafeteria at that early hour. A new senior manager
joined the organization, and upon witnessing this phenomena,
issues a directive that all supervisors were to limit employees
to scheduled break times only. The manager’s intended result
was to improve productivity by having workers spend more
time performing their function. The result was not an improve-
ment in productivity but rather a slow but steady breakdown
in morale that was in direct proportion to quality defects in
production.

What the senior manager did not realize was the extent of
informal networking and relationship building that happened
during the morning coffee breaks. Many employees from
different departments spent the time interacting, chatting
about some work situations and/or problems while build-
ing friendships in a pleasant, non-threatening environment.
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These relationships enabled the workers to more easily
work through challenges later in the day as they were more
comfortable with one another, knew who to contact to get
answers, and because they knew they would have that oppor-
tunity to see one another again at another morning break. The
change in culture from one that was relaxed and supportive
of employee networking shifted to one focused upon effi-
ciency. The value of the internal networking eroded over time.
Employees felt a loss as a “perk” of the job had been taken
away and nothing given to replace it. The internal culture
became more stifled and insular. Formal channels of commu-
nication and decision-making were now used to resolve issues,
which took more time, as employees were less familiar with
one another and each other’s issues. Thus, while employees
might be spending more time at their workstations, the overall
performance of the firm suffered rather than improved. Even
a “minor” change such as this can have a tremendous impact
upon the organization’s culture and therefore its ability to
perform.

Psychological contract and commitment

Entry into any organization or group begins with an agree-
ment about membership, responsibilities, and rights. Many of
the terms of belonging are stated, such as when to show up,
how long to stay, what to do when there, who to ask questions,
and who to follow for commands and directions. Benefits for
belonging and performing acceptably are also usually articu-
lated such as rate of the pay and related compensation factors,
work location and tools, supplies, etc. However, often there
are “unwritten rules” that either are unspoken or are assumed.
It is usually expected that the new member will learn these
unwritten rules over time and through experience.

Together, these agreements form what is called the psy-
chological contract. That is, it is a set of expectations created
through initial interactions when joining a group. It is a key
opportunity to include information about the organization’s
strategy and to explain how the new member’s group function
fits within that strategy as well as what the new member can
do to contribute in a constructive manner.

Many lower level employees are often unaware of the
organizational strategy or, if known, how his or her individual
actions make a difference in achieving the strategy. This time of
entry into the organization when the psychological contract is
being developed is a prime opportunity to build an awareness
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of the strategy and set an expectation of activities to positively
contribute to it.

Many new employees are focused upon immediate concerns
such as where do I work, how much will I get paid, who will I
work with, how will I be trained to do my job, etc. During this
period of time the worker is often somewhat anxious about
fitting into the existing set of other workers, and of becoming
successful at the task at hand. Information about the corporate
strategy is often lost or forgotten during this initial period of
welcome. Later, after having become established within their
position within the firm, patterns of thinking and behaviour
likely become set into routines and an awareness of the larger
industry environment and competitive positioning of the organ-
ization might seem beyond the realm of that employee’s sphere.

Thus, organizations might consider regular internal infor-
mation campaigns that inform and renew interest and commit-
ment in strategic initiatives. The psychological contract creates
an expectation of actions and behaviours. Building an aware-
ness of the role of strategies into that initial contract could well
build a regular sense of participation and commitment for
individual workers.

Methods to shape internal culture to fit new strategies

There are many tools available to leaders of an organization
to enact a change in the internal culture. Most of the tools can
emerge from a keen understanding of what members value.
An awareness of the components of organizational culture
can give managers an opportunity to make either incremental
or radical changes so that a new strategy can be blended into
the organizational climate. A clear understanding of the writ-
ten and unspoken rules, the assumptions, the rituals and leg-
ends, and the accepted practices of behaviour all can be used
to identify features of the culture to influence.

The structure of the organization can be used to begin a
change in culture (Galbraith et al., 2002). If the organization
is traditional in design with many layers of management,
the slow introduction of cross-divisional teams can begin to
break down the rigid barriers of a functional structure. The
occasional application of a matrix organization where some
employees have both direct and dotted-line reporting relation-
ships with other departments can also begin to blur the formal
organizational lines of authority and communication (Bartlett
and Ghoshal, 1990). The intentional but slow injection of these
different structural aspects can begin to soften a climate of
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command and control into one of more cooperation and col-
laboration (Bryan and Joyce, 2005; Sy and D’ Annunzio, 2005).

The opposite might be needed as well. An organizational
climate may be too fluid and easy-going for the forecasted
future and the strong demands of a new strategy. A disciplined
approach to sales and production might be needed to han-
dle a dramatic increase in volume. Concerns about managing
quality control could also be reasons for a focus upon the care
employees use to perform their functions. Employees may be
asked to more carefully adhere to work schedules and/or to
reduce some of their casual interactions. The introduction of
an annual employee review process with elements related to
schedules, error rates, goal attainment, etc., would likely con-
vey a message that more attention to detail is needed. Any
change, of course, will be meet with some resistance, but as
noted above, focusing upon the identification of a critical
mass of key influencers within the organization, gaining their
understanding and commitment for the change, can be a tre-
mendous help in its implementation.

In addition to changes in organizational structure, other
efforts can be made to help shape the informal culture. The
general ambience of employee break areas, workstations,
offices, and public areas within the facility can be decorated
differently to reflect desired attitudes built into new strategies.
Simple posters can be printed that express a quick “sound
bite” about a new attitude or behaviour and posted in high
traffic areas. Leaders can include some of these sound bites
in their routine communications with both internal and exter-
nal stakeholder groups. Values can be openly expressed, and
emphasis placed upon the specific values that are most desired
and useful for the new strategies. Even legends of past suc-
cesses can be brought forward again, only this time with an
emphasis upon the aspects of the situation that are appropri-
ate for the new competitive attitude needed to implement the
intended strategy.

The assumptions underlying deeply held beliefs could also
be used to influence a cultural change. For instance, a large,
public state university has a culture that seems to assume
a value of choice. That is, employees seem to believe they
have choices to make in just about all aspects of their jobs—
especially the faculty. While this concept of choice is not written
in documents or spoken about in official communications,
it seems to be commonly understood that employees have a
choice and a related role in decision-making. Therefore, man-
agement does not just arbitrarily make decisions and announce
them. Instead, issues are brought forward into public arenas
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(such as the faculty senate or the daily campus newspaper)
and options for action discussed in open forums. Employee
input is sought. Given this background of a deeply held belief
in choice, few employees expect to have managers dictate
orders to them. Employees expect to be consulted and be part
of the decision process, even if they are not formally empow-
ered to actually make a final decision.

In this climate, introducing a new strategic direction for
the organization requires preparing the culture for a change.
It might include informing the employees about the need
for change; about the financial or competitive forces that are
impacting the way business has been conducted in the past
versus what is happening now, and why the past behaviours
would not be sufficient for the future. The timing of decision-
making might become more compressed as competitive pres-
sures require the institution to react quicker than it has in the
past, and employees would need to have this explained to
them. The time to have open forum discussions and elicit input
from the entire community may no longer be possible. These
types of explanations deal with the unspoken assumptions that
drive the present culture of choice and help members under-
stand why those assumptions can no longer be used, why they
may not have the opportunity to choose as they have in the
past, and why new processes and actions are needed.

Summary and conclusion
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Organizational culture is recognized as one of the most power-
ful forces in determining an organization’s success. Resistance
to goals and strategic plans from those within the organization
can doom such efforts before they have any opportunity to
succeed. Therefore, understanding what constitutes an organi-
zational culture and how to influence it is a key aspect of effec-
tively formulating and implementing strategic plans.

As discussed, leaders have many tools available to them to
help guide and shape their organization’s culture. A key start-
ing point is developing a deep awareness of the components
of the culture that are highly valued, and carefully using those
aspects to reshape attitudes and behaviours. Formal tools such
as organizational design in structure, lines of authority and
communication are possibilities. Informal tools such as leg-
ends, traditions, ceremonies, and rituals can also be used to
enact change.

Notice, however, that some of the cultural aspects may be
considered so important to the members that they take on
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Case study

a sense of having become sacred. For example, a past leader
may be held in such high regard that any attempt to show
what that person accomplished (and how he or she might have
been done it) is not appropriate for today’s condition could
backfire. Members may resent any implication that the icon of
the past would not be sufficient for today. Thus, any effort to
influence a change in culture should be carefully examined to
anticipate resistance and should be introduced slowly.

New strategies often call for major changes within an organ-
ization. Members typically do not desire radical change as it
generally creates a threatening environment filled with uncer-
tainty. Members generally like the comfort of the known and
the established patterns of acceptable behaviours within the
firm. The angst created by rapid change can overshadow the
efforts needed to implement any new strategic plans. Thus,
great care should be exercised in making changes to an organi-
zation’s culture driven by strategies, and it should be done
slowly so that members have time to absorb the change and
adapt.

Steven Davis was quietly stunned at the behaviour of the
employees—both managers and staff—throughout the entire
company. He had been hired as the new General Manager
and today marked the start of his fourth month in the posi-
tion. Davis was stunned because he learned that none of the
employees were used to making decisions and were clearly not
comfortable doing so. He found himself GM of a resort with
mangers who were order-takers but not thinkers or risk takers.

Reston Hotel and Resort is a premier property located in
Hilton Head, SC. As an upscale resort, the majority of their
customers are economically and socially in the upper stratus of
American society. The hotel had been open and operating for
slightly more than 30 years. Robert “Bert” Tanner, whose fam-
ily originally helped build the town of Hilton Head, founded
the company fresh out of high school using some family
oceanfront land as collateral for a loan to build the hotel. With
a careful mix of salesmanship, support from his family, and an
eye for product quality and consistency, Bert had developed
his 250-room resort into one with sales exceeding $400 million
annually and employed more than 420 people.

Bert Tanner had been diagnosed with Parkinson’s disease
about 8 years ago. The first 5 years after he learned the news
had been rather uneventful in terms of his health and he had
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been able to run the resort with his usual vim and vigour.
Bert ran a tight ship and made all of the decisions. He was
deeply involved in everything: no detail, or project, or adver-
tisement was too unimportant for him. Some employees used
the phrase “ruled with an iron fist” to describe his leadership
style. However, all loved him dearly and believed passionately
in his vision and ability to lead the company. For these work-
ers, Bert is the company.

But the past 3 years had become very difficult for Bert.
The disease had taken its toll on him physically and he sim-
ply could not do as much work as he had been used to doing.
However, Bert was not a person to willingly let go of his
“baby.” He had built the resort from scratch by himself and
he was not interested in finding a successor. For Bert, hiring a
successor was tantamount to resigning. The hotel was his life
and he had no desire to leave. In fact, he had named the resort
in honour of his mother (Reston is her maiden name), demon-
strating how emotionally invested he is in the company.

Eighteen months ago Bert stopped coming into the office
every day. At first he tried to work daily for 4+ hours, but that
proved to be too taxing. After a few weeks of that, he changed
to coming in two or three times a week, staying for no more
than 1 to 2 hours at a time. Bert had not shared authority with
any of his managers so he still needed to review and approve
projects, spending decisions, sign cheques, etc. The paperwork
kept building up but Bert was not able to handle it all in a
timely manner. As a result, the business generally slowed down.
Workers sometimes waited weeks for a decision to proceed.
Although deeply concerned about the health of the business,
the employees were so deeply attached to Bert, so enamoured
by his charisma, that none were willing to confront Bert with
the situation and ask for a new leader.

Finally the day arrived that Bert simply could not get to the
office. The board of directors held a meeting with him at his
home and Bert finally acknowledged that he was not able to
run the resort anymore and they should seek a new GM. While
there was relief among the board members that this difficult
step had been taken, they now faced an even more daunting
challenge: how to find a new leader.

Given that Bert was such a forceful leader, his board of
directors was basically a sounding board and rubber stamp
agent. The members knew they had been invited to the board
to provide gentle advice—and strong disagreements with Bert
were not desired. Thus, the board members were not used to
“taking charge” and had no process for working among them-
selves without Bert.
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The search took the board about 8 months to complete. The
first 3 months were wasted while the board members cau-
tiously jockeyed for position. None were willing to be seen
quickly stepping into the leadership for fear of being accused
of pushing Bert out of the company. Finally, a search commit-
tee was formed and given the charge to find a new GM. The
search committee interviewed a number of executive head-
hunting firms and finally selected one to undertake the task.

Out of that cumbersome search process emerged Steven
Davis. Steven had learned about the resort’s history during the
interview process and certainly had everything he had heard
about Bert confirmed by the employees he spoke with while
visiting the property. With 25 years of experience in lodging
management and having led two other mid-sized resort hotel
complexes in another part of the country, Steven’s experience
appeared to make him a good fit with Reston Hotel and Resort.

The first 3 months on the job were hectic, as Steven needed
to complete two key tasks at once. First, he had to learn
about the resort’s operations in detail so that he could make
informed decisions. That took quite a bit of time and a number
of detailed conversations with various people throughout the
property. Second, he had to handle the backlog of decisions
that were desperately needed in a number of departments. The
second task was very difficult, as he had not yet completed the
first task of learning the operations thoroughly. It was a deli-
cate balancing act made especially difficult since none of the
managers were comfortable with making recommendations or
with handling lower level issues. Everyone waited for Steven
to give them directions and to make decisions.

Steven’s dilemma, then, was how to transform the organi-
zational culture from one that idolized the founder who had
centralized all decision-making into a hotel that encouraged a
sharing of the responsibility and authority needed to operate
the well-established business. From what Steven could assess,
the resort continued to be profitable merely because of a long-
standing reputation in the resort community and not because
of any particular new business or general increase in demand.
It made him realize that the resort could be much more effi-
ciently lead if all decisions did not have to flow through his
office. With that improved efficiency resources could then be
used to increase sales and grow the business. The question for
Steven then was what to do to change the culture so that these
deeply entrenched, long-standing employees became willing
to “take charge” without damaging the reputation, admiration,
and success of Bert Tanner so that the resort would continue to
be a success under his leadership.
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Traditionally, understanding how firms can outperform their
competitors was the focus of researchers in the field of strate-
gic management (Barney, 1991; Porter, 1980, 1985). Conversely,
in today’s dynamic and uncertain environment, strategy is
about achieving sustainable competitive advantage (Olsen
et al., 1998). Moreover, what the literature does not offer is a
comprehensive business model, developed empirically, that
offers managers a blueprint to accomplishing sustainable
competitive advantage. Instead, the literature offers a number
of schools of thought about strategy, but little in the way of
a comprehensive model (Mintzberg et al., 1998). This paper
attempts to address this situation using the co-alignment the-
ory of strategy as the underpinning to this effort.

The concept of fit or alignment has been offered by schol-
ars as a way of achieving sustainability. Researchers such as
Fuchs et al. (2000), Powell (1992), and Olsen et al. (1998) view
the alignment between the environment of the firm, strategy
choice, firm structure, and firm performance as the primary
approach to sustainability. Their conclusions resulted from a
variety of research approaches across different contexts, often
testing the financial consequences of organizational alignment
in concert with the effects of industry market share, generic
strategy, and strategic membership group.

The co-alignment theory suggests that, to gain competitive
advantage, firms must identify the opportunities in the forces
driving change in their environment. Firms should invest in
competitive methods that take advantage of these opportuni-
ties, and allocate resources and capabilities to the competitive
methods that have the ability to create the greatest value and the
financial returns desired by owners and investors (Olsen et al.,
1998). According to Olsen et al. (1998), because of the complexity
and the dynamism of the hotel industry’s environment, the com-
petitive methods utilized must reflect the environmental forces
present. These competitive methods are value-adding dimen-
sions of the firm’s overall strategy (Olsen et al., 1998).

Intrying to conductresearchrelative to the entire co-alignment
theory, the researcher is faced with many challenges. First,
strategy is a dynamic process that involves decision making
by executives who are subject to both objective and emotional
dimensions in guiding firms forward. In addition, firms are
subject to contextual forces, both internal and external, which
can change the strategic direction of the business on short
notice. Thus, research into the relationships among all four
constructs must reflect these conditions often ruling out the
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use of coarse-grained, cross-sectional, and quantitative meth-
odologies. The researcher really must enter into the domain of
the firm and study it in depth in order to understand the com-
plexities and nuances of the situation and do so ideally over
a longitudinal basis. This necessitates qualitative, interpretive
research methods.

In addressing these theoretical and methodological needs,
this paper reports the result of a multiple case study of five
hotels testing the application of the co-alignment theory in
the context of the Jamaican hotel industry. The purpose of this
study was to understand the types of competitive methods
used by independently owned (non-chain affiliated) hotels in
Jamaica, in their bid to obtain and sustain competitive advan-
tage, and to test whether there was co-alignment with the
environment, strategy choice, and firm structure, leading to
improved firm performance. Measures were also developed to
actually estimate the degree of co-alignment among the firms
in the research study.

Literature review

The co-alignment approach is not new to strategic manage-
ment research. In fact, it predated the positioning approach,
which dominated the 1980s (Powell, 1992). Since then, the
main foci of strategy research over the past two decades are
the positioning concept, which is market oriented (Porter,
1980, 1985) and centres on the external positioning of the firm
against its competitors, and the resource-based view (RBV),
which is operational (Barney, 1991) and focuses on the execu-
tion of the strategy (Fuchs et al., 2000). Although the desired
end result for firms adopting one or both concepts is to gain
competitive advantage, according to Fuchs et al. (2000), both
views developed independently of each other.

Fuchs et al. (2000), Olsen et al. (1998), and Powell (1992) have
attempted to address the gap between the external (market-
ing and positioning) and internal RBV theories on sustained
competitive advantage in the literature by showing how align-
ments within certain elements in the organization can be a
source of sustainable competitive advantage. The alignment to
be achieved comes from matching the forces driving change in
the environment; the strategy choices made by the enterprise,
firm structure (how it allocates resources), and firm perform-
ance (Figure 17.1).

Olsen et al. (1998) applied the co-alignment theory to the con-
text of the hospitality industry. They developed a co-alignment
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Figure 17.1

The co-alignment principle.
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model that demonstrated the importance of the alignment
with all elements of the strategic management concept. In
addressing the importance of the co-alignment theory, Olsen
et al. (1998) suggested that for organizations to be successful,
they must marry their competitive methods or company’s strat-
egy with the opportunities and threats created by the forces
driving change and allocate resources accordingly.

As the model suggests, the first construct is the environment
of the firm. This environment is generally grouped into two
categories—the remote and the task environments. The man-
ager is expected to develop an environment scanning system
to gather information about what the firm should be investing
in to take advantage of the opportunities presented by these
forces and avoid threats that may be posed.

The strategy choice construct refers to the competitive meth-
ods firms invest in to achieve their objective, and the choices
made are based on environmental scanning activities. Also,
the competitive methods chosen are the ones that generate
the highest levels of cash flow for the firm (Olsen et al., 1998).
According to Olsen et al. (1998), in the hospitality industry,
competitive methods are made up of portfolios of products
and services designed to bring the unique resources and capa-
bilities (core competencies) of the firm together in order to
achieve competitive advantage.

The term “firm structure” in the co-alignment model refers
to the ability of the firm to effectively implement its strategy.
Olsen et al. (1998) define strategy implementation as the “the
process of allocating resources on a consistent basis to the prod-
ucts and services that produce the highest levels of cash flow to
equity and will continue to do so well into the future” (p. 206).
They also suggest that before resources can be allocated, an
internal analysis must be done to identify the core competen-
cies of the firm (this is consistent with the RBV of the firm).

Firm performance is measured by both financial and behav-
ioural measures. The assumption is that an evaluation of the
firm’s performance will reflect the most valuable competi-
tive methods. Snow and Hambrick (1980) suggest that the
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performance of a firm may vary according to whose view-
point is taken, the time period observed, and the criteria used.
However, it is generally agreed that cash measures are bet-
ter predictors of success in hotels (Murthy, 1994). Using cash
measures can depict the added value provided by each com-
petitive method to the firm’s total cash flow.

The most comprehensive studies on the co-alignment theory
in the hospitality industry were published by the International
Hotel and Restaurant Association in 1995 and 2000 (Olsen,
1997; Olsen and Zhao, 2000). The White Papers reported the
competitive methods utilized by multinational hotel companies
over two periods of time during the 1990s. They were based on
secondary research and were industry-wide studies address-
ing generic forces driving change and firm responses to these
forces. The key events in the environment were examined, the
competitive methods employed identified, and their perform-
ance analysed (Olsen, 1997). Using secondary data, Olsen (1997)
was able to identify the forces driving change and analysed
how firms reacted to the changes and their subsequent financial
performance. While inferences were made with respect to co-
alignment, no actual measures of this construct were utilized.

Given the supportive evidence to date in favour of co-
alignment, in both the hospitality literature and the general lit-
erature on strategy, this study set out to address the following
guiding proposition:

Firms that achieve greater alignment between competitive methods
and firm structure, contingent on the objective of the owners, perform
better than those that did not.

Three constructs of co-alignment were used to test this propo-
sition—strategy choice, firm structure, and firm performance.
The first construct of the co-alignment theory—the environ-
ment—was taken into consideration. The assumption was
made that because Jamaica is an island nation, hotels are sub-
ject to similar environmental forces emanating from the remote
and task environments of the firm, and should therefore be
held constant. Holding the environment constant suggested
that the same forces in the remote and task environment
affected all the hotels equally.

Methodology

Five independently owned and operated resorts in five differ-
ent tourist resort locations in Jamaica were used as a part of
a case study to investigate a way to measure alignment. The
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idea was to test whether the co-alignment model applied to
different types of operations. Because of the lack of informa-
tion that would allow for the isolation of the cash flow streams
associated with each competitive method, matrices were used
to measure the degree of co-alignment between the resort’s
competitive methods and the core competencies.

Data collection

Matrices

396

At each resort, the general manager/managing director was
interviewed along with other key managers (food and bev-
erage director, rooms division manager, human resources
manager, marketing and sales director, and the financial con-
troller). The same questions were asked at each interview. Each
interview was supplemented by direct observations of manag-
ers and employees at work and their actions and reactions in
regards to the implementation of the competitive methods.

Surveys were administered to current guests to capture how
the guests viewed the resort and their perception of the com-
petitive methods employed (Table 17.1). Specific questions on
the resort’s competitive methods were developed based on the
answers received from management during the interviews.
Information collected from secondary data was also used to
verify information collected from the interviews.

To test the degree of co-alignment between the resorts’ com-
petitive methods and core competencies, information collected
at interviews, direct observations, secondary data, and com-
ments listed on the guests’ surveys were entered into matrices to
show the relationships and assess the alignment. Each entry into
each cell reflected whether or not the evidence gathered in the
research process demonstrated alignment. If the evidence was
present, it was assigned a point value of 1, and each cell had the
potential of four points (one point for supportive evidence found
in each of the following: for appearing in the interviews, sec-
ondary data, guest survey comments, and direct observations).
Points received were divided by the total possibilities (Table 17.2
for an example of the matrix used) in each matrix as determined
by the list of competitive methods and core competencies identi-
fied for each hotel. If a hotel was in perfect alignment it would
have four points in each cell, one from each source of informa-
tion. The total points possible in each cell were then divided into
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Table 17.1

Constructs, Propositions, and Research Questions on Co-Alignment

Proposition Constructs  Sub-Proposition Questions
Firms that achieve greater Strategy The forces driving 1. How are competitive methods chosen?
alignment between competitive  choice change in a firm’s 2. What competitive methods are used to gain competitive
methods and firm structure, industry determine advantage?
contingent on the objective of the strategy choice/ 3. What is the relationship between the strategy choice,
the owners, performed better competitive methods. firm structure, and firm performance?
than those that did not.
Firm Firms that are in 4. What investments are made to best utilize the
structure alignment should competitive methods?
allocate resources 5. What resources, human or material, are allocated to
to the implementation the competitive methods?
and development of 6. How are the resources aligned so that there is no
core competencies compromise in achieving the mission of the hotel?
that support the 7. What core competencies are identified?
competitive methods 8. How do the contextual and process variables affect
chosen. implementation and expectation of the competitive
methods?
Firm Firms that are in 9. How does management evaluate investment decisions
performance alignment with the that support the competitive methods?
environment, strategy  10. How is the success of the competitive methods
choice, and firm measured?
structure should find 11. What cash flow is generated from each competitive
a higher level of method?
performance. 12. What return on invested capital is utilized by the hotel?
13. How do guests, relative to the competitive methods

employed, perceive the hotel?
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Table 17.2 Example of Competitive Methods and Core Competencies Matrix

Core Competencies

Competitive Methods

“Green Hotel”

Physical Product

Quality Service

Guest comment cards

Information technology

Training and development

Used to improve or correct
greening policy. (1)°

Incorporated in the system. (1)@

Training is continuous for all
employees in recycling, reusing,
and reducing.

There is a monthly EMS
training in each department. (2)°

Comments or
recommendations are
used to improve the
physical structure and
landscape. (1)?

Facilities are wired for
easy access in all
areas. (1)@

Maintenance and
grounds training are
similar to the staff
members who have
direct contact with the
guests. (1)°

Ratings for each department are circulated
each month. Positive and negative
comments are discussed in department
meetings and used as tools for training. (1)

Used effectively for repeat guest history,
preferences, and other features that help
to recognize the repeat guest. (1)

There are three levels of training: new
employees, line staff, and supervisory
and management staff. The objective
is to manage the customer service
process, both internally and externally.

Monthly training for all employees in
the delivery of customer service.?

Highly motivated and competent staff. (3)°

2Qbservation.
bSecondary data.
°Guests’ comments.
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the points earned in each cell to obtain a percentage of total pos-
sible. A score of 100% would indicate perfect alignment.

Prior to this attempt to assess alignment between strategy
choice and structure, little was revealed in the literature as to
what percentage of alignment would be necessary to support
the proposition that firms would perform better if they were
properly aligned. The process of using four separate sources
of evidence with respect to the alignment between competitive
methods and core competencies provided content validity and
placed a rigorous standard on the measurement of alignment.

Measuring co-alignment in hotels

Measuring co-alignment in hotels involves collecting infor-
mation from internal sources, external sources, and guests.
The following method can be used to determine alignment
between the firm’s core competencies and the competitive
methods that have been implemented.

To measure co-alignment, the following steps are suggested:

Internally, collect the following information that the com-
pany uses to market to its employees, its customers, and other
stakeholders.

. Mission of the company—does the mission reflect your goals?
. Strategic plan
Employee manual
. Training material
. Brochures
. News letter
. Advertisement
a. TV
b. Newspapers
c. Magazines
d. Internet
8. Outcomes of internal self-studies, that is, balanced score-
card, six sigma, and process reengineering
9. Websites
10. Supervisory observations
11. Quality control systems
12. Intranets
13. Job descriptions
14. Performance evaluation systems
15. Decision-making processes
16. Compensation systems
17. Budgets and the budgeting process

NN Ul W N e
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18. Annual reports
19. Minutes of management meetings
20. Production systems

The purpose of this exercise is to verify that the messages you
are sending to all stakeholders are in line with your competi-
tive methods and that you are allocating resources to the com-
petitive method that has the greatest value to the company.

Externally, collect the following information that is available
in the media (secondary information) about the company:

. Travel writers’ articles

. News articles

. Internet blogs

. Assessments by third parties such as TripAdvisor.com and
J. D. Powers and Associates

5. Entries on Utube or MySpace

6. Customer guides like Michelin, Mobil, and AAA

B W N R

Identify what others are saying about your company and how
the company is perceived by the media. Is it in line with the
competitive methods?

The guests will always give feedback on their stay. Collect
information from the following sources:

1. Comment cards
2. Guest complaint logs
3. Guest surveys (if available)

What do the guests identify as value to them? Are they the
same as your competitive methods? The guests should iden-
tify the same values that you are selling to them. The comment
cards will reflect what they liked best and where their expecta-
tions were not met. Guest complaint logs will identify where
you have the greatest challenges and where you should allo-
cate your resources.

After collecting the above information, use a matrix to show
the relationships and assess the alignment (Table 17.2). In the
first column, list the core competencies of the firm and on the
first row list the firm’s competitive methods. The next step
is to match each item of information with the (horizontally)
core competency identified and with the (vertically) competi-
tive methods, by entering the information in the matrix cell.
Assign a value of 1 to each entry. Each cell has a potential of
one point for each item of information used in the analysis,
from the internal information, the external information, and
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Conclusion

the guests. The final step is to add the points in each cell and
divide by the total possibilities. The total will identify the per-
centage of alignment. A score of 100% will indicate perfect
alignment.

Table 17.1 shows an example of the co-alignment between
the core competencies at one resort. In this matrix, the total
possible score equalled 36 points (nine cells by four reflecting
all the sources used in this example) and the total score earned
was 12. The percentage of alignment was 33.3%, signifying a
small degree of alignment between the core competencies and
the competitive methods.

The steps outlined above are designed to assist managers in
testing for co-alignment between the firm’s competitive meth-
ods (strategies) and the core competencies. The matrix will
identify where there is alignment within the company and
whether the resources allocated are adding value. It will also
identify the areas where resources need to be allocated.

This method to test for alignment requires managers to be
cognizant of what they are telling their employees, what mes-
sage are they sending about the company, and how others
perceive them. It will also tell managers whether what they
perceive as value is in fact perceived as value to their guests
through the impact of guest comments.

Using five resorts to test alignment revealed several important
issues to be addressed by the management in a competitive
environment:

1. Scanning is a concept that has limited scope in the man-
agers’ conceptual skills portfolio. The only evidence of
scanning was the focus on the competition, although no
consistency was found, and the customers, through the use
of comment cards.

2. Even in the best-performing firms, the degree of alignment
is low—37%. This confirmed the complexity of hospitality
enterprises that provide hundreds of products and services
that can be and are often combined in unique ways. It also
demonstrates that reaching perfect alignment is a rather
significant accomplishment, and maintaining it is perhaps
nearly impossible. Thus the low performance by Resorts
A, B, and C suggests that managers can be modest in their
objectives regarding alignment, while keeping in mind the
longitudinal aspect of keeping things in alignment.
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3. In resorts A, B, and C where some alignment was found,
only basic accounting systems are used which do not allow
for the tracking of investments made in competitive meth-
ods. Managers, therefore, can only use “gut instincts” on
what create value and is not capable of explaining why the
alignment was reached.

4. Managers have little understanding of the evaluation proc-
ess with respect to investments in competitive methods.
Therefore, they rely on accounting data which do not give
immediate feedback.

Recommendations

402

Because of the lack of recorded information that would validate
alignment, based on the investment of resources, matrices were
developed as a method to measure alignment. Using the infor-
mation gathered from management, observations, guests, and
secondary sources, it was possible to test alignment between
the competitive methods, as stated by management, and com-
petitive methods, as recognized through the different sources
investigated. The matrices were used to measure the align-
ment and confirmed the relationship between co-alignment
and performance. However, the case studies suggest that much
still needs to be done to improve upon the achievement of co-
alignment within hospitality establishments.

The following recommendations for managers within hos-
pitality establishments are drawn from the study of the five
resorts:

1. Managers who wish to gain sustainable competitive advan-
tage cannot rely on conventional wisdom when making deci-
sions on strategic choice and the allocation of resources, but
should instead strive to examine environmental trends that
have the potential of positively affecting their establishment.

2. Given that reaching perfect alignment is a significant accom-
plishment, although difficult to achieve, managers must
constantly monitor their performance by ensuring that their
competitive methods are visible to guests and observers,
and must be at the forefront of their decision to invest their
resources.

3. To ensure the creation of business value by the competitive
methods, the use of discounted cash flow methods should
be used as the dominant metric for assessing value. This
would allow for a more accurate measurement using oper-
ating statistics.
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Introduction

Innovation has taken the modern business world by storm.
Any self respecting firm will stress its importance in their mis-
sion statement, vision, and other strategy document. In today’s
volatile business world, innovation is often seen as inevitable;
if we do not change our products or services, the way we pro-
duce them and deliver them, we will not be able to survive!
The hospitality industry does not have a great reputation in
the field of innovation. Its conservative nature combined with
its capital-intensive structure that requires payback horizons
of over 25 years has not been driving innovation.

Most innovation in the hospitality industry has been intro-
duced by outsiders. Individuals who looked at the indus-
try with an outsider’s perspective and were not hindered by
reigning paradigms.

In this chapter we will look into three innovation concepts
that help make the right decisions around innovation: scenario
thinking, the innovator’s dilemma, and the development of
new services. These concepts have been used in industry for
many years and have increased product and service sales and
profits. They are applicable to the hospitality industry as well.

We will also present a case study of Qbic hotels, a truly
innovative concept that was introduced in the European hotel
market.

Relevant innovation and strategy concepts

408

Introducing strategic innovations into practice has long been
the subject of study in literature. Many concepts have been
published to improve the so called “hairy back end” of inno-
vation, the part after the project is executed and needs to be
introduced to the market and the organization, as reviewed by
Hultink et al. (1997).

However, in the hospitality industry the problem may not
only be in the area of the hairy back end but in the entire inno-
vation process or the lack of it. Especially more comprehensive
or radical innovations are scarce in the hospitality industry,
according to Dialogic (2005).

Many organizations in the hospitality industry are very busy
with daily operations, and only very few have distinguishable
processes or departments for innovation of the services they
offer. When innovations are introduced into the market it is
either by large organizations such as hotel chains or by new
entrants which have a completely new business model, such
as easyHotel.
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easyHotel

easyHotel is part of the easyGroup of companies based in
London which also includes the leading European low cost air-
line, easyJet. easyHotel opened its first hotel in London in August
2005 and a second one in Switzerland in September 2005. It offers
short-stay travellers a safe and quality option at around £40 a
night in central London, about half the price of other branded
budget hotels. Designed for city centres, it offers consumers a
recognized brand that delivers a standardized high quality prod-
uct and banks on customers accepting small (60 square feet!), no-
frills, and simply furnished rooms. All easyHotel bookings are
taken by credit card through the easyHotel.com website.

The rest of the market will only embark on innovation when
there is no other choice to maintain in business (e.g., inter-
net reservations) or buy innovative solutions from suppliers,
which usually focus on improving efficiency and effectiveness
(Dialogic, 2005). Most lack the vision on how the future looks
and how they can best position themselves in it.

In case this vision is present, the timing of the introduction
of the innovation is hard to determine and therefore innova-
tions miss their window or effect. And in case vision and tim-
ing are well defined, the innovation does not get to market
quickly enough or at all because no processes are used to exe-
cute the innovation project and introduction.

To address this issue three mayor innovation theories are
used in to review their application to the hospitality industry:

e Scenario thinking by Van der Heijden (2005)
e The innovator’s dilemma by Christensen (2006)
e New service development by Johnson et al. (2000)

These three theories are chosen because they address the prob-
lems stated from different angles: scenario thinking from the
point of the future environment, the innovator’s dilemma from
the point of technological innovation, and new service devel-
opment from the point of the process. Combining these three
perspectives provides a broad and powerful set of tools which
enable managers in hospitality to see opportunities for innova-
tion, know when they should embark on an innovation jour-
ney, and finally provides insight in how the innovation process
should be addressed and executed.

Furthermore, these theories are all built from analysing the
daily practice of innovation. Many cases have been studied
as input for these theories and they are continuously being
deployed and validated in practice. Every sector has its own
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preference, e.g., scenario thinking is used widely in the energy
business; the innovators dilemma is popular in electronics,
and structured innovation processes are common in software
and financial industries. Applying the theories to hospitality
industry is relatively new; it is interesting to see how they can
be applied to implement innovation and strategy.

First each of the theories is described briefly in this section,
and then the next section applies the theories to an innovative
new offering in the hospitality world: Qbic hotels. In this section
each of the theories will be reviewed along the following items:

Definition

Process

Focus

Insight

Result

Value for hospitality industry

Scenario thinking

Definition

Process

Scenarios are possible futures. In scenario thinking, the sce-
narios differ quite strongly to show that the future may have
various faces. The scenarios are built along identified uncer-
tainties in the market and society that impact the business sub-
stantially. Scenarios are not the result of extrapolated trends
or actions, but truly independent. Scenarios focus on creating
insight in future circumstances in which the ambition of an
organization should be realized.

The process by Van der Heijden is very structured. First focus
is placed on the present and past situation of the organization.
In this step an analysis of its current issues and determined
whether they are intrinsic or extrinsic to the organization. Then
the focus is put on the external issues, taking in opportunities
and threats of the environment and market of the organization.

Next the ambition or goals of the organization are defined.
Amazingly, many organizations struggle with this step. A time
period is set at which these goals need to be complied with
(anywhere from a few years up to half a century).

Based on the goals and their timeframe, issues, opportuni-
ties, and threats are reviewed once more. Those that have a
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high uncertainty with regards to where they may end up at
the set time are selected. Then these are analysed to determine
the impact on the core question. Usually the two uncertainties
with highest impact on the goals set are chosen to draw up a
scenario space. Examples frequently used in practice are eco-
nomic prosperity and fierceness of competition.

Then scenarios are developed, first in general terms as in the
example of Figure 18.1, then in more detail providing a story
about the scenarios, sketching the key developments, position-
ing of actors, and the impact on the goals that are set.

Now the scenarios are developed, ideas on how to reach the
goals set can be developed. This can either be done looking
back from each of the scenarios to the present situation of the
organization, or by plain brainstorming about how the goals
defined can be reached. These ideas are developed into vari-
ous options the organization can choose from.

Options that are robust, help in realizing the goals in at least
50% of the scenarios and in the remaining 50% they should
not have a negative impact, so be at least neutral. To make
options more robust, combinations of options are often needed.
Eventually the robust options can be translated into innova-
tion plans for the organization. Of course the feasibility of these
options or innovation plans needs to be carefully assessed. Those
that are most feasible are chosen as a strategy for the company.

Finally, a monitoring system is defined to assess where the
defined uncertainties may be going over time. Themes are

Fierce Competition
A
. , Gimme
Price driven somethin
battlefield 1ng
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E [ d 4 E [
conomic conomic
slow down 4 > Growth
Sensible
business Expansive
cases only
4 4
v
Competitive like today
Figure 18.1

Example uncertainties and scenarios.
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Focus

Insight

Result

identified which are being reviewed frequently to see how
the future is getting shape. Strategies based on robust options
should be able to adapt to the developments in the market and
the larger environment or context of the organization.

Scenarios focus an organization on the future. They do not
foretell what is going to happen, but provide different types of
futures that an organization should be prepared for. This pro-
vides the context in which innovative ideas (options) can be
evaluated and ensures that only robust options are developed.
This way the scarce resources for innovation, which are even
scarcer in the hospitality world, can be put to work on innova-
tions that will be successful in future.

Scenario thinking provides insight in the future circumstances
and into which options for new services to pursue. Scenario
thinking is essentially a management tool to assess innovation
need and opportunities. Also the option of just doing what we
always did can be evaluated. This may result in being a non-
robust option, which means a more innovative strategy to pro-
viding hospitality is needed.

The result of a scenario thinking exercise is better a vision of
the future. Strategies on how to be successful in the future are
developed, tested and improved to become robust. Essentially
an organization is better prepared to deal with future circum-
stances and knows which developments to monitor closely.

Value for hospitality industry

The hospitality industry is quite vulnerable to changes in envi-
ronmental and the market factors, such as the economy, new
competitors in its market, and availability of good staff. If a hotel
for instance is able to attract guests, employees, etc. even in low
times, the chances for success are much higher. Better insight in
the kind of opportunities in the future helps in defining what
kind of innovations are needed and if they really contribute to
the long-term goals of the hotel.
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Innovator’s dilemma
Definition

The innovator’s dilemma is essentially the choice of doing
small stepwise innovations (typical for successful incumbents)
or deciding that a jump to a radically new idea, technology,
concept, etc. is needed (typical for successful new entrants).
The innovator’s dilemma is especially of interest when new
technologies emerge which enable product or service delivery
in a different way, but can also be used for new concepts like
the one presented in the case study in this chapter.

Process

Performances of various technologies and concepts change
over time. When faced with the question if a certain technol-
ogy or concept should be developed further or that resources
should rather be put towards new technologies concepts is the
essence of Christensen’s theory.

To find out if a certain technology or concept is still viable for
further development, its maturity should be reviewed. Mature
technologies or concepts develop relatively slowly, where new
ones have the potential to outperform the existing ones over
time. If the performance of a product or service can radically
improve in terms of value for money, the technology or concept
below it may be a disruptive one. Figure 18.2 illustrates the dis-
ruption (Christensen, 2006).

o o\
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»
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can utilize or absorb
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Disruptive

Entrants nearly always win
technologies 4 y

Time

Figure 18.2
Absorption of disruptive technologies.
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Focus

Insight

A good example is how EasyJet and other low cost carri-
ers found their way to the traveller through a new medium:
internet. Business processes could radically be redesigned
and automated, thus delivering the same value (flight from
A to B in economy class) for much less money. Here the inter-
net can be seen as a successful disruptive technology where
new entrants are more successful than their incumbent com-
petitors. Market share was lost by the incumbents, but
more importantly a new market was addressed, providing
flights at such low prices that they were attainable for almost
everyone.

Analysis of current and rival technologies to determine their
maturity and growth potential is the key process of dealing
with the innovator’s dilemma. Henderson (Journal of Product
Innovation Management, 2006; 23: 5-11) argues that the com-
petencies for being able to identify possibly disruptive tech-
nologies (or concepts) and to define appropriate responses to
it are scarce and hard to develop when at an incumbent.

Keeping an open mind towards the market and underly-
ing factors, such as technology, is a good start. Quarterly scans
of market developments are now being carried out at some
incumbents to be able to see changes coming. Educational pro-
grammes are adapted to suit these new needs, and consultants
are often hired to help out. Most important factor to analyse is
the fact how customers can see their needs fulfilled by a cer-
tain proposition, which Christensen calls absorption.

The innovator’s dilemma is all about timing. For incumbents
this means when to move to a new concept and not to further
develop the existing one. Business processes need to be rede-
signed and take more time than a new design from scratch.
However, missing the disruption may cause strong falls in rev-
enues and profits. For new entrants it is a great opportunity
as incumbents usually need more time to adopt a new tech-
nology. They should however be aware that introducing a new
technology or concept too early, will not deliver the required
value for money. So timing is key for both.

The innovator’s dilemma provides insight in how new
technologies or concepts can change the way we (need to) do
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Result

business. Being aware what kind of role you have (incumbent
or entrant) and how your business processes may be affected,
provides a competitive advantage to competitors.

If the innovator’s dilemma is managed well, timing certain
radical(ly needed) innovations will be improved. Business
processes can be adapted in a timely and controlled manner
when incumbent and success for new entrants in the market
will be higher. Even the boundaries to enter the market can be
lowered or fade away completely if disruptive technologies
take hold of the market.

Value for hospitality industry

The hospitality industry is known for its lower levels of inno-
vation. Exaggerating, refurbishment is the most radical innova-
tion done. Usually the concept is not really changed. Therefore
the industry is vulnerable to new entrants which have a good
timing in moving to new technologies or concepts to deliver
value to their guest. Young entrepreneurs can this way really
enter when their timing is right and take part of the market
by surprise. Developing skills to identify possibly disruptive
technologies and concepts may support incumbents to embark
on more radical innovation.

New service development

Definition

The process of developing new to the organization services,
with four phases:

1. Design (of the concept behind the service)

2. Analysis (of the business viability)

3. Development (of the service derived from the concept)
4. Full launch (of the appropriately tested service)

This process is based on the model by Johnson et al. (2000),
which was refined by Brackel (2006) as illustrated in Figure 18.3.
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Figure 18.3

New service development flow.

Process

This full process of new service development is adaptable for
incremental and radical innovations.

e Incremental innovations are usually executed in the left

side of the model above. Launched services are evaluated
if they have improvement potential and changes are then
implemented through a light weight development process.
Sometimes there is a formal analysis of the improvement in
case it cannot be done along with the current operational
tasks and assigning of resources is necessary.

For more radical innovations (new services) the design and
analysis phases must be executed. If the same approach for
incremental innovations is used, the new service can only be
successful by chance or luck. The issue here is that concepts
for the new service need to be developed first, then com-
pared and possibly combined, and then tested to enable a
sensible analysis process. In many service organizations, the
left side of the model can be identified, the right side is usu-
ally absent, which means that the organization is somehow
stuck with the incremental innovations.

All phases are worked out in detail in the work by Brackel
(2006). As the focus of this chapter is on the more innovative
side of this model, the design phase is illustrated below.
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Focus
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First the outset of a good strategy is needed. This is a major
issue in many service organizations, due to their strong opera-
tional focus. Scenario thinking as illustrated before may be very
helpful in defining a robust strategy. When generating ideas,
disruptive technologies and concepts need to be considered. In
screening the scenarios can be used again, this time to assess the
robustness of the generated ideas. Here combining ideas brings
a lot of value. Then, one or more concepts need to be devel-
oped. This means the first detailing of the new service starts,
and that also the operational processes to provide the service
are being designed. Finally, in concept testing, the custom-
ers (in case of hospitality many times the guests) are provided
the conceptual service to find out how it fits with their needs.
This customer involvement is essential for the evaluation of the
developed concept, as a service is always created on the spot
with the customer. This is one of the essential differences with
new product development, where for instance simulations can
be used to see how the product performs in practice.

The focus of new service development is to have a struc-
tured process that enables both incremental and more radical
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innovations of the service portfolio of an organization. A formal-
ized development process provides support in areas where most
operations-oriented organizations do not perform well: tasks
that are not directly related to their daily practice. However,
using the knowledge and experiences that staff, guests, external
experts, etc. can apply in this process, provides a strong advan-
tage over other service companies that are stuck on the left side
of the model, not knowing which process to use in a particular
situation.

Insight

New service development provides a complete and compre-
hensive model for innovation in the service sector. The main
difference with product development is the required participa-
tion of the customer or guest in the process. This is the only
way to verify if new innovative concepts will work, and how
they will need to be designed both from the customer’s and
from the organization’s perspective.

Result

When a new service development process is deployed, a more
mature innovation process is created and successfully intro-
ducing new services is a process that can be managed much
better. Formalized processes lead to better performing inno-
vations, in terms of time to market, customer satisfaction, and
operational effort.

Value for hospitality industry

The new service development model and process provide
the hospitality industry with a way to mature their processes
regarding innovation. This way they will be able to address
more radical innovations if needed to fulfil their strategy. New
service development institutionalizes innovation, makes clear
what kind of activities need to be executed, and what tools can
be used. It provides a framework for the hospitality industry
to increase its success through innovation.

Case study
Innovation case study: Qbic hotels

A designer boutique hotel room that assembles in 4h in any
empty space and which only requires running water and a
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hole in the floor for drainage. No long construction projects;
an instant design room at an amazingly low cost. And the best
part is: should the owner wish to use the space for a different
purpose? The hotel room disassembles even faster. This is the
story of Qbic hotels (http://www.gbichotels.com), an initiative
of innovative Dutch hotel entrepreneur Paul Rinkens. Rinkens
has left his mark on the hotel industry with the development
of several successful concepts that have one thing in common:
innovation is key.

Box 1: the Cubi

The key element of the Qbic design concept consists of
the cube-shaped living spaces, appropriately called Cubi
(Photo). Each Cubi measures 7m? and features an aston-
ishingly practical configuration, individually designed,
and built with attractive materials; “living room,” extra
long Héastens bed, Philip Starck design bathroom ele-
ments, TV, radio, safe and wireless internet, and an
ingenious work-and-dine set provide a state-of-the-art
living environment.
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Innovation and hospitality appear to be natural enemies.
Innovation involves taking risks, breaking the “rules” and
daring to challenge the status quo. Hospitality operations are
about risk avoidance, sticking with the rules, and protecting
the status quo. Many hotel chains are experiencing the “inno-
vator’s dilemma” as documented by Clayton Christensen.
Christensen tries to explain how it can be that outstanding
companies that stay in close touch with their markets, listen to
their clients, and invest pro-actively in technology still stand
the chance of failing. Christensen shows us that real break-
through innovation is often initially rejected by customers.
And this scares the well-established corporations in the indus-
try. That may explain why most innovation in the hospitality
industry is initiated by outsiders. Entrepreneurs that are not
stuck in the reigning industry paradigms, but that bend the
rules and create new entrepreneurial space. Although Qbic
founder Rinkens is a hotelier by profession, he still managed
to keep the outsider’s perspective.

Box 2: paradigms
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Paradigm is a term from ancient Greek referring to stand-
ard models used in certain settings. The Oxford English
Dictionary defines paradigm as “a pattern or model, an
exemplar. Joel Barker was the first person to popularize
the concept of paradigm shifts for the corporate world.
Barker defined the term paradigm as any set of rules or
regulations that defines boundaries and tells you how
to behave within those boundaries.” The fact that peo-
ple tend to resist change and often appear to be unable
to see and accept change is caused by the conclusion that
we view the world around us through paradigms. And
applying Barker’s definition, we behave accordingly. The
hospitality industry is full of paradigms. “The customer
is always right” maybe the most powerful one. According
to Barker, paradigms are changes. Barker begins by intro-
ducing paradigm shifters—the people that bring in the
idea for the new paradigm and paradigm pioneers—the
people who will have to develop the paradigm. In order
to create the much sought after new competitive space,
entrepreneurs must shift paradigms.

The Qbic hotel concept is ground breaking in many ways.
It bends the rules with regard to all three major stakeholders
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in hospitality; the guest, the employee, and the owner. The
guest is used to the paradigm that top design and good loca-
tion come at a high cost. Qbic challenged these principles.
Although the concept uses top designer brands like beds from
Swedish-based Haestens and bathroom fittings by French
designer Philip Starck, the concept is still relatively low cost as
the manufacturing of the hotel room can be done in an assem-
bly plant setting, away from the hotel.

In most cities of the world, locations for new hotels are
scarce. Empty office buildings on the other hand are a lot
easier to find. The solution that allows for hotel rooms to be
installed in empty office spaces brings about a whole new
world of potential hotel locations without requiring costly
refurbishments in the building, and all while maintaining
a great amount of flexibility for the owner of the real estate.
Should the office market turn out to be more favourable than
the hotel market, the spaces can be turned back into office
spaces overnight.

This feature is highly beneficial to the owner, who also likes
the limited investment cost involved in transforming an office
building into a hotel. And last but not the least the employees.
For these stakeholders Qbic provides mainly bad news. Apart
from a few housekeepers and a host, the hotel hardly requires
any human input. Reservations are made online by guests,
directly into the reservation system. Check in is possible via
unmanned self service kiosks in the hotel lobby. Food and bever-
age is available via vending machines or by independent entre-
preneurs who offer restaurant and bar facilities on the premises.

Many hoteliers condone the concept. Checking in via self
service kiosks is unacceptable in the reigning paradigms of the
industry. But Qbic has proven to be successful. Its first branch
in Amsterdam was fully booked from day one. The internet
savvy traveller that so many hotel chains seek to enthuse,
appears to embrace the concept, and they are not the only
enthusiasts. The concept has drawn the attention of people
from all parts of the world including organizing committees of
major sports events such as the Olympics. The Qbic concept
provides the possibilities to set up state-of-the-art hotel facili-
ties on a temporary basis.

The Qbic hotels case shows us that innovation in hospitality
requires breaking through the existing paradigms and overcom-
ing the innovator’s dilemma. Companies and individuals that
aim for success better create a new competitive space for them-
selves in which they can become the instant market leader.

Information technology, service reliability, effectiveness, and
flexibility are critical factors behind business initiatives. Qbic’s
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Analysis

422

mission is to continually improve the development of systems
and global infrastructure.

In this section, the three concepts—scenario thinking, The inno-
vator’s dilemma by Christensen, and new service development
will be applied to the Qbic case. With regard to scenario think-
ing, the Qbic case clearly shows how a thorough scan of the
environment can help create business innovation. The found-
ers of Qbic took 16- and 17-year-old consumers as their focal
point, arguing that this group will produce tomorrow’s travel-
ler. Furthermore they analysed the real estate market, conclud-
ing that most European cities experience a great demand for
new hotel locations that turn out to be mighty scarce. Faced
with this challenge the developers mirrored this challenge
and asked themselves what type of real estate was widely
available. The answer was found in the office market, a mar-
ket that experiences a situation of oversupply. In terms of the
concept of scenario planning, the developers of Qbic turned
the otherwise certainty—the location—into an uncertainty. This
helped them in developing a robust solution. Last but not the
least the scenario of flexibility—the option to change the pur-
pose of a building in a relatively short time at relatively low
cost—proved to be a vital factor in risk reduction which in turn
helped tremendously in acquiring the required capital.

When analysing the Qbic hotel case by using the concept of
disruptive technology, a number of applied technologies can
be identified. Construction of hotel rooms has been replaced
with assembly techniques that are commonly found in the
manufacturing industry. Factory produced components can be
easily assembled in the hotel’s location, saving a considerable
amount of time and money. The production method allows for
overseas production of components.

In its market approach the Qbic concept uses revenue man-
agement systems that allow for optimization of revenue. The
system rewards early bookings, while last minute bookings
come at a premium which is contrary to the most commonly
applied system that awards last minutes.

The application of self service internet and kiosk check in
services in a design hotel environment is another innovation
that helps in realizing a considerable cost cutting as no staff
are required for this otherwise labour-intensive process.

When looking at the Qbic case from the new service devel-
opment perspective, the concept clearly shows the long-term
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Conclusion

perspective that was taken by taking 16-17 year olds as a main
focus group. This leads to choices like leaving out workspace
and telephone lines, as these travellers are likely to be bring-
ing along their own handheld telecommunication devices that
allow for maximum freedom.

The adoption of manufacturing processes as in use in pro-
duction technology, allowed for a considerably lower initial
investment required for establishing the hotel. At the same
time this choice of method forced the developers to follow a
more structured development process than normally in use in
product development in the hotel industry. Last but not the
least the concept was tested shortly by a group of randomly
chosen travellers who helped in establishing the final design.
The industrial design of the Cubi itself allows for opportuni-
ties for continuous improvement.

Innovation comes from outside the organization: opportuni-
ties, technology, new business concepts, etc. Scenario thinking
helps in providing you with views of the future in which you
want to realize your strategic goals. Analysing the blocking
factors and seeing robust opportunities of overcoming them
(i.e., that will work in multiple scenarios and not just one).
This is just as applicable to hospitality industry as in other
industries. The case of Qbic shows that many opportunities lie
there to be taken up and that the way of implementing can be
quite straightforward and successful.

Disruptive concepts or technologies are also applicable to
the hospitality sector. Providing a combined set of existing
technologies and stepping away from the traditional hotel
design provides excellent value for money in the Qbic case.
Who can reject a €39 deal for a Histens bed and a Philip Starck
bathroom at 3min walking distance from your business meet-
ings the next morning? Taking adolescents as a starting point,
numerous services can be left away, like a phone in the room.
Wireless internet and using your own mobile phone are suffi-
cient for the modern day communication needs.

Finally, a structured new service development process pro-
vides a valuable framework for knowing what to do when,
especially as innovation processes are not as main stream as
in other industries. A structured development process will
certainly offer support for personnel involved but not work-
ing with innovation routinely. It also provides the timing of
when to involve potential customers, in this case guests in the
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process. Testing the concept, as was done by Qbic by using
family and friends is certainly an option, as this enables you
to address their findings before the service is completely
developed.

Summarizing, the hospitality industry seems to be locked
in a position where incumbents do small adaptations to their
service portfolio. However, the case shows that radical innova-
tion is a possible and, at times, needed way forward in hos-
pitality. As incumbents still have the major part of the market
they may have a lot to loose, when they are not able to apply
the concepts illustrated in this chapter in their business proc-
esses. Faculty and students in hospitality management univer-
sities should therefore review and apply the concepts above
whenever applicable. Of course, this is not the only way to
success, but it may help them along.
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Introduction

Small businesses have been part of social and economic fab-
ric of nations since the beginning of economic activity. Still,
most business strategy literature that currently exists is from
the perspective of larger businesses. One of the reasons for this
bias was the emergence of large businesses in the 19th century
as a source of economic progress. The complexity of bring-
ing together factors of production on a large scale intrigued
economists and later business strategists. However, as there
appears to be resurgence of interest in entrepreneurship, espe-
cially through small businesses, it is vital to revisit small busi-
ness strategy process to understand how current theories can
be applied to the investigation of small businesses. The pur-
pose of this chapter is to understand why strategy theories
and models are not commonly applied to small businesses.
Given this understanding can hospitality small business
literature be strengthened? The paper uses evidence from two
recent hospitality small business case studies and tests the
application of two leading strategy models—Michael Porter’s
generic strategies model (1985) and Olsen et al.’s (1998) co-
alignment principle—to assess their applicability on small
businesses. This paper argues that as most hospitality strategy
literature is based on strategy models with a lesser empha-
sis on small businesses, by default the emphasis has been on
studying large businesses even though hospitality and tourism
industries as such include a larger number of small businesses.
Therefore, to strengthen hospitality strategy literature and in
favour of studying small businesses, researchers will need to
expand the existing models and theories. This will also have
implications on methodological approaches. Resulting argu-
ment is that earlier strategy models and theories may have
(unintentionally) excluded small businesses resulting in the
dire need for a parallel stream of literature focused solely on
small businesses. However, given that both small and large
businesses exist for similar purposes, to maximize wealth for
their owners, then attempts should be made to reduce this
polarized approach.

Recent studies also have shown that small businesses, espe-
cially hospitality businesses such as hotels and restaurants
have the potential to not only contribute to a nation’s eco-
nomic development but to its entrepreneurial activity (Sharma
and Upneja, 2005; Sharma, 2006a). Therefore, strengthening the
stream of literature that evaluates strategic processes of such
businesses is not only essential but also a much overlooked
aspect of hospitality research.
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Literature review

There are a total of over 150 theories and models of business
strategy. How many of these were developed in view of spe-
cial characteristics and circumstances facing small businesses?
It is not possible to review all of these theories and models in
this chapter, instead two leading models, one from mainstream
strategy literature and the other from hospitality strategy lit-
erature, were evaluated to assess their applicability to small
business research. Strategy literature applicable to small busi-
nesses is, at best, scattered and limited. For instance, of the
strategy articles available for reference in leading management
research databases (over 115,000), only 1% (1034) were devoted
to small businesses (ProQuest, 2007). Of these almost 50% were
published in the last decade. The following review of key stud-
ies related to small business strategy will further highlight the
difficulty of categorizing this research under themes.

Earlier studies of small business strategy were highly
applied. For instance, Van Auken and Ireland (1980) proposed
an input-output approach to small business planning. The
paper was significant in proposing a practical forward-thinking
strategic approach for small businesses. Similarly, Brasch
(1981) proposed a mode for practitioners to decide on an
organizational structure for marketing export entry. Proposed
choices were very practical and involved different ways for
the firm owners to invest in marketing resources. The growing
popularity of information technology prompted Allaway et al.
(1988) to present a framework for small retailers make effec-
tive promotion mix decisions using ”“off the shelf PC-driven
software.” An interesting aspect of this study was that it used
an actual store data analysed through a case study approach,
and emphasized the use of computer technology to improve
effectiveness of small business decision-making. Other studies
related to information technology that followed on these ear-
lier works were that of Drozdow and Carroll (1997). They pro-
posed practical tools such as PC-based simulations for family
firms to help them develop their strategies. Hall and Mestler
(1997) evaluated software available for small business strate-
gic planning. An example of operational analysis was Bassin
(1990) who presented the use of economic order quantity
(EOQ) technique to manage inventories in small retail busi-
nesses, stressing that inventories is a financial investment and
how they can be managed using this technique with limited
operational assumptions and simple methodology. Such stud-
ies set the tone of small business investigations to be not only
very practical in their application but also problem-oriented.
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Slowly, however, the focus evolved from more analytic
aspects of operations and technology to behavioural, human
aspects of the entrepreneur and the management, and the
more traditional strategy concerns of the environment, organi-
zational configuration, and their alignment. Variyam and
Kraybill (1993) investigated a broad choice of small business
strategies, and the influence of managerial human capital on
business strategy. The study found that firm size impacts cer-
tain strategy choices and that managerial human capital had a
significant influence on the choice of strategies by small busi-
nesses. Hatton and Raymond (1994) evaluated the organiza-
tional effectiveness framework in context of small businesses
to assess the congruence and mates of key variables such as
environment, strategy, technology, task, structure, and indi-
vidual. Around the same time Morrison (1994) investigates
the strategic alliance behaviour of small hotels and found
that cooperative alliances was a necessary aspect of strategic
choices that hotels would need to consider due to rapid envi-
ronmental changes, particularly due to emerging “electronic
markets.” Nwachukwu (1995) found that CEO’s locus of con-
trol in small businesses was related to the business’s struc-
tured differentiation, and that this was related to its economic
performance. The study results emphasized that more focus
needs to be on CEO judgment and small business performance
rather than evaluating strategy processes.

Some studies have also looked at small businesses in rela-
tion to larger ones. For instance, Audretsch et al. (1999) inves-
tigated the theories that explain the existence of small firms
in context of larger firms. A key conclusion of this study was
that small firms do not compete directly with larger firms, par-
ticularly due to their larger price-cost differences versus that
of the larger firms. Instead, the smaller firms tend to develop
product niche strategies unlike that of larger firms. However,
Benrud (2002) explored how small firms competed with larger
ones on the basis of low price and low quality of products.
Similar issues were investigated by Darrow et al. (2001) using
the generic strategy framework to identify strategy options
available for small hardware stores due to rapid environmen-
tal changes from big hardware stores taking control of the mar-
ketplace. The study identified critical success factors to help
small hardware stores remain competitive even as they face
these environmental changes. This also happens to be among
the only studies to have used the generic strategy framework
proposed by Porter (1985). More recently, Hollenstein (2005)
investigated the factors that determined the choice of interna-
tionalization strategies of small businesses. Small businesses
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were found to be different than the larger ones in that they pri-
marily rely on capabilities related to incremental innovations
whereas the larger firms relied on their assets.

The impacts of strategy on various aspects of small busi-
nesses began with investigations into profitability and pro-
ductivity. Roper (1999) evaluated small business growth and
profitability and found that turnover growth and profitability
were only weakly related. Other significant findings were that
profitability was related to strategy choice, and both growth
rates and profitability did not show any long-term persistence.
Gunasekaran et al. (2000) evaluated causes of low productiv-
ity through a small business case study and proposed ways
to enhance productivity in such businesses. This paper was
significant in evaluating the strategies that would enhance
productivity of small businesses. These earlier works laid the
foundations to more thorough evaluation of small business
strategy.

More recently, small business strategy literature has con-
tinued to evolve, attracting attention of research from various
perspectives. Beal (2000) investigated the alignment between
environmental scanning and strategy choice of small firms.
The study found that broad-based environmental scanning
had an influence on strategy choice; however, found no rela-
tionship to the frequency of environmental scanning. Gelderen
et al. (2000) found that personal strategies of owners/found-
ers of small business start-ups were related to performance
and environmental uncertainty. Certain strategies were found
to be more effective and high/low environmental uncertainty
was also found to be related to certain types of strategies. From
the financial perspective Lopez-Gracia and Aybar-Arias (2000)
used credit rationing and pecking order theory approaches to
show that financial behaviour of SMEs was influenced by size
and business sector. The study found that size influenced self-
financing strategies and business sector influenced short-term
financial policy. Similarly, Reid and Smith (2000) investigated
factors that made a new business start-up successful and found
that above all the one factor that was successful for small busi-
nesses was the entrepreneur’s pursuit of the highest return on
investments. Other factors important for success were entre-
preneur’s realistic assessment of its abilities and long-term
planning. Limited work has been done to evaluate information
strategies. One such example is Levy et al. (2002) who investi-
gated the process of information systems (IS) investment strate-
gies of small firms. Investment in IS was found to be dependent
upon various factors including stages of growth, entrepreneur/
owner’s values and experiences, and even the industry sector
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of the business. Davies (2001) investigated competitiveness
constraints in manufacturing firms and proposed a model for
these firms to minimize resource constraints through clustering
inter-firm linkages in South Africa. Arasli (2002) evaluated the
perceptions of hotel middle management executives towards
total quality management (TQM) philosophy and how resolv-
ing these internal management conflicts could enhance overall
readiness of these businesses to adopt TQM strategies. A recent
study by Rasheed (2005a) investigated the moderating effect
of environment construct on foreign entry mode and perform-
ance of SMEs. Results of the study suggested that firms experi-
ence higher international revenue growth rates using no-equity
based foreign market entry modes “in growing domestic envi-
ronments.” Alternatively, international revenue growths are
higher for equity-based entry modes when firms take on higher
foreign market risks. Gibbons and O’Connor (2005) studied the
influence of small business characteristics on their strategic
planning processes. The study concluded that entrepreneurial
firms adopted more formal strategic planning processes while
the conservative firms adopted more incremental processes.
Davis and Wood (2005) demonstrated the importance of finan-
cial forecasting by developing a model that would evaluate
financial aspects of strategic decisions. The model is shown
to be applicable to a number of industries including travel
agencies, food brokers, and the study emphasizes the value
it creates for various organizational stakeholders. And more
recently, Cressy (2006) investigated why most firms tend to die
within the first few years of trading. Among the key theoreti-
cal propositions of this study were that most firms die early
because the market value fall below the opportunity cost of
staying in business, and those entrepreneurs that are high on
management human capital (MHC) tend to have higher abso-
lute profits than those low on MHC.

Small business strategy literature, influenced by studies from
entrepreneurship, also investigated issues specific to own-
ers, managers, and their decision-making aspects. Sonfield
et al. (2001) investigated gender comparisons in strategic
decision-making in context of the Entrepreneurial Strategy
Matrix. Like previous studies, this investigation also reported
significant differences between female and male entrepreneurs’
satisfaction with venture performance, where male were found
to be more satisfied. Jocumsen (2004) studied small businesses’
marketing strategy decision-making processes. The study
concluded that small businesses make strategic decisions on
the basis of performing three tasks: “information gathering/
research,” “financial analysis and assessment,” and “internal
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matters.” An interesting observation was that these tasks were
conducted non-sequentially and preceded by “decision ini-
tiation” and followed by final commitment.” Likewise, Kickul
and Gundry (2002) studied the relationship between small firm
owner’s personality, strategic orientation, and innovation. The
study found that small business owners’ proactive personal-
ity was linked to strategic orientation that allowed the firm to
change in respond to its surrounding environment. Entrialgo
(2002) investigated and found links between strategy choice
and managerial characteristics such as functional experience
and formal education, while no links between age and tenure
to strategy choice. The study emphasizes that the co-alignment
between managerial characteristics and strategy choice has per-
formance implications for the small businesses. Linking business
characteristics to strategy, Chetty and Campbell-Hunt (2003)
conceptualized a theoretical model to explain different paths
to internationalization by integrating internationalization theo-
ries and SME characteristics. An implication of this study was
emphasis on firm characteristics such as demographic aspects,
management style, and competencies. Rasheed (2005b) inves-
tigated small business entrepreneurs’ strategic choices when
faced with either growth or retrenchment. Combining previous
theories of strategy choice with the perceptions of entrepreneurs
regarding their access to resources and past profitability, the
study proposed that entrepreneurs essentially remain aggres-
sive and choose growth strategies, whether their perceptions
of resource accessibility and past profitability was high or
low. Payne et al. (2005) empirically analysed cognitive maps
of small business leaders to understand the influence of these
maps on organization’s attributes and actions. Results of this
investigation suggested small business leaders could develop
two distinct polar orientations through their self-identity
with the organization, overall assessment of external stakehold-
ers, and their perception of the environment. An important con-
clusion of the study was that small business leaders should be
mindful of their orientations and biases as these could influence
the behaviour and performance of their organizations.
Increasingly the idea of resources and competency develop-
ment has attracted attention of researchers. For instance, Clarke
and Turner (2004) extended the resource-based view (RBV)
and proposed a knowledge management (KM) strategy for
small- and medium-sized businesses to develop competitive
advantage. The study concluded that in addition to KM SME
biotechnology firms also used intellectual property also as com-
plementary source of a competitive advantage. Gurau (2004)
used the value-added chain methodology to assess competitive
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advantage of SMEs in the biopharmaceutical sector. This study
resulted in a theoretical model that described stages and factors
influencing strategic positioning of SMEs in the value-added
chain of this sector. Wilson and Stokes (2005) studied the distinc-
tion between and the importance of entrepreneurs managing
creativity and innovation. The study highlighted that managing
these two aspects were different and would require entrepre-
neurs to develop internal skills such as effective communication,
and also effective promotional strategies and external focus.
Similarly, Adewole (2005) used Porter’s (1985) five forces model
to understand the challenges in the supply chain of small manu-
facturing businesses. Bretherton and Chaston (2005) investigated
the resource dependency behaviour of small firms using strate-
gic alliances. Results of the study found that firms were clearly
using strategic alliances at various stages of the value chain to
access resources and capabilities. In an applied study, Reynolds
and Lancaster (2006) presented practical and low-cost marketing
methods for small entrepreneurial firms to maximize profitabil-
ity through increased sales and increased consumer satisfaction.
This study was valuable in presenting a theory-based practical
approach that small firms could apply without allocating large
resources in a research and development budget. Cooper et al.
(2005) investigated customer relationship management (CRM)
aspects of family businesses and compared them with non-
family businesses. The results of their study suggested that fam-
ily businesses were less likely to place a high importance on
CRM compared to non-family businesses and were likely to use
less sophisticated strategies too, more traditional and less risky
ones. However, they were unable to conclude whether these dif-
ferent approaches yielded significantly different effectiveness of
CRM strategies between family and non-family businesses.
Small business research in hospitality literature remains
limited and fragmented, especially in context of operational
dynamics (Buick, 2003). Models used to analyse manufactur-
ing industries revealed that hotel entrepreneurs employed
business-oriented strategies to optimize performance and that
these strategies were in close association to their individual
backgrounds (Glancey and Pettigrew, 1997). Among other
studies of small hotels and restaurants profitability and rev-
enue analysis, pricing policies, and the level of investments
in fixed assets include Kaufman et al. (1996) and Poorani and
Smith (1995). Operators’ previous experience, marketing
resources, and capital structure mix were some of the factors
found to influence performance of these businesses, including
the skills and educational levels of operators and employees
(Romer, 1986, 1990). Even though on-the-job training was
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largely prevalent in hotels and restaurants, there remains
inconclusive evidence to suggest that such efforts yielded suc-
cessful results (Worsfold and Griffith, 2003; Zhang et al., 2002).
Among other factors (like entrepreneurship activity, innova-
tion, etc.) recent evidence shows that economic growth from
small businesses can be derived from their linkages with the
rest of the economy (Sharma, 2006a).

This rather brief, yet significantly representative review of
small business strategy literature from both mainstream stra-
tegic management research as well as hospitality strategy lit-
erature shows that small business strategy studies have been
limited, fragmented, and lacked focus in their direction. On
one hand the lack of focus is evident in the difficulty of catego-
rizing them in similar themes, and on the other hand, it at least
shows evidence of a general evolution of perspectives in the
study of small businesses.

Small business strategy studies of hospitality businesses
are especially limited and fragmented. This literature stream
remains in its nascent stages. There could be a number of rea-
sons why small business strategy literature has lagged behind in
its size, content, and complexity compared to studies conducted
for larger businesses. One possible explanation is that leading
strategy models and theories fall short of presenting evolved
perspectives to study small businesses. Given that mainstream
strategic management literature has developed within these
leading theoretical conceptualizations, it may have led to ignor-
ing application of these theories to small businesses. If this is
indeed one possible reason, then it would be worthwhile under-
standing how some of the leading models have fallen short in
their application to small businesses. With this knowledge at
least researchers could be conscious of theoretical limitations
as they approach to study strategic management behaviour of
organizations. Furthermore, those researchers particularly inter-
ested in small business research can attempt to apply main-
stream strategic management theories to small businesses so
that small business studies can become increasingly mainstream
research and not frowned upon by “mainstream researchers.”

Purpose statement

As stated earlier, the purpose of this chapter was to inves-
tigate whether the partial scope of leading strategy models
and theories contributed to weak literature on small business
strategy. Therefore, this chapter evaluated two leading strat-
egy models to see whether they were appropriate for studying
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small businesses. Given the context of this chapter, the focus
was on hospitality businesses such as hotels and restaurants.
Case study evidence from two recent projects was taken to
evaluate the applicability of the selected strategy models.

Methodological approach

The three components of the descriptive methodological
approach in this paper were: two leading strategy models; case
study evidence from two small businesses; and the framework
for evaluating the application of strategy models against the case
study evidence. The two leading strategy models selected for
this assessment was Michael Porter’s generic strategies (1985)
(Figure 19.2) and the co-alignment principle Olsen et al. (1998)
(Figure 19.1). The reason for selecting Porter’s (1985) model
was that it has, so far, been one of the most influential models
in strategy and management literature. It therefore presented
itself as a significant and an interesting candidate to assess
its applicability to the study of small businesses, especially
since it has been scarcely applied to study small businesses.

Environment - Strategy Firm Firm

events choice structure performance

Figure 19.1
The co-alignment principle.

Narrow
market
scope
Segmentation strategy
Broad
market
scope
Differentation strategy Cost leadership
Uniqueness competency Low cost competency
Figure 19.2

Generic strategies.
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The co-alignment principle (Olsen et al., 1998) remains the only
strategy conceptualization in the field of hospitality and tourism
and its application is increasingly gaining acceptance. Therefore
it was thought appropriate to evaluate its applicability to small
businesses as it lead future developments in the area of hospi-
tality strategy.

The two case study evidence used in this paper was of a
restaurant and a hotel, both small and independently owned
businesses. To increase the coverage of evidence the small
restaurant case study was based in North America (Sharma,
2006b) and the small hotel case study was based in a sub-
Sahara African nation (Sharma and Sneed, 2007). Both these
case studies were based on actual evidence from previously
conducted projects. Each of these case study discussions
was contextual to the strategies adopted by the businesses to
develop competitive advantage.

The restaurant was located in a small mid-western town in
North America. Its product and service mix could be catego-
rized as exclusive, with an average food check at $30-50 for
dinner. The chef was highly qualified and trained from one of
the best culinary institutions in the world. He also owned and
managed the restaurant along with a partner managing the
service side of the restaurant. The eventual competitive strat-
egy adopted by this restaurant was the use of fresh and locally
grown foods that appealed to its customer base and also dis-
tinguished it from other less exclusive eating out options. The
strategy proved to be successful. The hotel was located in a
large city in a sub-Sahara African nation. Its owner had retired
after a run of mismanagement and loss making of the property.
At that time the owner transferred the property to his daugh-
ter who had taken control of its day-to-day management. The
current owner was not highly trained in hotel management
but was energetic and committed to making the property a
business and financial success. However, given the already
intense competition in the market she thought it was best to
focus on certain untapped segments of the market. Her even-
tually adapted strategy was to focus on non-profit and non-
governmental agency clients that were visiting the city and
the country on development projects. As there were no hotels
solely focusing on such markets and their needs, the strategy
had begun to show success.

Given these two case studies and their contextual strat-
egy choices, the two strategy models (Porter, 1985; Olsen
et al., 1998) were used to describe the hypothetical process that
would eventually lead to the selection of respective strategies.
This descriptive process was then evaluated using a framework
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to assess whether issues appropriate to small businesses were
identified by the models as each of the businesses adopted their
respective strategies.

The framework for evaluating the applicability of the
two strategy models was adopted from D’Amboise and
Muldowney (1988). The framework proposed evaluated small
business management theories with the criteria that appropri-
ate models should include certain constructs. According to this
framework, theories to study small businesses must include
constructs of environment, organizational configuration, mana-
gerial characteristics, success—failure criteria, evolution, behav-
iour of persons operating within that specific environment,
and problem-orientation. Therefore, this framework was applied
to the descriptive strategy process of each of the case study
to assess whether each of the models possessed the required
constructs to study small businesses. Results of the evaluation
were coded as “yes” if the model had the appropriate con-
structs, “none” if the constructs were missing and “implicit”
if the constructs were not explicitly defined but were inherent
in the model. This evaluation helped identify constructs that
were missing in each of the models to study small businesses.
Results were discussed to assess implications for small busi-
ness strategy result and development of appropriate theories
and models for such studies.

Application of Porter’s generic strategies (1985)

Porter (1985) proposed three generic strategies commonly used
by businesses: market segmentation, differentiation strategy,
and cost leadership. The selection of either of these strategies
by the businesses, Porter suggested, will be based on strategic
scope and strategic strength within the market. Strategic scope
defined the size and composition of the intended target mar-
ket and strategic strength comprised of the core competencies
that the business possessed (Figure 19.1). This schema of the
model was applied to each of the small business case studies
under focus.

First the small restaurant’s strategy was described using
Porter’s generic strategy model. The strategic scope of the
restaurant would refer to its customer base, its size, and its
composition. The target customer base in the restaurant’s
geographic area comprised of a near-by university town and
increasingly aging population of baby-boomers. The com-
position of this target market would be described as high in
education and disposable income level. The size of this target
market would also be described as high for this restaurant
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especially due to the lack of other high-price eating out
options. Therefore this model would describe the target market
as broad on the strategic scope dimension. The chef and own-
er’s core competencies were also relatively high and unique.
Similarly, the level of core competencies required to prepare
the exclusive meals were also relatively high. Therefore on the
strategic strength dimension the core competencies would also
be described as unique. Based on the matrix location of this
business on both these dimensions (Figure 19.1) Porter’s (1985)
model could conclude that a differentiation strategy would be
most suitable for the restaurant. The focus on using locally
grown and fresh foods was a differentiation strategy that was
eventually used by the restaurant.

Second, the small hotel’s strategy was described using
Porter’s generic strategy model. Given the intense competi-
tion in the market place, the hotel was facing already narrow
market segments. The high-priced hotels had already captured
the top-end of the market leaving the rest of the hotels, includ-
ing the smaller ones, with the more price-sensitive customers.
Therefore, for the small hotel under focus, composition of the
market would have been described as highly price-sensitive
customers. The size of this market was also narrowing due to
the increased competition in the market place. Therefore, this
hotel’s target market would have been labelled narrow on the
strategic scope dimension. As the hotel had recently changed
ownership, the current owner was attempting to make a finan-
cial success of the property. The current owner did not possess
any specific skill set necessary to operate and manage a hotel,
even though managing a multi-activity business like a hotel
required certain level of competencies. Therefore, even though
her strategic competency would have been labelled low cost,
certain unique competencies were required to successfully
manage the hotel property. On the basis of these two labels
on the strategic scope and strategic competency dimensions,
Porter’s strategic model could also have concluded that the
small hotel pursues a market segmentation strategy.

Application of Olsen et al.’s (1998) co-alignment principle

The co-alignment model (1998) was presented earlier. Its key
components include: environmental scanning, strategy choice,
resource allocation, and performance evaluation (Figure 19.2).
The restaurant case study could be described using each of
these components of the co-alignment model. Environmental
scanning stage of the process would require the restaurant
to effectively scan its environment to assess opportunities,
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challenges, and other characteristics of its business, task, and
remote environments that would eventually help shape stra-
tegic choices. These components of the environment would
help the restaurant describe its target market, competitive
environment, supplier environment, and other remote aspects
of the environment that may influence strategic choices. Given
the previously described geographic location of the restaurant,
the owner’s exclusive skill set, the target market’s description
and its composition as high in education and disposable income
levels would be included. The lack of restaurants catering to
such a clientele would also be noted. Therefore, the transition
from environmental scanning to strategy choice stage would
guide the owner to consider an exclusive product/service
mix that would cater to such a consumer. At the strategy
choice stage the owner could have the choice to consider an
exclusive product/service mix as a competitive method to cre-
ate that competitive advantage. If this strategy is pursued, the
next stage, resource allocation, would aid the owner to evalu-
ate the resources required to implement such a competitive
method. Among the resources required would be production
and service skills needed for developing an exclusive product/
service mix. Given that these skills existed, and if others were
found to be present too, the owner could proceed to evaluate
the financial performance of the competitive method in the last
recommended stage of the co-alignment principle.

A similar hypothetical description could be developed for the
hotel case study using these components of the co-alignment
principle. In the environment scanning stage, the owner would
scan its business, task, and remote environments to identify
opportunities and challenges for developing effective com-
petitive methods. Among most obvious characteristics of the
environments would be the increased presence of interna-
tional hotels, low level of tourist traveller market in the city,
high volume of development-aid related market, and lack of
good quality low-priced accommodations. Within the growing
development-aid traveller market, another observation would
be that while most aid-agencies provided lucrative contracts
to hotels and paid close to rack-rates, the smaller non-profit
and non-governmental agencies (NGOs) supported largely by
volunteers were unable to pay these high room rates of inter-
national standard hotels. This then could be recognized as a
logical opportunity to pursue in the demand side of the mar-
ket. Given a lack of quality accommodation in the small hotel
sector, the owner could consider this as a viable competitive
method to pursue in the short to medium term, especially
when government’s need for support from such NGOs was not
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expected to diminish. Such could be the hypothetical descrip-
tion of an environmental scan leading to a strategy choice for
creating a quality product/service mix for price-sensitive NGO
travellers to the city. If this choice of a competitive method was
eventually selected the resource allocation stage would help the
owner evaluate the resources required for implementing such
a competitive method. Two obvious resource requirements
would be the development of appropriate quality product/
service mix that would appeal to the price-sensitive NGO trav-
eller and developing relationships with appropriate NGOs
so that they may consider this hotel as their preferred accom-
modation in the city. Given the low level of professional skill
required to develop relationships with appropriate NGOs, and
the possibility of hiring a skilled manager to develop the prod-
uct/service mix the owner could proceed to the next stage of
evaluating this competitive method’s financial performance.

These then would be the hypothetical applications of both
the leading strategy models in context of two selected actual
case studies and the actual strategies that were eventually pur-
sued by these businesses. The next task was to evaluate these
descriptions to assess how well models performed in their
description of strategy process of a small business.

Evaluation of strategy models to assess small business fit

The evaluation framework used in this paper suggested
that small businesses strategy models include constructs of
environment, organizational configuration, managerial char-
acteristics, success—failure criteria, evolution, behaviour of
persons operating within that specific environment, and
problem-orientation. This framework was used to assess
whether the applied description of the two selected strat-
egy models these various constructs or not. If the constructs
appeared in each models’ application to the case studies then
the observation was coded “yes.” If the constructs did not
appear in the description of models’ application then the obser-
vation was coded “none.” Where the construct was not explic-
itly defined but inherent the observation was coded “implicit.”

Porter’'s generic strategies

The generic strategies model proposed by Porter was applied
to the two small businesses case studies. The hypotheti-
cal description of this application suggested how this strat-
egy model would be implemented in an actual scenario. This

439




Handbook of hospitality strategic management

description could be evaluated to assess whether the model
included constructs of environment, organizational configura-
tion, managerial characteristics, success—failure criteria, evo-
lution, behaviour of persons operating within that specific
environment, and problem-orientation.

The construct of environment was included in the description
of this model’s application as the two dimensions of strategic
scope. Similarly organizational configuration was summed up in
a single dimension labelled strategic strength. There appeared to
be no description of managerial characteristics other than those
required in strategic strength dimension. There was also no
success—failure criteria included in the implementation descrip-
tion. Similarly, there was no reference to evolution of the business
in the implementation of the model. Behavioural aspects of the
owner/manager were also not included in implementation of
this model. Finally, the model was oriented towards solving an
inherent problem of developing competitive advantage.

The co-alignment principle

The co-alignment principle proposed by Olsen et al. (1998) was
applied to the two small businesses. The hypothetical descrip-
tion of this application suggested how this strategy model
would be implemented in an actual scenario. This descrip-
tion could be evaluated to assess whether the model included
constructs of environment, organizational configuration,
managerial characteristics, success—failure criteria, evolution,
behaviour of persons operating within that specific environ-
ment, and problem-orientation.

A well defined and developed construct of environment
was included in the model. Organizational configuration was
also included and highlighted at the resource allocation stage.
Managerial characteristics did not appear in the hypothetical
description. The model clearly referred to success—failure cri-
teria during its final stage performance evaluation. There was no
description of evolutionary aspects of the business. Behaviour
of persons operating with that specific environment was not
explicitly observable. However, environmental scanning and
strategy choice stages did provide observable managerial charac-
teristics of perception and choice. If such perceptions towards
the environment and strategic choices could be observed lon-
gitudinally they have the potential of sketching strong behav-
ioural patterns of individual managers and owners. Finally,
there was an inherent problem orientation, that of developing a
competitive advantage.
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Table 19.1 Strategic Evaluation of Small Businesses

Criteria Generic Strategies = The Co-Alignment
(Porter, 1985) Principle (Olsen

et al., 1998)

Constructs of environment Yes Yes

Organizational configuration Yes Yes

Managerial characteristics None None

Success—failure criteria None Yes

Evolution None None

Behaviour of persons’ operating  None Implicit

within that specific environment

Problem-orientation Implicit Implicit

Gaps in strategy models

On the basis of the above evaluation of the two strategy mod-
els under focus, some interesting gaps were identified. Porter’s
(1985) generic strategies model, while clear in describing many
aspects of the strategy process, was unable to identify mana-
gerial characteristics, clearly defined success—failure criteria,
evolution of the business, and behaviour of persons operat-
ing within that specific environment. There also existed an
inherent problem-orientation in the model of developing
a competitive advantage. The Olsen et al.’s (1998) co-align-
ment principle did better than the Porter’s model in that it
defined clear success—failure criteria and had certain implicitly
described behavioural aspects of persons operating within that
specific environment. However, it too was unable to identify
managerial characteristics and evolution of the business.

To summarize, both models while included certain key con-
structs to study small businesses, they also fell short of study-
ing managerial characteristics, individual behaviours, and
business evolution that would be useful in strategic evaluation
of small businesses (Table 19.1).

Gaps and missing case study information

Given these gaps identified in the strategy models, how criti-
cal or essential is the information that would be considered
lost? Let us take the example of managerial characteristics and
individual behaviours in the case of both the small business
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case studies: the North American restaurant and the sub-
Saharan Hotel. Both owners of these establishments had strik-
ingly different managerial characteristics but could be said to
demonstrate similar individual behaviour towards such deci-
sions as taking risks. The restaurant owner appeared to be
more “hands-off” in his management technique towards his
subordinate staff members in the kitchen, whereas the hotel
owner tried to overlook every aspect of day-to-day manage-
ment of the hotel. However, both were willing to take the risk
to commit resources to a strategy that was relatively different
than that being pursued by competitors. The restaurant owner
committed time and resources to develop relationships with
local farmers to develop reliable supply chains of various food
products. As the success rate of developing these relation-
ship was less than 100% this process was a continuous one.
Furthermore, the initial stages of local farm relationship devel-
opment included a lag time—before farmers could respond
to specific product/quality needs of the owner. Similarly, the
hotel owner had to commit competitive prices for developing
the new market segment of price-sensitive NGO travellers.
This was in spite of her stressed financial resources partly due
to the recent renovations to the existing establishment and in
part due to committing resources to re-establishing the image
and presence of the property since it is “close to financial and
market ruin” with the previous owner.

The evolutionary aspect of both businesses was also not
highlighted in the strategy implementation description
through the two models. For instance, the growth objectives
of both owners were strikingly different. The restaurant owner
was not interested to expand beyond the current premises or
even increase its capacity, while the hotel owner had already
increased capacity of its accommodation and was working
on increasing the capacity of its conference and banqueting
services. She was also open to consider future possibilities of
additional properties but was realistic to continue focusing on
making a success of the current property.

Finally, while both models had an implicit problem orien-
tation it is not clear whether either of the models would have
successfully identified the reasons why respective strategies
were chosen. That is, the real issues that motivated these indi-
viduals to select their respective strategies would probably not
be explicitly identified. Both the restaurant and hotel owners
were new entrepreneurs trying to establish themselves in their
relatively new working environment. While the restaurant
owner had required technical skill levels, he lacked experience
of owning and managing a business. The hotel owner, on the
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other hand, did not posses any technical knowledge of manag-
ing the hotel but had the general sense of business ownership
by association to her father, the previous owner of the hotel.
Therefore, while both owners were new entrepreneurs they
were both facing strikingly different challenges.

The question is whether ignoring this information would
have been critical in understanding the strategic process of
both these small businesses. Referring back to literature on
small businesses, the most critical aspect of small businesses
are the owners that create, lead, manage, and grow the busi-
nesses. All the information that was missing in the strategy
description through the two models pertains to the owners
and their behaviours. Therefore trying to understand the stra-
tegic process of small businesses without an in-depth under-
standing of owners could have provided only a limited view
of how they selected strategies and why these strategies were
successful (or not).

Then how do we study small business strategy?

Clearly neither of the two strategy models evaluated in this
research yielded a perfect fit for small business strategy. Yet
the two together show promising signs of studying small
business, and above all, depict an evolutionary process in
strategic management thinking. Porter’s (1985) generic strat-
egies included the building blocks of an organization, that is,
organizational configuration and environment. Recent stud-
ies of small businesses have tried to explore various aspects
of organizational configuration. Still more work is required to
open in this black box to understand how businesses configure
themselves in bringing together resources critical to develop-
ing a competitive advantage. Such applications of the model
will clearly enhance our understanding of the underlying prin-
ciples of small businesses. Olsen et al.’s (1998) co-alignment
principle added important elements of success—failure criteria,
behaviour of persons’ operating environment, and problem
orientation, all critical constructs to study small businesses.
Some of these constructs appeared implicitly in the model fur-
ther allowing flexibility in their application to study small busi-
nesses. The behavioural environment of persons as a construct
has the potential of incorporating managerial characteristics
and the relationship of these characteristics to other aspects of
the strategy process. Similarly, if this process of co-alignment
can be studied over time it could add an evolutionary
dimension to study small business behaviour. The two models
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together show an evolutionary process of strategic manage-
ment thinking as successive models enhance our understand-
ing of phenomenon less emphasized in previous ones. Future
strategic management models for small businesses would not
only benefit from incorporating existing constructs but could
also extend their conceptualization and operationalization to
incorporate additional dimensions.

Implications

So where does this all lead us in trying to understand why
hospitality strategic management literature has continued to
lack focus on small businesses? The purpose of this paper was
to understand why strategy theories and models are not com-
monly applied to small businesses? To answer this question,
two leading strategy models were applied to two small busi-
ness case studies.

The descriptive strategy implementation process was evalu-
ated using a framework to assess whether strategy models
would be appropriate for small businesses. It was found that
while these two models would be appropriate to study certain
aspects of small businesses, issues pertaining to characterizing
the business owners or the entrepreneurs would be less effec-
tively understood using either of the two models. More specifi-
cally, the aspects of small businesses that require further explicit
elaboration as constructs were managerial characteristics,
behavioural aspects, business evolution, and problem-oriented
strategy processes. The potentially missing information from
the descriptive implementation of the two models was also
evaluated for its importance. It was suggested that this infor-
mation would have been critical in understanding the strategy
process of these small businesses.

This short fall of current strategy models to effectively study
small businesses could be one of the reasons why small business
strategy literature, especially in hospitality industries, has lagged
behind other mainstream studies. This has obviously led to the
development of a parallel literature on small businesses. While
that in itself is not of concern, the parallel literature continues to
be anecdotally labelled as “non-mainstream.” This could have
and may continue to discourage researchers to pursue investiga-
tion of small businesses. While none of the two models studied
in this paper appeared to be a perfect fit to study small business,
together the two provided insights into how these models can
be further extended in their conceptualizations to study small
businesses or to develop extended models.
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Another dimension that must be considered is can the cur-
rent state-of-the-art of research support small business stud-
ies. In view of the conceptual gaps identified in the two models,
constructs characterizing individuals, particularly owners or the
entrepreneurs would need to be studied. Such characterizations
would include managerial and behavioural aspects of the indi-
viduals, evolution of the businesses, and studying-specific prob-
lems. In essence this would require longitudinal, sample specific,
possibly even context- and time-specific research. The analytical
techniques required for some of these investigations may not nec-
essarily be driven by probabilistic models but non-probabilistic,
computational mathematical and statistical models, and may be
even largely descriptive case study type approaches. This then
highlights another challenge that exists in state-of-the-art of cur-
rent research: the limited application of wide variety of meth-
odological designs available to study the nature of problems and
challenges facing small businesses. Several issues will need to be
addressed in this context. Primarily, small business studies may
not be large data driven analytical investigations but small sample
specific analyses. Longitudinal study designs may imply larger
resource commitment in terms of time and financial resources.
This may discourage the use of large mail survey driven research
and longer and in-depth commitments from the research teams.
Such resources will need not only in-house commitments but also
possibly external research funds. If external research funds are to
be acquired for such studies it would automatically imply that
studies are designed to provide solutions to problems that are not
only context specific but applicable to business and society in gen-
eral. Therefore, while at one-level investigations will need clear
problem-orientation at another level research may still strive to
be generic in nature. Implications of such research strategies will
be on the choice of statistical methods, research designs, and most
importantly reporting and application of solutions and results.

To summarize, the investigation through this discussion sug-
gested that one possible reason strategy literature for small busi-
nesses is limited and fragmented is that leading models and
theories may require additional constructs and conceptualizations
to study small businesses. If the models focused in this investiga-
tion were found to be short of certain constructs to study small
business, then it is also likely that other strategy models and the-
ories may have limited conceptualization of the small business
phenomenon. A related implication discussed was that methodo-
logical variety has and remains limited to study small businesses.
Descriptive, case study-based research, and small sample data-
sets continue to be frowned at. Unfortunately these remain the
leading modes to conduct small business research. This limitation
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may also have contributed as an obstacle in furthering small busi-
ness strategy research. Finally, hospitality small business strategy
literature continues to be nascent particularly because the limited
application of mainstream models have been used for these stud-
ies. Yet, this investigation found that the co-alignment principle,
based in hospitality context, could be an appropriate model to
study small business strategy with minor extensions of its con-
ceptual boundaries. However, as stated earlier, this must also be
coupled with a broadened scope of methodological variety in the
study of small businesses. At the least, this investigation should
provide researchers with the conscious knowledge and tools to
assess mainstream strategy models and theories for their appro-
priateness to study small businesses. If gaps in other models can
be identified researchers could fill these gaps and still try to inves-
tigate small businesses. This would hopefully not only increase
the incidence of small business strategy research, but may also
bring it closer to “mainstream strategy literature.”

Conclusions

Small businesses are critical for economic growth, innovation,
and entrepreneurship, yet literature to study strategic proc-
esses of these businesses remains limited. The fragmented state
of small hospitality business strategy literature is of concern.
One of the possible reasons why strategy studies in context of
small hospitality businesses are few could be because leading
strategy models and theories may require conceptual extension
of their current constructs required to study small businesses.
Another possibility suggested was that methodological vari-
ety has also been limited. Therefore, if hospitality strategy lit-
erature is to be strengthened to include small business studies,
then a conscious effort needs to be made to increase conceptu-
alizations of small businesses when using current models and
theories, in addition to exploring new models. Methodological
variety must also be explored as small businesses studies are
not without special challenges. Given that a large share of
worldwide hospitality industries is comprised of small busi-
nesses, efforts to strengthen this line of research will yield fruit-
ful results to understand hospitality business phenomenon.
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Small and medium-sized enterprises (SMEs) account for over
95% of businesses in Organisation for Economic Co-operation
and Development (OECD) countries and 60-70% of employ-
ment and generate a large percentage of new jobs in most
countries (OECD, 2000). For example, there were an estimated
4.3 million small business enterprises in the United Kingdom
at the start of 2005 employing approximately 22 million peo-
ple (more than half of the employment—58.7%). They had an
estimated annual turnover of £2400 billion (National Statistics,
2006). However, SMEs continue to face major problems includ-
ing lack of financing, difficulties in exploiting technology,
rapid changes in the business environment, lack of manage-
ment skills, and poor HR management skills (OECD, 2000).
Perhaps because of such challenges, it is claimed that a small
percentage of new SMEs survive for more than 5 years (OECD,
2000).

In many developed countries, ethnic minority-owned SMEs
are responsible for a considerable percentage of new business
start-ups. This ratio is around 9% in the United Kingdom.
These SMEs represent almost 7% of the total business stock
(Bank of England, 1999). According to Osborne (2005), in
2004 ethnic minority entrepreneurs set up 50,000 new busi-
nesses—up a third from the figure in 2000 of 32,000—and they
now account for 11% of all new firms. In a speech made in
November 2002, Nigel Griffiths, the former Minister of Small
Firms in Britain, claimed “Ethnic minority businesses are
amongst the most entrepreneurial in society. There are 250,000
ethnic minority enterprises in the UK, contributing £13 billion
a year to the British economy” (Griffiths, 2002). It is estimated
that there are 100,000 ethnic minority-owned businesses in
London, employing around 800,000 people (Ethnic Minorities
and the Labor Market, 2003). Similar statements can be made
about ethnic minority businesses in many cities in European
countries as well as in the United States and Canada.

Ethnic minority SMEs face fierce competition not only from
the other ethnic minority businesses but also from the main-
stream businesses and brands. In the United States, many of
the major retailers, groceries, banks, and other service provid-
ers have already adopted their business strategies to target
ethnic minority consumers, leading to an increase in compe-
tition for ethnic entrepreneurs (Gore, 1998; Mummert, 1995).
In the United Kingdom, with the increasing number of ethnic
consumers, mainstream marketers tend to adapt their market-
ing strategies to target increasingly diverse consumers (Jamal,
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2005). In the past, ethnic minority businesses competed only
against their ethnic counterparts for survival. In today’s world,
competition is also with mainstream businesses that sell eth-
nic products such as Chinese Food, Turkish Delight, Chicken
Biryani, and Japanese Sushi and also continuously seek ways
to attract the “second generation immigrants” whose needs
and wants are more aligned with those of the host country. It
is also known that many ethnic minority SMEs in the United
States and Europe target tourists visiting the host country.

Self-employed immigrants are highly concentrated in the
tourism and hospitality industry (OECD, 2000). Particularly
the independent restaurant sector, which includes restau-
rants, takeaways, and cafes, has been a popular activity for
ethnic minority businesses in many developed countries. This
can perhaps be explained by the relatively low entry barriers,
such as the low financial start-up capital required compared
to the other sectors (Basu and Altinay, 2002), low skill require-
ments (Basu and Goswami, 1999), and the cultural business
tradition of ethnic groups (Basu, 2004, Basu and Altinay,
2002). Ethnic minority businesses in the tourism and hospital-
ity industry have been traditionally reluctant to allocate time
and financial resources for a strategic approach to managing
their businesses (Altinay and Altinay, 2006). However, due to
rapid changes in the business environment and fierce competi-
tion, they now need to adjust their entrepreneurial orientation
by continuously monitoring the internal and external environ-
ments and finding creative ways to survive and prosper. This
involves not only analysing the customer needs in the mar-
ket but also adjusting the firm's strategies according to the
competitors” moves; including the ones from the mainstream
market.

To date, there has been limited research on entrepreneurial
orientation of ethnic minority-owned SMEs in the tourism and
hospitality industry. Given this, this chapter aims to discuss
factors influencing entrepreneurial orientation of ethnic minor-
ity SMEs in this industry. This chapter begins by explaining
the concept of entrepreneurial orientation. The following sec-
tion evaluates the relationship between the cultural attributes
of a business owner and the entrepreneurial orientation of
the firm. This section also discusses whether the differences
in the cultural backgrounds of the entrepreneurs lead to any
differences in their reliance on their ethnic resources, in other
words, on the use of ethnic capital, labour, advice, and custom-
ers in the hospitality industry. Finally, it draws on a number of
conclusions and discusses several implications for small ethnic
minority business owners and policy makers.
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Entrepreneurship and entrepreneurial orientation

Entrepreneurship usually involves opening a new business
and/or buying an existing one. It normally requires investing
financial resources and time, which means a risk is associated
with this move. Different reasons can be given to why some
people are more successful in opening and running business
and why people choose to become entrepreneurs. According to
Basu (2004) and Basu and Altinay (2002), these reasons include
making profit, the desire to take risk, having a spirit of adven-
ture, having access to information or knowledge, the desire
to create new products, and having no other choices but to
choose self-employment. It appears that people become entre-
preneurs due to one or more of the above reasons.

Entrepreneurial orientation refers to “the methods, prac-
tices, and decision-making styles managers use to act entre-
preneurially” (Lumpkin and Dess, 1996, p. 136). As a strategic
choice, entrepreneurial orientation is an embedded organiza-
tional philosophy that drives decision making and behaviour
towards creating new goods, new methods of production, new
markets, or diversification of the business into a new industry
(Stevenson and Jarillo, 1990). These definitions suggest that
while responding to developments in the market, organiza-
tions need to reflect propensity to engage in entrepreneurial
behaviours, namely innovation, proactiveness, risk taking, and
autonomy. Innovativeness refers to seeking new and creative
solutions to problems and needs that can lead to new products
and markets (Covin and Slevin, 1991). An example for pros-
perity to innovate in restaurants would be encouraging the
employees, the chefs in particular, to come up with new dishes
in order to meet and exceed the expectations of current and
potential customers. Proactiveness involves shaping the envi-
ronment by introducing new products, technologies, processes,
and administrative techniques (Lumpkin and Dess, 1996). In
the tourism and hospitality industry, we can see many exam-
ples of proactiveness ranging from Southwest Airlines’ no
frill and low cost concept in the United States, to a small pizza
owner being the first one in a region doing home delivery to
those customers who seek for convenience.

Risk taking involves the willingness to devote significant
resources to new initiatives which have a reasonable chance of
costly failure (Rugman and Hodgetts, 2000). Risk in broad sense
occurs whenever anyone makes a choice and the potential out-
comes involve uncertainty (Thompson, 1999). For organizations,
uncertainty derives from political, economic, regulatory, and
legal actions of government as well as global changes that can
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threaten the ability of the firm to map out and pursue strategic
choices (Covin and Slevin, 1991). There is also uncertainty asso-
ciated with competition. SMEs in the catering sector in particu-
lar should change their menus on a regular basis, take the risk
of dropping off some of the offers from the menu, and intro-
duce the new ones. For example, introducing Mexican food to
your fast food restaurant menu in Europe may have a reason-
able chance of costly failure because unlike in the United States,
there are not many Mexican-origin people living in Europe or
Americans may like to try more Mexican food than Europeans.
However, changing consumer taste in Europe might indicate
that there are opportunities for business growth if one was to
introduce Mexican food or one Mexican dish in the menu. Here,
you are taking a relevant risk that has a good business potential.
Autonomy refers to the organization’s willingness to del-
egate responsibility to individuals or a team to take an inde-
pendent action in bringing forth an idea or a vision and
carrying it through to completion (Lumpkin and Dess, 1996).
In the tourism and hospitality industry, autonomy is typically
understood as a technique where front-line employees resolve
problems immediately without management approval or inter-
vention (Lashley, 2001). This is important since in a hotel, café,
or restaurant, customers’ demands cannot be kept “on hold”
for long. Employees should have the authority to decide how to
respond to customers’ requests. For example, if owners of eth-
nic minority SMEs want their employees to deliver customized
services to the customers, employees should have the authority
to touch the feelings of the customers by solving problems and
offering discounts or giving complementary foods and drinks.
In the ethnic minority SMEs context, innovativeness may
entail using employees, suppliers, and information within and
outside of the firm’s ethnic enclave, and offering new prod-
ucts and services to customers. Again, even offering products
or services from the home to the host country targeting home
country residents may be considered as partly an innovation.
Proactiveness may encompass increasing market share by serv-
ing co-ethnic customers, home country citizens as well as tour-
ists. Ethnic minorities would heavily rely on capital from their
relatives and co-ethnics at business start-up in order to avoid
paying interest (Basu and Goswami, 1999). Risk taking in eth-
nic minority businesses is often related to different levels of
resource commitments, and modes of financing such as banks
and other financial institutions (Altinay and Wang, 2007). The
other question is whether ethnic minority-owned SMEs del-
egate power to family or non-family members as a form of
empowerment. Autonomy involves the ability to delegate
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responsibility to non-family members or to non-ethnics in terms
of decision making, spending money, and resource allocations.

Creating an entrepreneurial orientation that leads to survival
and business growth is a more multifaceted task. It requires an
effective management of the interdependence between a firm
and its environment. A number of factors influence the entre-
preneurial orientation of a firm. According to Covin and Slevin
(1991) a firm behaviour of entrepreneurship consists of three
levels of variables—environmental, organizational, and individ-
ual. Various external environmental conditions including politi-
cal, economic, and sociocultural factors stimulate or impede
entrepreneurial activity. For example, the growing demand
for healthy options stimulated entrepreneurial activities in the
catering sector and triggered off the need for innovations in this
area. Business strategy, organizational structure, organizational
culture, and organization’s resources and capabilities can affect
the ability of the firm to engage in entrepreneurial activity. For
example, standardized business strategies limit innovative
solutions and the flexibility to adapt to the changing environ-
ment leads to missed business opportunities (Hall, 1991).

Reacting to changes in the environment requires moving the
decision-making authority away from centralized structure
towards a decentralized authority. In order to be capable of
adequately responding to changes in dynamic environments,
organizations often decentralize decision-making authority,
have minimal hierarchical levels or structural layers, and adopt
free-flow communication channels (Caruana et al., 2002). These
attributes permit flexibility and rapid decision making, and
thus make a positive impact on an organization’s opportunity
seeking performance. In addition, organizational structure and
culture should support and facilitate generation of new ideas.
Internal resources and capabilities are also portrayed as essen-
tial foundations for business owners to develop their ventures.
These resources include management skills, strategic planning,
and capable human capital. The strategic combination of these
valuable and unique resources creates competitive advantage
and permit successful competition (Barney, 1991).

In SMEs, entrepreneurial orientation is grounded in the val-
ues, intentions, and actions of the individual who is in charge.
In fact, a small firm is simply an extension of the individual
entrepreneur, and therefore influenced by the inherent char-
acteristics of the entrepreneur (Lumpkin and Dess, 1996).
Bamberger (1982) suggests that owner’s values and back-
grounds are important determinants of a small firm’s culture
and its business practices. He states that “The manager’s value
systems determine whether a firm pursues the objective of
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growth or independence, diversifies, enters foreign markets,
adopts an active or passive behavior on the market” (p. 46).
An ethnic minority-owned small firm is simply an extension of
the owner, and therefore influenced by the inherent character-
istics of the entrepreneur. In other words, owners are the key
stakeholder group and one needs to pay particular attention to
their backgrounds in order to be able to understand the entre-
preneurial orientation of ethnic minority SMEs.

There may be numerous factors influencing ethnic minor-
ity entrepreneurship; however, the relevant literature suggests
that cultural attributes of the entrepreneur including ethnicity,
religion, language, education, and experience play important
roles in developing entrepreneurial abilities and contributing
to the survival of the entrepreneur’s business (Altinay and
Altinay, 2006; Basu and Altinay, 2002; Basu and Goswami,
1999; Ucbasaran et al., 2003; Westhead and Cowling, 1995).
These factors influence the four constructs of entrepreneurial
orientation, namely, innovation, proactiveness, risk taking, and
autonomy, and thus the growth of the ethnic minority firm.
The following section discusses the main factors influencing
entrepreneurial orientation in ethnic minority SMEs.

Factors influence entrepreneurial orientation in ethnic SMEs

As noted above, there may be numerous other factors influenc-
ing entrepreneurial orientation in ethnic SMEs. However, eth-
nicity, religion, language proficiency, education, and previous
experience particularly emerged as the main factors from an
extensive literature review. Therefore, it was decided to focus
particularly on these factors in this section. In short, this sec-
tion aims to answer how cultural background (ethnicity, reli-
gion, proficiency in the host country language, education, and
previous experience) can influence entrepreneurial orienta-
tion, in particular the use of ethnic capital (extent of risk tak-
ing), reliance on co-ethnic labour (extent of innovativeness and
autonomy) and advice (extent of innovativeness), and target-
ing co-ethnic customers (extent of proactiveness) (Figure 20.1).

Cultural background of the owner and the access
to capital—risk taking

Ethnic minority entrepreneurship literature suggests that cul-
tural background (ethnicity in particular) and religion of own-
ers can influence the entrepreneurial orientation of their firms.
For example, Bonacich (1973) claimed that immigrants are more
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Cultural factors Entrepreneurial orientation of an
ethnic firm
e Ethnicity and religion * Use of ethnic capital

(extent of risk taking)

* Reliance on co-ethnic labor
(extent of innovativeness and
autonomy)

* Language proficiency

* Educational attainment * Reliance on co-ethnic customers

(extent of proactiveness)

* Experience * Reliance on co-ethnic advice
(extent of innovativeness)

Figure 20.1
Cultural background of an owner and entrepreneurial orientation of an ethnic firm.

entrepreneurs than local residents since they work hard and
support each other. Bonacich also recognized that some immi-
grant communities have more entrepreneurial characteristics
compared to other communities such as the Jews, Armenians,
Chinese, and East African Asians who would likely to become
entrepreneurs and open businesses when they immigrate to
other countries.

Korean immigrants differ from other immigrant groups
such as European and Asian immigrants in the United States
in terms of their high education level, job occupations, reli-
gion, urban and middle class origin, strong informal networks
(high reliance on family labour, co-ethnic employees), and
high degree of sectoral concentration, which enabled them to
strengthen their ethnic solidarity and allowed access to signifi-
cant amounts of capital when they immigrated to the United
States (Park et al., 1990; Yoon, 1997). In contrast to the Korean
entrepreneurs in the United States, Chinese entrepreneurs lack
human capital skills, labour market information, and money
to invest on arrival in the United States. Therefore, Chinese
immigrants were found to be relatively more disadvantaged
compared with other immigrant groups in the United States
(Kwong, 1997; Zhou, 1992). Therefore, the business success rate
of Chinese businesses is lower than that of Korean businesses
(Zhou, 1992). However, there is still limited empirical evidence
about the success rate of various ethnic minority businesses in
the tourism and hospitality industry.

In the United Kingdom, Pakistanis seem to be less successful
than Indians in self-employment because of cultural factors,
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for example the influence of religion which prohibits the pay-
ment of interest on (bank) loans. Pakistanis who wish to live
according to Islamic values are less willing to integrate with
Western culture and consequently have not performed as well
as non-Muslim businesses (Rafiq, 1992; Smallbone et al., 1999).
It appears that the religion of the owner may constitute a bar-
rier to capital access from banks and the Muslim managers rely
on the capital from co-ethnics for their business start-ups and
entrepreneurial activities. Contrary to these practices, there
are other Muslim entrepreneurs such as Turkish and Turkish
Cypriots who seem to be pragmatic. They borrow money from
financial institutions especially if alternative modes of finance
are unavailable (Basu and Altinay, 2002). Therefore, it is dif-
ficult to generalize for all immigrant communities that reli-
gion alone plays an important role in accessing the capital for
investment. Other factors such as cultural background, educa-
tion, and the immediate need for capital may influence deci-
sions to find capital and take risks.

For the ethnic minority business owners the ability to com-
municate with others in the host country language is an
important factor in finding capital. This is because it has a
significant impact on social and economic integration (Levent
et al., 2003). Ethnic minority business owners who can com-
municate in the host country language can have a higher level
of personal confidence to seek capital from banks and other
financial institutions and rely less on co-ethnic capital. In the
tourism and hospitality industry, entrepreneurs need capi-
tal to start up their businesses. These entrepreneurs’ business
ideas may range from a small takeaway shop or coffee shop
to a restaurant. Similarly, small business owners who develop
new ideas and concepts need capital to sustain growth. In
most cases, they need capital to expand the capacity or to
open another branch. There may also be cases that new ideas
are either postponed or totally cancelled because of the entre-
preneurs’ level of education leading to a confidence or ability
problem to develop proposals for loan application from banks
or other financial institutions. Educational attainment also
helps business owners improve their knowledge about busi-
ness and equips them with the skills to apply for funds from
banks and evaluate the risk associated with any investment
decision (Basu and Goswami, 1999).

The entrepreneur’s previous work experience in the field
prior to opening a new venture is also an important factor that
influences how the entrepreneur handles the start-up and the
growth of the business (Hatch and Dyer, 2004). For example,
in the catering industry, there are many owners who worked
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either as waiters/waitresses or as chefs before they started up
their businesses. Previous experience significantly diminishes
the risk and influence positively the individual’s intentions
of founding a business (Goedhuys and Sleuwaegen, 2000).
Previous experience facilitates the creation of networks which
affect fund raising to start up their businesses. Informal net-
works such as friends and relatives can give them the oppor-
tunity to raise capital with minimum interest and also without
going through the bureaucratic obstacles of financial institu-
tions. In case they ask banks for loans, previous experience can
also give them credibility in the eyes of lenders.

Finding capital at the lowest cost is an important factor
both at the start-up and growth stages of an ethnic minority-
owned business. There is no consensus about the influence
of co-ethnic capital on ethnic minority firms’ growth. Some
researchers argue that reliance on co-ethnics for financial
loans can be a barrier to business growth. This is because such
a practice allows some flexibility to the business owners and
thus leads to a “lax” management style (Altinay and Altinay,
2006). Contrary to these views, some argue that the business
survival of ethnic minority entrepreneurs depends on the
access to cheap family labour and close community networks,
which may offer low-cost capital (Barrett et al., 2002; Basu and
Goswami, 1999; Basu, 1998). In ethnic SMEs business in the
tourism and hospitality industry, the “widespread” approach
appears to rely on the informal networks for financial loans at
the start-up to minimize the risk and the cost of borrowings.
Once the business starts to grow, then the business owners
apply for financial loans from banks to sustain growth. These
practices aim to reduce the risk of borrowings.

Cultural background of the owner and the use
of ethnic labour force

Cultural background and the religion of the owner in particular
may affect the use of human resources management practices of
the ethnic minority businesses in some cultures (Gudmundson
and Hartenian, 2000). Owners of ethnic SMEs might have a
strong preference for hiring candidates from their own religion
and cultural background, even though the candidates may be
less qualified to perform certain duties. The reliance on employ-
ees from their own religion and national culture may reflect the
owner’s attempt to strengthen what they call “brotherhood”
within their own community. A high reliance on co-ethnic
labour may imply that entrepreneurs belonging to that ethnic
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group have a strong cultural identity that they wish to preserve
(Altinay and Wang, 2007). Language difficulties can also influ-
ence the recruitment practices of the ethnic minority business
owners. Those entrepreneurs who do not have good command
of host country language may have to rely mainly on co-ethnic
labour force and delegate responsibility to only their co-ethnics
in order to be able to manage the firm (Levent et al., 2003). This,
however, may raise further challenges and problems.

Having or not having education and training in the field can
have implications on recruitment. The owners with good edu-
cation can break out of the ethnic enclave and recruit quali-
fied people outside of their ethnic community. This in return
can assist ethnic minority entrepreneurs both to integrate with
the wider community and also to exploit the skills and mind-
sets of the outsiders. Those entrepreneurs who have attained
higher level of education have the mindset and the skills to
recruit people outside of the ethnic community and empower
them to expand the breadth of perspectives and ideas. Looking
at the nature of the hospitality industry, one can easily see that
hospitality firms accommodate customers from diverse groups
with different nationalities and cultures. The entrepreneurs
with higher educational attainment usually develop the ana-
lytical and managerial abilities to screen the applicants and
recruit better candidates in order to accommodate the diversity
in consumers’ culture-bound service and product preferences.
Therefore, it should not come to us as a surprise to see a highly
educated Greek-owned restaurant offering contemporary
Chinese food experience to a diverse group of customers with
its Chinese chefs and a group of waiters and waitresses from
different nationalities and backgrounds.

The competitiveness of small and medium-sized businesses
in the catering industry very much depends on their ability to
differentiate themselves on the quality of the service they offer
(Altinay and Altinay, 2006). They are, therefore, in need of
employees who possess enough knowledge about the opera-
tions of the industry and the skills to deliver quality service
which would meet and exceed customers’ needs and expecta-
tions. Previous experience of the owners can also help them to
find unique ways to differentiate their businesses from com-
petitors. In particular, previous experience of owners can help
assess the quality and suitability of potential employees for
specific positions.

Cost of labour is the largest component of overhead costs
in tourism and hospitality operations (Burgess, 2001; Harris,
2003). Therefore, ethnic minority SMEs in this industry
tend to employ family members and co-ethnic employees
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especially at the start-up. This gives them a competitive
advantage over their counterparts because family members and
co-ethnic labour enable them to reduce their labour costs and
maintain a wage lower than the average payroll. In addition,
immigrant entrepreneurs can have access to co-ethnic labour
who are ready to work under less favourable economic condi-
tions due to lack of qualifications, making it difficult for them
to obtain employment in the mainstream job market or even
due to their illegal status (Waldinger et al., 1990). More impor-
tantly, in the case of ethnic minority-owned tourism and hospi-
tality firms, recruitment of co-ethnic employees who know the
ethnic products can help them inform the customers about the
ethnic products. This can help ethnic minority business owners
differentiate themselves at the service level. Increasing the pro-
portion of the “co-ethnic labour force” can add “ethnic flavour”
to what they offer to customers. This may be seen as an innova-
tion and competitive advantage for ethnic minority SMEs.

In the foodservice sector, it is important that employees know
enough about the products in order to be able to inform the cus-
tomers about what they experience (Seo et al., 2001; Stephenson,
1995). In the case of an ethnic catering outlet, offering an “authen-
tic food and drink” or an “authentic experience” can inevitably
require employing a “co-ethnic labour force” who knows about
the cultural dimension of the food and food-serving experi-
ence. Having said that, there are many ethnic minority-owned
hospitality firms which suffer from the consequences of recruit-
ing relatives and co-ethnics because such a practice encourages
nepotism in management and promotion issues. In addition,
they cannot break out into the mainstream or tourist market
because of the heavy reliance on co-ethnic labour. Recruiting a
nationally diverse workforce can help them expand the breadth
of perspectives and ideas available to the organization in making
decisions and richer wider customer segments (Cox, 1991).

Empowerment of employees and managers is an important
issue in tourism and hospitality organizations since it can lead
to higher customer satisfaction and increased profits and sales
(Baum, 2006; Lashley, 2001; Nickson, 2007). Empowerment
provides employees with a sense of autonomy and control in
the service process and this produces a positive emotional state
from which stems additional commitment and effort. In turn,
this produces better service quality and more satisfied custom-
ers, together with increased sales and more profits. Immigrant
entrepreneurs make maximum use of family labour as not
only the members of the family provide cheap labour support
but also they can be empowered believing that it is their fam-
ily business and they have to succeed (Waldinger et al., 1990).
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Family members, therefore, will try to reduce cost and offer
better service and, when necessary, can take the ownership of
problems and opportunities when the owner of the business
(or head of the family) is not present.

However, in most of the small ethnic minority tourism and
hospitality firms owners/managers prefer to have a “hands
on management approach” and tend to centralize the decision
making. Such a management approach neither gives a sense
of authority and control to the employees (particularly non-
family members) nor stimulates employee commitment to the
workplace and the job. In turn, this brings about de-motivation
in employees, lower service quality, and a decrease in sales and
growth. Empowering non-family members in particular can
help the ethnic minority businesses both to integrate with the
wider community, including customers, suppliers, businesses,
and banks, and also to exploit the skills and mindsets of those
outsiders (Altinay and Altinay, 2006).

Cultural background of the owner and choosing ethnic
customers as target market

There is an ethnic as well as religious loyalty between ethnic
businesses and their clients (Levent et al., 2003). Religion, in
particular, can be a source of trust and confidence between
customers and the owner, which can create more-than-average
loyalty and relationships between the ethnic firm and its cus-
tomers. This intra-cluster ethnic loyalty offers potential com-
petitive advantage for ethnic firms because the emotional
attachment will bring the mutual trust that all long-term rela-
tionships need to have (Altinay and Wang, 2007). However,
this comparative advantage may also create some barriers for
break-out strategies in terms of new opportunities to expand
the business and opening to new and non-traditional mar-
kets (Levent et al., 2003). In the catering sector in particular,
there are some Muslim business owners who are not willing
to break out of their religious territories and, for example, sell
alcohol or serve pork dishes if demanded by customers. Such a
practice may limit their ability to sell products to this customer
group and thus weaken their position against the firms that
are prepared to diversify their products and services to accom-
modate customers’ needs. However, it is very common to see
ethnic restaurants in many big cities worldwide selling halal
food that aim to target Muslim customers.

Fluency in host country language and familiarity with the
culture undoubtedly provide the ethnic minority entrepreneurs
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with opportunities in the wider mainstream customer
market. For example, a study investigating business strategies
of Turkish businesses in the United Kingdom showed that the
survival and growth of Turkish businesses operating in the
catering sector was highly dependent on meeting the expec-
tations of existing and future customers (Altinay and Altinay,
2006). However, the business owners who had language diffi-
culties could not communicate with customers other than the
co-ethnics. Therefore, they received support from their chil-
dren, who are mainly the second generation of immigrants, to
facilitate the communication. In this study, it became apparent
that communication with different stakeholder groups, particu-
larly with customers, is a key to the successful operations of the
catering businesses. Ethnic minority entrepreneurs need to pos-
sess good host country language communication skills in order
to be able to break into the mainstream market successfully
(Altinay and Altinay, 2006).

Owners and managers of ethnic minority businesses in the
tourism and hospitality industry need to gather market intel-
ligence in order to respond the changing customer trends.
A higher level of education develops both the analytical abil-
ity and the computational skills of the entrepreneur to gather
market intelligence and break out into the mainstream market,
as well as communication skills to target a wide range of cus-
tomer groups. In terms of the level of education, there seem
to be differences among immigrant groups. For example, in
the United Kingdom it was found that 25% of working-age
Indians had higher educational qualifications, compared with
12% Pakistanis and Bangladeshis, and 29% Chinese. Similarly,
the unemployment rate among Indians is 7.6%, compared with
17.1% for Bangladeshis and Pakistanis (Office for National
Statistics, 2001). One may also claim that the level of education
among ethnic minority groups may be very different between
the first and second generation of each immigration group.

In terms of expanding a business, recent research found a
positive effect of one’s educational level on the likelihood to
perceive entrepreneurial opportunities (Clercq and Arenius,
2006). For example, the Greek Kailis brothers attribute their
success as exporters of lobster and other seafood to their
secondary/tertiary qualifications which, they maintain, better
equipped them to remain flexible and open to market forces
and opportunities (Peters, 2002). Previous experience can also
assist owners to identifying new market opportunities (Perez
and Pablos, 2003) and diversify their products and services. In
circumstances where the context of the new business is similar
to the one where the entrepreneur gained earlier, s/he might
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be able to capitalize on the previous relationships with custom-
ers and suppliers in their operations (Haber and Reichel, 2007).

Ethnic minority businesses rely heavily on selling ethnic
products to co-ethnic markets particularly at the initial stages
of the business where it gives an additional advantage (Ram
and Hillin, 1994; Waldinger et al., 1990). This is particularly
the case in the catering sector where dealing with co-ethnic
customers influences business growth because the business
owner is always around to assert control over the operations,
especially in addressing customer problems. However, heavy
reliance on co-ethnic customers and failure to attract custom-
ers from the mainstream market can be the main constraint
to business growth (Basu, 1998; Jamal, 2005; Smallbone et al.,
1999). For example, if an ethnic minority business owned by
an Indian stays within the community and sells only chicken
biryani to Indian customers, then their business growth will be
limited. In other words, inability to attract customers from out-
side of the Indian market by diversifying their product range
will be the key constraints on the growth. Therefore, to enable
the growth of a business, a strategic “breakout” into the main-
stream market of local residents is needed. In addition, ethnic
minority SMEs in many cities and urban tourism destinations
such as London, Berlin, Paris, New York, Orlando, and Toronto
do target not only their ethnic markets and local residents but
also tourists visiting these cities. This implies that the owners
of these SMEs not only need to have a good understanding
of the needs and expectations of tourists from main tourism
markets but also should be able to learn some key words and
expressions from different languages and prepare menus in
several languages.

Cultural background of the owner and the use of ethnic advice

Ties between people with the same religion and ethnic back-
ground are most likely to be realized through financial loans and
giving trusted advice (Feld, 1984; McPherson et al., 2001). People
socialize with friends, relatives, and associates and ask advice
from these parties who belong to the same religions and ethnic
background. For example, there are many Indian-, Chinese-,
Korean-, and Turkish-owned catering businesses in the United
States and United Kingdom whose information gathering
requirements may be satisfied by contacts from social /informal
“networks.” There is little, if any contact with “formal” support
bodies such as trade associations, Chambers of Commerce, and
other business links. Even if there are such associations, advice
is usually gained through organizations or individuals with an
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affinity to the operations of firms who have an owner/manager
from the Indian, Chinese, Korean, or Turkish community with
similar religious and ethnic background.

Proficiency in the host country language affects the extent they
use mainstream business support agencies. Ethnic minority-
owned SMEs often rely on self-help and co-ethnic sources of
advice because they do not have a good command of host
country language, which results in lack of effective communi-
cation with the support agencies. Due to language barrier, they
may not even be aware of trade associations and support agen-
cies. In the United Kingdom, a series of workshops and short
courses are being held by local councils and business support
agencies for the ethnic minority restaurant and café owners
about food hygiene, environmental sustainability, and man-
agement training (Wealden Food and Safety Bulletin, 2005).
However, most of the time council and mainstream business
support agencies do not communicate in the language of the
ethnic minority group and such a practice acts as a barrier
for the dissemination of the information on business support
issues for those entrepreneurs who do not feel comfortable
with the language of the host country.

In the context of business planning and development,
business owners have regular meetings with banks and ven-
ture capitalists and receive feedback on their applications for
financial loans (Richbell et al., 2005). Education can contribute
to the development of good relationship with a credit officer
(banker), as can good interpersonal skills (Basu and Goswami,
1999; Storey et al., 1989). It is also possible that owners with
good education have a higher level of personal confidence to
seek advice from banks, financial institutions, and mainstream
business advisers (Coleman, 2005; Rogers et al., 2001; Young,
2002). Previous experience further creates a “cognitive frame-
work” that facilitates pattern recognition and therefore favours
the identification of sources for advice and information. Ethnic
minority business owners who have had experience of gain-
ing advice from financial institutions, banks, and other con-
sultancy firms might find it easier to collect information or
get advice from these sources. Contrary to these, the ones
who have had only the experience of getting advice from their
informal networks such as family members and friends tend to
rely solely on these sources (Altinay and Altinay, 2006).

Information support is important for business growth in
every industry (Storey et al., 1987). Ethnic minority entrepre-
neurs rely very little on mainstream institutional informa-
tion from banks, accountants, business advisors, and support
service providers (Fadahunsi et al., 2000; Marlow, 1992; Ram
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and Sparrow, 1993). Instead, informal social networks such as
family members and friends are more common (Basu, 1998;
Fadahunsi et al., 2000). From the business growth point of
view, the research suggests that information about markets
is very important for growth and the businesses that main-
tain strong ties and informal networks have advantages com-
pared to their counterparts (Basu and Altinay, 2002; Werbner,
1990; Waldinger et al., 1990). For example, there are small eth-
nic minority tourism and hospitality firm owners who seek
advice from business consultants especially for their start-ups.
This however raises their cost of operations and impact upon
the growth negatively. The ones who rely on the advice and
information from the informal networks have comparative
advantage over the others because they shave costs off the
advice/information element of the value chain at the start-up.
However, it is important to note that these firms might need
advice from mainstream institutional information from banks,
accountants, business advisors, and support service provid-
ers in order to improve their marketing, human resource,
financial, and operations practices in the growth stage of their
operations.

Conclusions and recommendations

This chapter aimed to discuss and evaluate factors influenc-
ing entrepreneurial orientation of ethnic minority SMEs in the
tourism and hospitality industry. From the above discussions,
we can draw a number of conclusions for the academics and
propose implications for the practitioners and policy makers.
First, owners of ethnic minority SMEs play a crucial role in set-
ting a direction and influencing the culture and management
of these firms. Therefore, one needs to understand and eval-
uate the cultural background and skills of their owners even
before providing specific recommendations for these ethnic
firms. The background and competencies of the owners very
much determine the extent an ethnic minority-owned SME can
operate proactively, communicate, innovate, take risks, and
delegate autonomy to the employees and managers.

Second, the growth of SMEs is a process that has two main
stages, namely, start-up and growth. It is clear that cultural
background, religion, language skills, education, and work
experience of the business owner influence these two impor-
tant stages. Therefore, owners of ethnic minority-owned SMEs
need to consider and appraise their cultural attributes and
skills even before they start up the business. These factors are
the antecedents of the set-up and growth of a business that
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they should possess prior to the start-up of a business. For
example, an adaptation of cultural and religious background
to the changing global economic conditions could help them
further exploit their multifarious cultural heritages and con-
tribute to the economic and social development of a broad-
based community.

Third, accumulated experience of working as an employee,
manager, or an entrepreneur in the related field can help them
prevent or solve customer and employee-management issues
by drawing on a “cognitive framework” that facilitates pat-
tern recognition and favours identification of solutions and
opportunities. Fourth, those owners who have a higher level
of language proficiency of the host country and business edu-
cation are better equipped to communicate and understand
bankers, employees, suppliers, and customers, gather market
intelligence, and develop appropriate strategies. In return such
skills then lead to better performance and a higher growth in
their businesses. The owners with a higher level of education
(i.e., business degree) possess the mindset and the skills to
adopt a more professional approach to human resources, mar-
keting, finance, and strategic development. More specifically,
they can invest more into employee training, offer incentives
to their employees to retain them, use various marketing chan-
nels (not only ethnic newspapers or radio) to target the diverse
consumer groups, and make more use of recent technologi-
cal innovations in operations and marketing. The ability to
communicate with customers, employees, bankers, and other
stakeholders in host country’s language is an important factor
which in turn has a significant impact on their ability to attract
customers and access necessary resources such as business
advice and start-up bank loans.

Finally, for ethnic minority SMEs in the tourism and hos-
pitality industry, competition is no longer about gaining and
increasing market share, but also about finding employees who
are well trained, dedicated, and keen to be a part of operations
and the strategic direction of the company. On the one hand,
customer expectations are rising across the range and the com-
petition is intensifying to gain market share and, on the other
hand, the tourism and hospitality industry is struggling with
the general shortage of skilled staff (Baum, 2006; Hospitality
and Catering Industry Report, 2003). In a labour-intensive
industry, competitive advantage requires having employees
who are equipped with the necessary skills and competences
and empowering them to deliver optimum service quality.
However, it is a great challenge for the SMEs to recruit skilled
labour force as the industry is faced with skills shortages.
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In addition, skilled employees prefer to work for larger compa-
nies that offer better payment and benefits, employee reward
schemes, and career opportunities (Small Business Research
Trust, 2001).

In terms of recommendations for owners and policy makers,
we believe that the owners of ethnic minority SMEs should
continuously reconsider the strategic position of their firms
in the competitive market. This certainly requires the adop-
tion of the entrepreneurial orientation of their firm that would
allow change and align the firm’s activities with the dynamic
environment. Such a strategic move necessitates the notion of
openness to new ideas. Operating within the community and
targeting only their co-ethnic customers by working closely
with co-ethnic suppliers, relying solely on co-ethnic capital,
co-ethnic employees, and co-ethnic advice might offer them a
“secure” environment for business opportunities, particularly
in the early stages of their business development. It is more
likely that they will survive with their socioculturally embed-
ded attributes, including education, language, religion, and
experience. However, in order to be able to compete, they need
to align their entrepreneurial orientation with the changes in
the broader environment. This can only be done by integrating
their cultural attributes to the social, economic, and cultural
realities of the host country and the global markets. Ethnic
minority business owners who have been reluctant to allocate
time and financial resources for personal development in the
past should now start investing in the development of their
business and communication skills. They should further invest
in recruiting, training, and empowering their entrepreneurial
employees while encouraging accountability. Another alterna-
tive would be developing succession plans for their children
who are culturally more integrated with the host country and
investing in their education.

Policy makers and members of local councils should estab-
lish and use the right mechanisms to help these ethnic minor-
ity business owners so that they can improve their skills in
communication, negotiation, finance, marketing, and strate-
gic planning. For ethnic minority business owners, especially
for the first-generation immigrants, doing business in another
country might mean a radical cultural shift in their business
mentality. Specific workshops on marketing, leading people,
communication, finance and accounting, and strategic plan-
ning can be helpful for the current and potential ethnic entre-
preneurs. Certainly depending on their ethnic background and
language proficiency, these workshops can be delivered in mul-
tiple languages. These training workshops can be broadcast
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Conclusion

The authors of this handbook clearly provide a critical view of
hospitality strategic management. They present a vision of the
hospitality and tourism industry in the year 2015 and discuss
the forces driving the hospitality and tourism industry. They
explain the systems of environmental scanning that a hospital-
ity company should be equipped with so that the leaders of the
company can steer the organization through vibrant, dynamic,
and complex environments in order to identify opportuni-
ties, invest in competitive methods, allocate resources to these
competitive methods to achieve proper execution of strategy,
and create the greatest long-term value for all the stakeholders
of that organization. They argue that the resource-allocation
process constitutes how the firm actually implements and exe-
cutes its strategy. In order to accurately allocate resources to its
strategic priorities or chosen competitive methods, a company
needs to clearly analyse its functional competences in terms of
its human resources system, information technology system,
operations management system, marketing management sys-
tem, and its organizational culture. It must also understand
the vital role of its intangible assets, such as branding, human
capital, management know-how, innovation, and entrepre-
neurship in strategic management. The authors believe that as
the hospitality and tourism industry becomes globalized, both
strategic alliances and partnerships, and outsourcing may help
to lessen the resource shortage and provide opportunities for a
company to expand to other parts of the world.

Today’s business environment is very complex and ever-
changing. Leaders of the hospitality and tourism industry
face many challenges. The economy is becoming global. The
emerging markets, such as China and India, are attracting
the majority of foreign direct investments. The flood of busi-
ness and leisure travellers from these emerging markets to the
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Western world and within the markets creates huge opportu-
nities for the multinational hospitality and tourism companies
and small-medium firms. On the other hand, these compa-
nies are encountering issues, such as how to better serve these
very knowledgeable customers, whose culture, language, and
behaviour are different. Meanwhile the industry is experienc-
ing a labour shortage, especially of smart employees equipped
with knowledge of high technology. Managers must know
how to deal with the fast-changing technological advance-
ment, how to shoulder the responsibility of corporate citizen-
ship and environmental protection, and how to prepare for
possible future terrorist attacks. The acceleration of uncertainty
requires the leaders of companies to anticipate future events
and make more accurate strategic decisions. Tomorrow’s man-
agers need to understand the forces driving change, create a
vision of the future, translate the vision into proper strategies,
properly allocate resources to the strategies, and lead their
companies to success.



A

Accountability, 250, 302, 307, 313,
317, 325, 361, 372
Adaptability, 191, 246, 248
Adventure, 8
Travel, 8
Affiliation, 45-7, 60
Airlines, 4,5,6,8,9,13
Alignment, 70-1
Alliance, 188, 191, 216-9, 221-9
Formation, 222-3, 225
Partner, 217, 221-6, 255
Non-equity, 218
Amusement, 11
Appreciation, 106, 111, 113
Arbitrage Pricing theory (APT),
122-3, 140-1, 143
Artifacts, 376
Asset, 104-114, 116-7, 121-3,
125-6, 128, 130-1, 134-5,
137,140
Average daily rate (ADR), 205-6,
208, 210-11

B

Baby Boom, 6, 13, 436
Balance sheet, 125-6, 130, 183
Balanced scorecard, 199, 308, 311,
318, 323, 399
Bargaining power, 724, 76, 87,
91-2, 95-6
Barriers to entry, 217, 220, 315
(see also entry barriers)
Of entry, 108
To imitation, 257

Index

Benchmarking, 344, 348
Book value, 1834, 182, 196
Bond, 119, 123, 125, 127-8, 135,
137, 139-40
Brand, 59-60, 64, 125, 130-1,
204-11, 454
Affiliation, 206
Asset, 241, 249
Awareness, 131, 207, 248
Definition, 204
Equity, 131, 187, 204, 206-7,
211, 241, 248-53, 255-6,
259-60
Expansion, 207
Extension, 207-9, 249-50
Image, 209, 249
Loyalty, 204, 207, 209
Management, 210-11
Performance, 131
Portfolio, 209
Power, 205
Strength, 131
Value, 130-1
Visibility, 249
Branding, 204-6, 209-11, 242,
248-53
Co-, 228, 252
Repositioning, 169
Strategies, 205, 208-10
Business process auditing, 199
Structure, 167

Cc

Capabilities, 70, 74, 76, 78-80,
86-8, 95, 392, 394



Index

482

Campaign, 160-75
Advertising, 169
Image, 169
Marketing, 168
Promotion, 168
Capacity control, 86-7, 94
Capital, 42, 44-7, 55-64
Asset pricing model (CAPM),
118, 121-3, 126-7, 136-8,
141-3
Budgeting, 304-5, 320
Investment, 116, 119, 127, 129,
133-5
Market, 118, 1334
Cash flow, 106-8, 111-4, 116, 118,
125, 129-30, 132-3, 143,
183, 194, 200, 206-7, 281-2,
288, 304-5, 309, 321, 324,
394-7,402
Centralization, 244, 314
Chains
Hotel, 41-65
International hotel, 41-65
Change, 377-88
Citizen service, 49-51, 54-7, 62
Co-alignment, 23940, 246, 268,
273-6,292,392-7, 399,
401-2
Principle, 239-40, 246, 274,
394, 434-5, 437-8, 440-1,
443, 446
Theory, 273-5, 392-5
Coalition, 220
Cognitive interpretation, 243
Framework, 468, 470
Collaboration, 221-3, 261
Commitment, 362, 366, 368-9, 373,
377-8,381-3, 457, 464-5
Communication, 244, 302,
309-10, 318, 365, 372, 378,
381-4, 458, 466, 468, 471-2
Compensation, 283-5
Competencies, 70, 77-8, 85, 94,
217-8
Core, 77, 85,217, 268, 271,
273-7,279, 281, 285-292,
348, 350, 394-401, 403,
436-7
Competitive advantage, 71,
76-8, 60, 89,98, 118, 128,

150-174, 183, 185-6, 190,
193-5, 201, 216-8, 2204,
239, 241, 243, 256, 260,
268-9, 271-4, 276, 285-6,
289, 292-3, 302-3, 306,
308-9, 315, 318, 3224, 337,
339-41, 347, 3924, 397,
402, 431, 435, 438, 410-1,
443,458, 464-5
Environment, 151, 153,171, 175
Methods, 80, 82, 84, 118,
149-75, 274-8, 286-8,
292, 302-3, 322, 392402,
438-9
Position, 220
Strategy, 150-5, 165
Competitor, 241, 250, 255-6,
392-3,412,414-5
Complementarity, 220, 224
Complementary resource, 219-20
(see also resources)
Complexity, 239, 241-3, 255
Consumer, 49, 51-3, 58, 62-3
Emotion, 206
Perception, 251
Price index (CPI), 123, 125
Consortium, 222
Content analysis, 50, 56
Contingency theory, 238-9, 259,
317,323, 365
Continuous improvement (CI),
339, 343, 348, 350
Corporate culture, 369, 370-72
Cost benefit analysis, 313, 321, 324
Leadership, 73, 77, 151-2, 434,
436
Cost of capital, 105, 111-3, 116-9,
121,123,125, 127-31,
133-5, 137-9, 325
Weighted average (WACC),
119, 135, 139
Critical success factors (CSFs),
70-6, 81, 83-5, 89-98, 100,
154-5, 303, 310, 324
Cruise, 7-8
Lines, 5, 8-9, 12
Ships, 7
Vacation, 9
Customer, 117-8, 130-1
Loyalty, 130, 185, 317



Index

Relation or relationship, 182,

184,191, 193
Management,

Satisfaction, 184, 187, 200, 204,
286-7,314, 324,341, 344,
349, 418, 464 (see also guest
satisfaction)

D

Decentralization, 244

Debt, 116, 118-9, 127-8, 135,
138-9

Cost of, 119, 127-8, 138-9

Demographic shift, 245

Depreciation, 106, 109, 112-3

Decision making, 302—4, 306-7,
308-310, 312-3, 317-8, 321,
323-6, 351, 365, 373, 377,
381, 383, 387, 427, 430, 456,
458, 465

Dependability, 316

Development, 104-6, 108-9,
111-4, 408-9, 411-9, 422,
454, 456, 468, 470-2

Developer, 104-5, 108-9, 111-3

Differentiation, 73-5, 77, 90,
151-2, 428, 436-7

Discount rate, 116, 120, 127

Distribution channel, 256

Diversification, 116

Dividend, 183, 120-1

Growth model (DGM), 120

E

Earnings, 118, 120-1, 124, 126,
133
Eclectic theory, 43-44
E-commerce, 159
Economy, 6
Economic structure, 45, 48-9,
54-5,57, 61, 63-5 (see also
Structure)
Economies of scale, 217, 315,
324
Knowledge based, 316
Ecotourism, 8
Effectiveness, 3624, 409, 421
Efficiency, 309, 318, 378, 381,
387, 409

Emotional intelligence, 366-7,
369, 374
Employee, 7
Recruiting, 7
Satisfaction, 185, 187, 314,
317,362
Energy, 8
Entertainment Technology, 158
Entrepreneur, 140, 142, 415, 420
Entrepreneurial orientation,
455-60, 471-2
Entrepreneurship, 335, 426, 430,
433, 446, 456, 458-9
Entry barrier, 72-4, 76-7, 96, 455
Entry mode, 43, 45, 65, 222, 430
Environment, 15-37
Business, 150, 153, 167-68, 175
External, 274, 276, 278, 285
General, 18, 23, 26, 27
Internal, 155
Operating, 18
Remote, 71, 438
Stable, 244
Task, 18, 26, 71-2, 74, 85, 96,
100, 243
Environmental scanning, 3,
16-37, 274, 278, 429, 430,
440 (see also scan the
environment)
Approaches, 21
Characteristics of, 20
Content of, 22-3
Model, 27-9
Outcome of,
Process, 21, 23, 25
Protection, 164, 172-3, 175
Steps, 24
Equity, 116, 118-22, 124-7, 129,
131-2, 13443
Cost of, 119-22, 124-7, 29,
131-2, 13443
Definition, 120
Model, 120, 122, 127, 134,
136, 142
Estimate, 116, 119-20, 123, 125,
127-9, 131, 133-6, 138-43
Ethic minority, 454-5, 457,
459-72
Ethics, 369-71, 373
Extended stay units, 105, 108

483




Index

484

F

Five forces model, 315
Flexibility, 217, 222, 246, 316-7,
324, 337-8, 345, 349, 350-1,
458, 462
Focus, 734, 78, 151-2
Follower, 359-60, 362-3, 365-8,
371,374
Food safety, 258
Forces driving change, 392-5, 397
Forecast, 3
Forecasting, 3-5, 342, 348-9,
350, 352
Formalization, 244, 314, 378
Framework, 125, 248, 269, 271,
276, 2856, 418, 423, 427-8,
434-6, 438, 444
Franchise, 44-7, 60, 158-9, 1624,
167,170, 172,207, 210-11,
243,245-7,279
Franchisee, 209, 211
Franchising, 44-5, 209-11
Contract, 226
Function, 206

G

GDP, 182

Governance, 307, 313
Government, 49-55, 62

Guest satisfaction, 204, 207-11

J

Joint venture, 162—4, 172, 174,
218, 221-3, 225, 251, 254-5

H

Heterogeneity, 240

High performance people system
(HPPM), 268, 275-7,
285-8, 290

High performance work practice
(HPWP), 268-9, 271-3,
277,286

Hospitality industry, 16-32,
126-8, 131, 182, 189, 268,
271,275, 303-7, 335, 338,
342,350, 352, 408, 410, 412,
415, 418, 420, 4234, 455-7,
460-3, 466, 469-70, 472

Hotel, 4-14
Chains, 41, 408, 420-1
Full service, 104-6, 108-13
Limited service, 104, 106,
108-14
Luxury, 105-6, 108, 111, 113
Human asset, 170, 175
Capital, 182, 184, 189, 190,
1934, 201, 268, 272, 275-6,
288-91, 293, 358-9, 458,
460, 462, 469-70, 472
Resources, 241, 334-5, 340, 347,
352 (see also resources)

Immigrant, 459-61, 464, 466, 471
Implementation, 216, 242, 246-9,
251, 253-6, 259, 274-5, 292,
333-351, 378, 380, 383, 394,
396-7, 440, 442, 444
Process, 242, 247
Information technology, 1534,
156, 174, 302, 311-3,
315, 319
Innovation, 184, 190, 201, 341,
347-8,408-24
Innovativeness, 456—7, 469, 460
Inseparability, 240
Instability, 243
Intangibility, 240, 287
Intangible asset, 126, 131, 182-5,
189, 191, 193, 195, 197,
199-201, 207
Attributes, 253
Concept, 241-2
Element, 240, 242, 256
Factor, 302, 308, 316
Products and services, 240
Resources, 220, 240, 248, 250
Value, 268, 275, 287, 289-92
Variable, 125
Intellectual capital, 182, 184, 191,
199-200
International expansion, 161,
173-4,218
Internationalization, 42-5, 65,
428,431
Internet, 132, 343, 346, 348, 350-2,
409, 414, 419, 421-3
Inventory, 108, 339, 348, 350
Investment, 39, 43-5, 51, 60, 62,



Index

64-5,104-7,100, 1114,

182-4, 189, 194, 271, 273,

276, 288, 291, 302-320,

322-3,326, 421,423, 461
Investor, 104, 108, 111, 114, 183,

1867, 196-7, 201, 369, 370
Iraq war, 4, 10

J

Joint venture, 218, 221-3, 225
Contractual, 225
Equity, 225

K

Knowledge, 184-5, 191, 198-9,
241, 245-6, 250, 253, 255-6,
378,418,431,433,443, 446,
456, 461, 463

Bank, 199

Based economy, 316 (see also
Economy)

Worker, 360, 368, 374

Know-how, 241, 256

L

Leader, 358-74, 431
Leadership, 131, 185-6, 190,
201, 2467, 250, 252, 260,
358-69, 371-4, 376, 378,
3867
Behaviors, 361, 365-8
Definition, 359
Human, 361
Moral, 361
Strategic, 361
Liability, 133, 135
Life cycle, 104, 114
Location, 334, 337-8, 343, 3467,
352
Lodging industry, 192, 201
Companies, 358
Logo, 204-6, 252, 255

Management, 46—7, 59-60, 3024,
306-11, 314, 318, 322,
325-6
Contract, 46-7, 59-60, 162-3

Human resources, 154, 241,
462,470
Operations (OM), 334, 337, 351
Quality, 154
Relationship, 160-74
Business partner, 165
Customer, 160-1
Employee, 164
Stakeholder, 164, 174
Revenue, 154, 161
Management system, 160-1, 173
Customer relationship
(CRM), 160
Database, 161
Market, 8
Property, 160
Revenue, 161
Yield, 161
Segment, 8
Segmentation, 43
Marketing, 8
Market capitalization, 131,
192,195
Power theory (MPT), 220
Risk premium (MRP), 134
Share, 204-5, 207, 363
Value, 183-5, 188, 192, 196,
204-7,210
Marketing, 175, 334-5, 338, 340,
343,347,350, 352, 378,
454, 470-2
Alliance, 227
Campaign, 175
Efficiency, 206-7
Internet, 170
Mechanistic form, 248, 261
Merger and acquisition, 162
MICE, 10 Market, 10
Mobility barriers, 76, 81
Modular, 245-6, 248, 254, 261
Multinational, 43, 125, 134, 395

N

Net operating income (EBITDA),
107
Net present value (NPV), 305,
309, 314, 319, 321-2, 324
Network, 188, 216, 219-23
Theory, 219
New millennium, 132, 149-74

485




Index

486

(o)

Obsolescence, 104, 109-13
Occupancy rate, 205-6, 211
Online reservation, 157
Operation, 104, 107-8, 112
Strategy, 334-5, 337-43, 348
Opportunism, 218, 221, 224-5, 229
Opportunity, 16-8, 20, 234, 32,
183, 185, 1901, 196, 250,
257,281, 286, 381-2, 384,
409-10, 412, 423, 430, 438,
458, 462
Cost, 305, 311, 324-5
Organization, 9, 12, 16-31
Flat, 244
Tall, 244
Organizational culture, 238, 246,
314, 324, 376-85, 387, 458
Design, 376-7, 384
Learning, 308, 316
Level, 238, 246, 248
Structure, 236-49, 251-7,
259-61, 303, 307, 314,
324,458
Theory, 236-7, 240
Ownership, 237, 240, 242-3,
245-8,253,261,277-8, 281,
283-4, 285,437, 443
Structure, 245-7

P

Partnership, 162, 169, 172, 175,
188,194
Performance, 236, 238-9, 242,
246,359, 362, 364-7, 370,
374,376-7, 381, 392-5, 397,
399, 401-2, 413, 428-32,
434, 437-40, 458, 470
Bonus, 281, 283
Perishability, 240
Population, 6, 46-7, 49, 514,
61-5, 339, 436
Senior, 6
Productivity, 314, 318, 323
Portfolio, 42, 44, 47, 56, 58-9,
117-8, 121-5, 128, 131, 134,
136-8, 141-4, 310-1, 314-5,
326,394, 401
Market, 121, 123, 134, 140

Positioning, 105, 204, 210, 393
Price elasticity, 207
Premium, 2067
Pricing, 154, 170
Probability, 309, 325-6
Process, 359, 361-2, 368, 372,
377-80,
383-4, 3867, 408-10,
413-8, 4224, 426, 428-30,
435-7,439, 441-444, 446
Productivity, 358, 362, 380
Profitability, 204, 210, 429, 431-2
Property, 104, 106-14
Psychological contract, 381-2

Q

Quality, 1514, 169-73, 175,
336-7, 341, 343-5, 347-8
Assurance, 171, 341
Consistency, 170
Improvement, 170
Service, 154, 175

R

Rail, 7
High-speed, 7
Real estate, 104, 109
Reliability, 316, 324,
Reputation, 182, 186-7, 182,
243-4,252,314, 369-70,
408
Resources,
Allocation, 236-43, 245-9, 251,
253, 255, 257, 259-61
Complementary, 219-220
Financial, 220
Human, 220, 241
Physical, 220, 236, 240
Technological
Resources allocation, 77, 236-43,
245-9,251-3, 255, 257,
259-61, 302, 315, 325,
437-40
Resource-based view (RBV),
77-9, 98, 153, 220, 238,
240, 255, 259, 268, 292,
393-4, 431
Responsibility, 358, 360, 371-3,
379, 387,457-8, 463



Restaurant, 4, 7, 14, 188-192
Industry, 278-80, 288, 291-3
Retirement plan, 281, 283—4
Returns, 105, 107-9, 111, 114
Adjusted, 114
Financial, 107
Investment, 105, 111
Period, 108-9
Rate of, 116, 119-21, 138, 141-3
RevPAR, 96, 132
Risk, 104-14, 116-24, 126-30,
132-43, 206-7, 216-8, 220,
225,256-7, 259, 302, 304-7,
310-7, 320-5, 430, 442
Definition, 116
Systematic, 117-8, 121-2, 128,
Unsystematic, 117-9, 122
Variable, 134, 141
Rituals, 376-7, 382, 384
ROI, 308, 311-4, 316-7, 320

S

Safety and security, 125, 133
SARS, 194-5, 198, 201, 339
Satisfaction, 204, 207-11
Customer, 204
Guest, 204, 207-11
Scan environment, 3, 15
Security, 117, 122-6, 121, 133,
136, 142
Return, 122, 124, 126, 131
Self service facility, 159
Scenario thinking, 317, 408-10,
412,422-3
Definition, 310
September 11 (9/11), 192, 194-5,
201, 339
Service quality, 2434, 248
Shareholder, 116, 118-20, 1867,
189, 199
Shared ownership property, 104,
106, 108-112
Small businesses, 426-31, 433-6,
439-41, 433-6
SMEs, 334, 337, 429-30, 432,
454-5,457-9, 4624,
467-72
Social responsibility, 83, 86
Span of control, 244

Specialization, 244
Spin-offs, 167
Stability, 131
Stakeholder, 252, 257, 260, 276,
278,288,297, 302, 311, 313,
315, 320, 325, 399-400
Stock, 117, 119-25, 127, 129, 131,
134-7,140-3
Market, 186, 191-2, 194, 201
Option, 2814
Stockholder, 117-9, 121, 127
Strategic alliance, 162-5, 174, 188,
215-9, 221, 223, 225, 227-8
Assets, 78-9, 100
Choice, 70, 74, 89, 236-40, 259,
337,428, 431, 438, 440
Decision making, 70, 90, 242-3,
247
Definition, 217
Fit, 224
Human resource management
(SHRM), 268-73, 275-7
Implication, 305, 311
Management, 118, 120-2
Option, 237, 261
Partner, 162-3, 174-5
Planning, 16-36, 458, 471-2
Positioning, 223, 314, 325
Process, 223-6
Resources, 76
Scope, 436-7, 440
Strength, 436-7, 440
Type of, 221-23
Strategies, 16, 23-5, 150-176
Alliance
Business, 334-5, 337, 348, 454,
458, 466
Competitive, 150-55, 165
Cooperative, 216, 220
Corporate, 186, 334-5, 382
Emergent, 150
Generic, 72-3, 77, 151-2, 315,
428, 436-7
Intended, 150
Strategy choice, 268, 2734,
392-7,399
Execution, 186, 201, 333-353
Implementation, 72
Strategy-structure debate,
237-238




Index

488

Structure, 18, 27, 32, 268, 273-6
Economic, 45, 48-9, 54-5, 57,
61, 63-5
Organic, 244
Switching cost, 130, 315
Symbols, 376

T

Tangible asset, 182, 189, 199,
207, 250
Resources, 240, 248, 250
Technology, 117, 125, 131-3, 186,
189, 191, 420-3
Terrorism, 8-9, 120
Terrorist attack, 10, 133, 192
The next big thing, 4
Third party website, 86-7, 89
Threats, 16, 20, 23, 25
Tourism, 8-14
Eco, 8, 12-13 (see also
Ecotourism)
Medical, 8, 11
TQM, 341-2, 347, 430
Transaction cost, 118, 120-2
Economies (TCE), 220-1

Transparency, 1867

Trust, 363, 369, 373, 465, 467, 471
Travel 2015, 3-4

Travel and Tourism, 3

Trends, 17, 19-24, 27, 31-3, 35

U

Ubiquity, 206
Uncertainty, 237, 242-3, 255-6,
261,410-1, 422

\'

Valuation, 119, 130-2

Value driver, 80, 94-5, 100, 128,
131

Vertical integration, 237, 257

Visibility, 206

Vision, 359-61, 364, 366-7, 372-3,
378, 380, 382, 386, 408-9,
412

w

Wireless communication, 157
Word of mouth, 208



	Handbook of hospitality strategic management
	Copyright page
	Contents
	List of contributors
	Acknowledgements
	Preface
	Part One: Strategy in general
	Chapter 1 Travel 2015: scanning the environment—the next big thing in travel and tourism
	Introduction
	Overview
	Part I: common concerns for the hospitality industry
	Part II: sector forecasts

	Chapter 2 Scanning the business environment
	Introduction
	Strategic planning and environmental scanning
	Conclusion
	References


	Part Two: Strategy as investments in competitiveness
	Chapter 3 The development of international hotel chains in Europe
	Introduction
	Literature review
	Overview of international hotel chains in Europe 2000–2006
	Economic structure and the growth of hotel brands in Europe
	Economic performance and economic structure
	Major global hotel companies and other international chains in Europe
	Developments in the affiliation between hotel chains and their hotels
	The case of Russia and international hotel chains
	Conclusion
	References

	Chapter 4 Industry critical success factors and their importance in strategy
	Introduction
	Critical success factors and information needs
	Critical success factors and industry structure
	Critical success factors and the market for strategic resources and capabilities
	Critical success factors in the hospitality industry
	Defining critical success factors for hospitality strategy
	Critical success factors approach to strategy: a framework
	Concluding remarks
	References

	Chapter 5 Hotel investment risk: what are the chances?
	Hotel life cycle and risk components
	Synthesis and implications

	Chapter 6 State-of-the-art cost of capital in hospitality strategic management
	Introduction
	Cost of capital
	Cost of equity
	Cost of debt
	Other cost of capital factors in the hospitality industry
	Practical example for estimating WACC
	International cost of equity example
	Discussion and conclusion
	References

	Chapter 7 Competitive methods of multinational hotel companies in the new millennium (2000–2007)
	Introduction
	Strategy and competitive strategy
	Competitive strategy in the hotel industry in the new millennium
	Competitive methods in the international hotel industry
	Summary
	References

	Chapter 8 The importance of intangible assets: trends and patterns
	Introduction
	The components of intellectual capital
	Intangible assets and their usage by various industries
	Intangibles that drive corporate business performance
	Intangible value in the lodging industry: trends and patterns
	Measuring intangibles: is it possible?
	Conclusion
	References

	Chapter 9 Recent findings regarding hotel brand and strategy
	Introduction: overview of the chapter
	Brand power
	Concluding remarks
	References

	Chapter 10 Strategic alliances in the hospitality industry
	Introduction
	Strategic alliances: definitions
	Objectives and characteristics of strategic alliances
	Advantages and disadvantages of the alliance strategy
	Alliance networks
	Types of strategic alliances
	The strategic alliance process
	Alliances in the hospitality industry
	Implications and conclusion
	References


	Part Three: Core competencies
	Chapter 11 Resource allocation decisions and organizational structure
	Introduction
	Literature review
	Summary
	Application: key resource allocation factors
	Conclusion
	References


	Part Four: Functional competencies
	Chapter 12 Strategic human resource management: high performance people system as core competencies
	Introduction
	Literature review
	Strategic human resource management (SHRM)
	HPWP systems
	Sustainable competitive advantage (SCA)
	Co-alignment theory
	High performance people system (HPPS)
	Application
	Outback’s operational management system
	An analysis of the key points and difficulties to be considered
	Performance measures for HPPS
	Human capital intangibles
	Intangible valuation
	Concluding comments
	References

	Chapter 13 Investing in information technology to grow firm value
	Practices rooted in traditional capital budgeting methods
	Using a multivariate approach
	Why measures matter
	Building a business case for IT
	Concluding remarks
	References

	Chapter 14 Strategy execution and implementation—achieving strategic goals through operations
	Introduction
	Operations management in small, medium, and large firms
	Strategic operations management in practice
	Operations strategies in hospitality
	Operations strategy in practice: Whitbread PLC
	Key elements of strategic operations implementation
	The future of strategic operations management
	Conclusion
	References


	Part Five: Decision-making
	Chapter 15 Leadership in the hospitality industry
	What is leadership?
	Leadership traits
	Leadership behaviours
	Emotional intelligence
	Ethics and leadership
	Summary
	References

	Chapter 16 The organizational culture and its role in executing strategy
	Introduction
	Strategic impacts upon the organization
	Summary and conclusion
	Case study
	Questions for discussion
	References

	Chapter 17 Measuring co-alignment
	Introduction
	Literature review
	Methodology
	Data collection
	Matrices
	Measuring co-alignment in hotels
	Conclusion
	Recommendations
	References


	Part Six: Implementation
	Chapter 18 Innovation and strategy implementation: the key challenge in today’s competitive atmosphere
	Introduction
	Relevant innovation and strategy concepts
	Case study
	Analysis
	Conclusion
	References

	Chapter 19 Strategy models and their application to small- and medium-sized enterprises
	Introduction
	Literature review
	Purpose statement
	Methodological approach
	Application of Porter’s generic strategies (1985)
	Application of Olsen et al.’s (1998) co-alignment principle
	Evaluation of strategy models to assess small business fit
	Gaps in strategy models
	Gaps and missing case study information
	Then how do we study small business strategy?
	Implications
	Conclusions
	References


	Part Seven: Strategy and multiunit issues
	Chapter 20 Factors influencing entrepreneurial orientation of ethnic minority small- and medium-sized hospitality enterprises
	Introduction
	Entrepreneurship and entrepreneurial orientation
	Factors influence entrepreneurial orientation in ethnic SMEs
	Conclusions and recommendations
	References


	Conclusion
	Index
	A
	B
	C
	D
	E
	F
	G
	H
	I
	J
	K
	L
	M
	N
	O
	P
	Q
	R
	S
	T
	U
	V
	W




