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My goal in writing this second edition of Hospitality Strategic Management, Second Edition is to provide
students, hospitality professors, and practitioners with an up-to-date, thorough, and rigorous treatment of’
strategic management in a hospitality context. In this edition, the text continues to provide a comprehensive
treatment of strategy concepts and ideas, while illustrating important ideas with numerous new and relevant
examples from the hospitality industry. Since the last edition, the business landscape in the hospitality indus-
try has changed dramatically. Consolidation, mergers, new entrants, and new brand introductions continue,
while tourism and brand expansion is growing rapidly in emerging nations. In this edition, new concepts and
business initiatives, along with shifting trends and evolving strategies, are reflected through all-new examples
and cases.

Not only does this text cover strategic management from the perspective of hospitality professionals, but
it is also based on what strategic managers actually do, making it a practical guide. On one hand, they acquire,
develop, and manage internal resources such as people, knowledge, financial capital, and physical assets. Of equal
importance, they acquire, develop, and manage relationships with external stakeholders such as guests, suppliers,
owners, franchisors, venture partners, and governmental agencies. Hospitality Strategic Management, Second
Edition provides a realistic, balanced view of the field. It draws heavily from the resource-based perspective
that firms can develop competitive advantages through the acquisition, development, and management of
resources. It also uses stakeholder theory to help explain when firms should form partnerships, the form they
should take, and how to manage them.

This book also contains the most relevant theory and models from what might be called the traditional
approach to strategic management. Consequently, combining the resource-based view and the stakeholder
view with traditional theory and models provides a comprehensive and managerially useful perspective
of strategic management. The focus of this book is on the translation of strategic ideas into hospitality
contexts. Using a diverse set of examples and new cases, the book seeks to link useful strategies and stra-
tegic issues to actions and activities of hospitality firms. Furthermore, this text introduces theories, recent
research, and models in key areas that fit the hospitality context better than ideas found in the general
strategy literature.
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After teaching hospitality strategy for 20 years, I know the struggles that hospitality faculty have had in
finding a book that focuses on the industry while also adequately handling the ideas and theories within the
field of strategic management. General strategy textbooks often focus on theories and ideas that are more
appropriate in manufacturing contexts, while this hospitality-based text works to illustrate key ideas as they
apply to or affect the management of an array of travel and hospitality firms. Application and illustration of
key concepts within the hospitality industry is a major feature of this second edition.

The text focuses on concepts and ideas that contribute to a practical understanding of strategic issues
from a general management perspective. General managers within the industry have the responsibility for
guiding their organization, whether they lead a small hotel, restaurant, or travel agency or manage a mul-
tiunit operation or portfolio of hotels. This book is designed to give managers who are engaged in trying
to solve strategic problems a foundation. The text can be used in executive education courses that explore
issues of competitive analysis and positioning, as well as undergraduate and graduate courses in strategic
management or strategic issues and leadership. The typical hospitality program may use the book in a senior-
level or masters-level core course that examines strategic problems with the aid of case analyses. The book is
also well suited as a supplement in any general management course. In executive education courses, this text
is particularly useful for senior managers or aspiring managers because it takes the perspective of the general
manager who is responsible for the entire enterprise.

The organization and style of the second edition continues to focus on essential material without all the
“fluff” Principles and theories are explained with brief examples that get right to the point. The treatment
of models and theories is comprehensive, and yet the book continues to rely on brevity and emphasizes
hospitality examples. Several valued characteristics of the first edition have been retained, with enhance-
ments as follows:

» Featured Story: All-new opening cases introduce each chapter. The opening stories
help direct students and include discussion questions to stimulate student thinking and
class discussion.

+ Hospitality Focus Boxed Illustrations: Hospitality illustrations and profiles are made
more evident in this edition by having them featured in boxed sections of the text called
“Hospitality Focus.” Many more industry examples and mini-profiles are used in this
edition throughout each chapter to show how various concepts and ideas are put into
practice or operate in various hospitality businesses. The expanded number of these
hospitality-relevant examples in each chapter help to link theory and practice.
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+ Key Points Summary: Key ideas presented in the chapters are summarized in a bul-
leted list at the close of each chapter. These summaries make it easy for students to
review the critical ideas contained in each chapter.

* Review Questions: Each chapter concludes with a set of questions that focus on the
main concepts and most important ideas covered in the chapter.

« Enhanced Support Materials: The book is supported by an instructor’s manual that
includes suggestions for teaching each chapter, suggested activities or cases, answers to
review questions, and suggested additional readings. In addition, a user-friendly compan-
ion web site contains special features for students and instructors, including additional
readings from the Cornell Center for Hospitality Research. Please visit www.wiley
.com/college for instructor’s resources, and www.hotelschool.cornell.edu/research/
chr/ for up-to-date industry research.

Thanks to feedback from students and instructors, this edition has several new features to enhance the value
of this popular textbook.

Features

« New Chapter Content: In each chapter, the materials have been revised and expanded
to reflect new theories or studies within service firms, and the shifting of corporate
ownership and performance within the hospitality industry. All chapters have been
edited to retain readability and brevity. Some topics have been reordered to accommo-
date new material or improve the flow of the subject matter for teaching purposes.

» Learning Objectives: Each chapter begins with a set of learning objectives.

+ Key Terms: Important terms are italicized throughout the chapters to highlight their
importance.

 Critical Thinking and Application Questions: To help students develop critical think-
ing skills and apply important ideas in the hospitality context, these questions focus on
experimentation, research, and application of key concepts.

« All-New Cases: Eight new hospitality cases were developed by various faculty mem-
bers for inclusion in this edition. The exciting cases selected for the text include a vari-
ety of firms from various segments of the hospitality industry. The cases are current and
illustrate key issues of concern in the industry. In addition, the cases are shorter than
the cases featured in the first edition to facilitate student engagement while still offering
comprehensive coverage of important strategic problems and opportunities.
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» A Case Matrix: A Case Matrix is included in this edition, which correlates each case to
the appropriate chapters and highlights the topics and industry segment covered in each
of the eight cases. This mapping tool is useful in guiding both instructors and students
in identifying the focus of various cases.

Chapter Content
_____________________________________________________________________________________________________|

The text discusses strategic management in 10 chapters, beginning with an introduction to the various
perspectives on strategy and the global competitiveness of the industry in Chapter 1. A simple model of the
strategic management process (see figure that follows) begins with a situational analysis of the broad and
operating environments, including internal resources, and both internal and external stakeholders. Chapter
2 deals with the external environment, which includes groups, individuals, and forces outside of the tra-
ditional boundaries of the organization that are significantly influenced by or have a major impact on the

Analyze the Environment,
Stakeholders, and
Organizational Resources

Ch. 2: The Environment and
External Stakeholders

Ch. 4: Organizational
Resources and Competitive
Advantage

v v

Establish Strategic Formulate Basic Strategies Implement Strategies and

Direction Establish Control Systems
! ' Ch. 5: Strategy Formulation ! 4

Ch. 3: Strategic at the Business-Unit Level Ch. 7: Strategy

Direction Implementation through
Interorganizational
Relationships and

Ch. 9: Strategies for Management of Functional
Entrepreneurship Resources

and Innovation

Ch. 6: Corporate-Level
Strategy and Restructuring

Ch. 8: Strategy
Implementation through
Organizational Design and
Control

FIGURE 1 Chapter content and the strategic management process
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organization. The internal organization discussed in Chapter 4 includes all of the stakeholders, resources,
knowledge, and processes that exist within the boundaries of the firm. Establishing strategic direction is
reflected in mission statements and organizational visions. Strategic direction pertains to the longer-term
goals and objectives of the organization and is the central topic of Chapter 3.

The process of planning strategies is often divided into two levels: business and corporate levels. Chapter 5
is concerned primarily with business-level strategies such as low-cost leader, differentiator, and best value
and how to competitively position. Chapter 6 contains a detailed discussion of the corporate-level strategies
of concentration, vertical integration, and diversification. Strategy implementation involves managing stake-
holder relationships and organizational resources in a manner that moves the business toward the successful
execution of its strategies, consistent with its strategic direction. These topics are discussed in Chapter 7.

Implementation activities also involve creating an organizational design and organizational control sys-
tems to keep the company on the right course. Organizational control refers to the processes that lead to
adjustments in strategic direction, strategies, or the implementation plan, when necessary. Chapter 8 deals
with organizational design and organizational control systems. Chapter 9 focuses on entrepreneurship in
both independent companies and corporations, and the book concludes with a discussion in Chapter 10
of global strategies and the future of hospitality management. The aforementioned figure and the structure of
the textbook reflect the progression of activities in the strategic management process—from situation analysis
and strategic direction to strategy formulation and implementation.

__________________________________________________________________________________________________________________|

__________________________________________________________________________________________________________________|
In addition to the balanced approach found in this book, it also contains several other features that are a direct
result of current trends in strategic management:

1. International flavor. The hospitality industry is a pioneer in globalization; hence, global
strategic management theory is woven into many of the chapters and discussed in a
separate international chapter.

2. Section on strategic thinking. Strategic thinking is different from other aspects of strategic
management. In fact, some strategists have argued that strategic planning processes can
stifle strategic thinking. The perspective taken in this book is that strategic thinking is
an essential, creative aspect of the strategy process.

3. Chapter on entrepreneurship and innovation. Innovation and entrepreneurship are vital to
strategic success, particularly in the foodservice and lodging industries. The entrepre-
neurship chapter contains elements of starting a business (such as what a business plan
contains), franchising, and entrepreneurship within existing organizations (organiza-
tional entrepreneurship or “intrapreneurship”).

4. Section on competitive dynamics. Firms do not create strategies in a static environment.
They need to account for the dynamic elements of industry competition. This book
reflects the reality of a dynamic environment in every chapter.

5. Innovative and comprehensive treatment of implementation and control. Consistent with the bal-
anced theme of the book, implementation is treated from the perspective of managing
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internal processes as well as external relationships. A careful treatment of organizational
design and a fully integrated strategic control model pull the implementation process
together.

6. Size is not overwhelming. Despite all this coverage, the book is only 10 chapters. The
smaller size of the book allows instructors to use more cases, simulations, exercises, or
readings.

________________________________________________________________________________________________________________|
________________________________________________________________________________________________________________|
First, I am grateful to many of my former students, who offered their insights and suggestions as a result
of reading the first edition. I would also like to acknowledge the special contributions of the following
organizations: InterContinental Hotels and Resorts, Tata Group, Starwood Hotels and Resorts, Four Seasons
Hotels and Resorts, Starbucks, YUM! Brands, Marriott Hotels and Resorts, Darden Restaurants, Banyan
Tree Hotels, and McDonald’s Corporation. I am grateful to several senior managers within these and many
other hospitality organizations for their interest in this project, supportive input, and wonderful conversa-
tions. To my executive education students, thank you for sharing your own stories and strategic challenges.
I have benefited from thoughtful and supportive faculty reviewers, who provided excellent insights
and observations that have substantially improved this edition of the book. Many thanks to David Corson,
University of Denver; Robert H. Woods, University of Nevada at Las Vegas; Jerrold Leong, Oklahoma
State University; Bo Hu, San Francisco State University; Renata Kosova, Cornell University; David Chang,
University of South Florida; and Michael G. Brizek, University of South Carolina. I am appreciative of the
expertise and guidance provided by Rachel Livsey at John Wiley & Sons, Inc., in the process of writing this
book. I am also most profoundly thankful for the love and support of my family, who tolerated evenings
and days spent working on this book. To my husband and children, I owe my gratitude for their constant
encouragement and understanding.
Finally, I would like to acknowledge an extraordinary leader: Lewis G. Schaeneman, Jr., former CEO of

Stop and Shop Groceries. Lew was a great man and served as a model of leadership and innovation. He and
his family have, for the last decade, generously provided for the endowed professorship that I hold.

—Cathy A. Enz
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STRATEGIC
MANAGEMENT

YOU SHOULD BE ABLE TO DO THE FOLLOWING
AFTER READING THIS CHAPTER:
1. Describe the key elements in the strategic management process.

2.Discuss the three different perspectives or approaches used in understanding strategy,
including the traditional perspective, the resource-based view, and the stakeholder view.

3. Understand strategy formulation at the corporate, business, and functional levels.
4. Explain the difference between strategic thinking and strategic planning.

5. Characterize and explain the key players in the lodging and foodservice industries.




CHAPTER 1 B STRATEGIC MANAGEMENT

ICEATUREDISTOR Y

MCDONALD’S PLAN TO WIN

After 50 years of operation, McDonald’s is revitalizing its products, and pushing innovation
through a variety of initiatives. This foodservice giant with more than 30,000 restaurants
in 100 countries provides food to nearly 50 million customers each day, but decades
of expansion, sales growth, and profits made the burger giant complacent. By focusing
on getting bigger, not better, the company stumbled in 2002, recording its first losing
quarter. By 2003, U.S. sales had flattened, as many consumers were turning to healthier
options and restaurants with more upscale menu items, a segment sometimes referred
to as “fast-casual”. Morgan Spurlock’s film Super Size Me, released in 2004, also seriously
diminished the public image of the quick-service chain, as moviegoers watched Spurlock
become ill and gain 25 pounds after eating only McDonald’s food for one month.

With pressure to get back on track, it was time for McDonald’s to rethink the business.
The chain devised a recovery strategy that included new menu items, redesigned restau-
rants, and a focus on the consumer experience. Through a program titled “Plan to Win,”
McDonald’s focused on making a deeper connection with customers through the five
business drivers of people, products, place, price, and promotion. Using its own five P,
the company is developing and refining new strategies to deliver value, offering product
variety, developing updated and contemporary stores, balancing the delivery of value pric-
ing with more expensive items, and marketing through bold and innovative promotions.

Execution of this strategy has included mystery shoppers and customer surveys, along
with grading restaurants to help the company deliver on its people goals. New menu
items like the Fruit & Walnut Salad in the United States and deli sandwiches in Australia
are part of the commitment to serve high-quality products to satisfy customer demand
for choice and variety. Restaurants are staying open longer, accepting credit and debit
cards, enabling wireless Internet access, and even providing delivery service in parts of
Asia. As part of the program, franchisees and suppliers are asked to provide their opin-
ions and ideas on facility design, while the company benchmarks retail leaders, such as
Crate & Barrel, to help produce cleaner and smarter restaurants. The company is test-
ing small handheld devices to use on what it calls “travel paths,” a process for checking
operational failures such as the temperature inside the refrigerators. Experiments with
a new grilling concept from Sweden, which grills burgers vertically instead of horizon-
tally, offers space-saving possibilities for the chain. Product offerings like the McCafé,
a concept developed in the Australian market that provides gourmet coftee inside 500
existing restaurants, are proving to be successful.

The trouble experienced in the early part of the millennium has abated, and executives at
McDonald’s have declared success after several years of progress under the Plan to Win.



INTRODUCTION

Company revenues are up, and the firm plans to remain focused on its core business. One
indication of its commitment to fast food was the divestiture of its seven-year ownership
stake in Chipotle Mexican Grill, a highly successful fast-casual burrito chain. With the
sale of around 5 million shares of Chipotle stock, the burger maker is now refocusing on
Brand McDonald’s.

Attracting more customers to McDonald’s remains its goal for growth. In the U.S.
market, the strategy is to leverage menu innovation; in Europe, upgrading the customer
experience and enhancing local relevance have driven management efforts; and the
Asia/Pacific, Middle East, and Africa markets have focused on building sales through
extended hours. The question remains whether focusing on the core business will yield
maximum return. At McDonald’s, the executives are betting on the core brand and hop-
ing that this strategy will pay off.!

DISCUSSION QUESTIONS:

1. Will the decision to focus on Brand McDonald’s
yield the best returns?

2. Why divest shares in the popular fast-casual
Chipotle Mexican Grill concept just as it begins
to take oft?

3. Can the premium coffee McCafé concept
expect to compete seriously with Starbucks?
Or will McDonald’s, like the market leaders in
many other industries in the past, struggle?

4. How many times can McDonald’s reinvent
itself and continue to grow?

I NTRODUOCTTO N

The hospitality business is fiercely competitive. When McDonald’s began its rapid

expansion in the middle of the 20th century, there were few fast-food alternatives.
McDonald’s did more than any other company to shape the fast-food market, picking
up new rivals at every stage. As domestic growth began to level off, the company increased



CHAPTER 1 B STRATEGIC MANAGEMENT

its investments outside of the United States. However, other American companies followed,
and foreign rivals began to develop and expand in their home markets. At the turn of the mil-
lennium, the company faced some of its most difficult problems as the domestic U.S. markets
neared saturation and consumers’ tastes began to change. This giant of the foodservice indus-
try made a remarkable recovery by reinventing itself and returning to the basics of focusing
on the customer experience.

Why are some companies successful, while so many other businesses fail? Some orga-
nizations may just be lucky. They may have the right mix of products and/or services at the
right time. But even if luck leads to success, it probably will not last. Most companies that
are highly successful over the long term effectively acquire, develop, and manage resources
and capabilities that provide competitive advantages. For example, McDonald’s enjoys out-
standing brand recognition and a world-class operating system. Marriott enjoys these same
benefits in the lodging industry.

Successful companies have also learned how to develop and manage relationships with
a wide range of organizations, groups, and people that have a stake in their firms. The emer-
gence of a fiercely competitive global economy means that firms have to expand their net-
works of relationships and cooperate with each other to remain competitive.?2 McDonald’s
investment in Chipotle was a cooperative venture. As Steve Ells, Founder, Chairman, and
CEO of Chipotle noted, “We've enjoyed our relationship with McDonald’s since the begin-
ning and appreciate the support they’ve shown in funding Chipotle’s growth over the last
seven years. Still, we've always operated independently, and that won’t change as McDonald’s
continues to reduce its investment in Chipotle and focuses on its core business.”?

This book explores how organizations can grow and prosper through successful execu-
tion of the strategic management process. Strategic management is a process through which
organizations analyze and learn from their internal and external environments, establish stra-
tegic direction, create strategies that are intended to move the organization in that direction,
and implement those strategies, all in an effort to satisfy key stakeholders. Stakeholders are
groups or individuals who can significantly affect or are significantly affected by an organi-
zation’s activities.* An organization defines who its key stakeholders are, but they typically
include customers, employees, and shareholders or owners, among others. Although larger
companies tend to use the strategic management process, this process is also a vital part of
decision making in smaller companies.

Firms practicing strategic planning processes tend to outperform their counterparts
that do not.’ In fact, executives have reported higher levels of satisfaction with strategic man-
agement tools and ideas than with most other management tools. Furthermore, 81 percent
of companies worldwide reported doing strategic planning. In North America, the figure was
even higher (89 percent).® Hospitality firms also benefit from strategic planning, as suggested
by a recent study of hotels in the United Kingdom, which found that business performance
was positively associated with the thoroughness, sophistication, participation, and formality
of strategic planning processes.” An example of how strategic analysis can help guide busi-
ness strategy is shown in Starwood Hotels & Resorts’ efforts to launch a new product.

This book also recognizes that there is a difference between the strategic planning pro-
cess and strategic thinking, and that both are a part of effective strategic management. The
strategic planning process tends to be a rather rigid and unimaginative process in many orga-
nizations. Strategic thinking, however, leads to creative solutions and new ideas like Starwood
Hotel’s launch of the Heavenly Bed. As illustrated in the Heavenly Bed example, a firm that
injects strategic thinking into the strategic planning process has the best of both worlds.
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STRATEGIC THINKING AT STARWOOD Fgém A|_
he “Heavenly Bed,” first launched by the Westin brand of Starwood ,)_) f
I Hotels & Resorts, has transformed the bed, a basic feature of any hotel l/ LL’,\
room, into a luxurious object of desire, enhancing the revenues of the \,u-;

chain and leaving many hotel operators to follow suit with copycat linens and
custom bedding of their own.

The strategic process at Starwood began with consumer analysis and product testing. First,
Westin commissioned a study involving 600 business executives who travel frequently. The
results showed that 84 percent said a luxurious bed would make a hotel room more attractive to
them. What is more, 63 percent said a good night’s sleep is the most important service a hotel
can provide. Half of those surveyed said they sleep worse in hotels than at home. After testing
50 beds from 35 lodging chains, Westin developed its prototype all-white Heavenly Bed with

a custom-designed pillow-top mattress, goose down comforters, five pillows, and three crisp
sheets ranging in thread count from 180 to 250.

Once the product was designed and tested, the firm introduced the bed with a carefully planned
marketing strategy. USA Today ran a story on the front page of its business section. The same day,
20 pristine white Heavenly Beds lined Wall Street up to the New York Stock Exchange in New
York City. Inside the Stock Exchange, Barry Sternlicht, the then Chairman and CEO of Starwood
Hotels & Resorts rang the opening bell and threw out hats proclaiming, “Work like the devil.
Sleep like an angel.” Meanwhile, at New York’s Grand Central Station, 20 more beds graced one
of the rotundas there, and commuters disembarking the trains were invited to try them out.
Similar events were staged the same day at 38 locations across the United States, tailored to each
city. Savannah’s event featured a bed floating on a barge down the river with a landing skydiver.
Seattle’s event took place atop the Space Needle. And to reinforce the message, a concurrent
advertising campaign asked, “Who's the best in bed?”®

THE ORIGIN OF

STRATEGIC MANAGEMENT

The increasing importance of strategic management may be a result of several trends. Increasing
competition in most industries has made it difficult for some companies to compete. Modern
and cheaper transportation and communication have led to increasing global trade and
awareness. Technological development has led to accelerated changes in the global economy.
Regardless of the reasons, the past two decades have seen a surge in interest in strategic man-
agement. Many perspectives on strategic management and the strategic management process
have emerged. This book’s approach is based predominantly on three of these perspectives:
(1) the traditional perspective, (2) the resource-based view of the firm, and (3) the stakeholder
approach, which are outlined in Table 1.1.
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TRADITIONAL
PERSPECTIVE

RESOURCE-BASED
VIEW

STAKEHOLDER
VIEW

ORIGIN

VIEW oF FIRM

APPROACH
TO STRATEGY
FORMULATION

SOURCE OF
COMPETITIVE
ADVANTAGE

Economics, other
business disciplines,
and consulting firms

An economic entity

Situation analysis
of internal

and external
environments
leading to
formulation of
mission and
strategies

Best adapting the
organization to its
environment by
taking advantage
of strengths and
opportunities

and overcoming
weaknesses and
threats

Economics,
distinctive
competencies, and
general management
capability

A collection of
resources, skills, and
abilities

Analysis of
organizational
resources, skills, and
abilities

Acquisition of
superior resources,
skills, and abilities

Possession of
resources, skills, and
abilities that are
valuable, rare, and
difficult to imitate
by competitors

Business ethics and
social responsibility

A network of
relationships among
the firm and its
stakeholders

Analysis of the
economic power,
political influence,
rights, and
demands of various
stakeholders

Superior linkages
with stakeholders
leading to trust,
goodwill, reduced
uncertainty,
improved business
dealings, and
ultimately higher
firm performance

The Traditional Perspective
___________________________________________________________________________________________________|

As the field of strategic management began to emerge in the latter part of the 20th century,
scholars borrowed heavily from the field of economics. For some time, economists had been
actively studying topics associated with the competitiveness of industries. These topics included
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industry concentration, diversification, product differentiation, and market power. However,
much of the economics research at that time focused on industries as a whole, and some of it
even assumed that individual firm differences did not matter. Other fields also influenced early
strategic management thought, including marketing, finance, psychology, and management.
Academic progress was slow in the beginning, and the large consulting firms began to develop
their own models and theories to meet their clients’ needs. Scholars readily adopted many of
these models into their own articles and books.

Eventually, a consensus began to build regarding what is included in the strategic manage-
ment process. The traditional process for developing strategy consists of analyzing the internal
and external environments of the company to arrive at organizational strengths, weaknesses,
opportunities, and threats (SWOT). The results from this “situation analysis,” as this process
is sometimes called, are the basis for developing missions, goals, and strategies.” In general, a
company should select strategies that (1) take advantage of organizational strengths and envi-
ronmental opportunities or (2) neutralize or overcome organizational weaknesses and environ-
mental threats.!” After strategies are formulated, plans for implementing them are established
and carried out. Figure 1.1 presents the natural flow of these activities.

The model contained in Figure 1.1 provides a framework for understanding the various
activities described in this book. However, the traditional approach to strategy development
also brought with it some ideas that strategic management scholars have had to reevaluate. The
first of these ideas was that the environment is the primary determinant of the best strategy.
This is called environmental determinism. According to the deterministic view, good management
is associated with determining which strategy will best fit environmental, technical, and human
forces at a particular point in time, and then working to carry it out." The most successful

Strategic Controls

Strategy Formulation Strategy Implementation and Evaluation

FIGURE 1.1 The strategic management process
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organization best adapts to existing forces. Some evidence suggests that the ability to align the
skills and other resources of the organization with the needs and demands of the environment
can be a source of competitive advantage.'> However, after a critical review of environmental
determinism, a well-known researcher once argued:

There is a more fundamental conclusion to be drawn from the foregoing analysis: the strategy of
a firm cannot be predicted, nor is it predestined; the strategic decisions made by managers cannot
be assumed to be the product of deterministic forces in their environments. On the contrary, the
very nature of the concept of strategy assumes a human agent who is able to take actions that
attempt to distinguish one’s firm from the competitors.”

Basically, a large firm may decide not to compete in a given environment. Or, as an alter-
native, the firm may attempt to influence the environment to make it less hostile and more
conducive to organizational success. This process is called enactment, which means that a firm
can influence its environment.

THE PRINCIPLE OF ENACTMENT

The principle of enactment assumes that organizations do not have to submit to existing forces
in the environment; they can, in part, create their environments through strategic alliances with
stakeholders, investments in leading technologies, advertising, political lobbying, and a variety
of other activities." Of course, smaller organizations are somewhat limited in their ability to
influence some components of their environments on their own. For example,a small restaurant
firm may have a difficult time influencing national government agencies and administrators.
However, smaller organizations often band together into trade groups, such as the National
Reestaurant Association, to influence government policy on pressing issues like minimum wage,
immigration policy, and health-care costs. Also, they may form alliances with other entities. The
Global Hotel Alliance is one example, in which Omni Hotels, Kempinski Hotels & Resorts,
Pan Pacific Hotels and Resorts, Rydges Hotels & Resorts, Marco Polo Group, Dusit Hotels &
Resorts and Landis Hotels & Resorts have joined forces to compete against the mega chains.'
In addition, even a small firm may be able to exert a powerful influence on its local operat-
ing environment. The key to enactment 1s understanding that a firm does not necessarily have
to adapt completely to the forces that exist in its operating environment. It can at least partly
influence certain aspects of the environment in which it competes.

DELIBERATE STRATEGY VERSUS
EMERGENT STRATEGY

The traditional school of thought concerning strategy formulation also supported the view
that managers respond to the forces discussed thus far by making decisions that are consistent
with a preconceived strategy. In other words, strategy is deliberate. Deliberate strategy implies
that managers plan to pursue an intended strategic course. In some cases, however, strategy
simply emerges from a stream of decisions. Managers learn as they go. An emergent strategy is
one that was not planned or intended. According to this perspective, managers learn what will
work through a process of trial and error.'® Supporters of this view argue that organizations
that limit themselves to acting on the basis of what is already known or understood will not
be sufficiently innovative to create a sustainable competitive advantage.'® Despite the strength
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AN EMERGING RETAIL STRATEGY FOR THE HEAVENLY BED F(%mm'w
7
n the first week of launching the Westin Heavenly Bed, 32 guests called to )\/)‘\;/
ask where they could buy the bed. A light bulb went on. Westin executives '/u_u{”ﬂ
put order cards with a toll-free number in every room. Then they started E\é,‘i“,’

placing catalogs by bedsides and desks and set up a web site. By June of 2004,

Westin had sold 20,000 pillows—$75 for the king-sized version—and 3,500
bed/bedding combos, at $2,965 each, enough to spread the idea throughout Starwood,
with the Sheraton, St. Regis, and W lines all turning into retailers. The unanticipated
success of the Heavenly Bed has spawned a new business—companies that help hotels
run their retail arms. Boxport, a spin-off of San Francisco—based hotel procurer Higgins
Purchasing Group, operates web sites and catalogs for several chains that now sell
bedding."”

of this example of emergent strategy, it is not a good idea to reject deliberate strategy either.
One of the strongest advocates of learning and emergent strategy recently confessed, “We shall
get nowhere without emergent learning alongside deliberate planning.”'” Both processes are
necessary if an organization is to succeed. When Starwood first launched the concept of the
Heavenly Bed in 1999, the strategy was a deliberate effort, but the opportunity to provide retail
sales was an unintended outcome, and this unforeseen opportunity led to an emergent and

highly successful retail strategy, as the above example shows.

EFFECTIVE STRATEGIC PLANNING

In summary, scholars have determined that both adaptation and enactment are important to
organizations. They should adapt to environmental forces when the costs of enacting (influenc-
ing) the environment exceed the benefits. However, they should be proactive in creating their
own opportunities. In addition, organizations should engage in deliberate strategic planning
processes, but they should also be willing to make mistakes and learn from them as they chart
a strategic course. In other words, strategy should be both deliberate and emergent, and firms
should both adapt to and enact their environments, with the situation determining which
option to choose. Westin learned these lessons by paying attention to their customers.

The Organization as a Bundle of Resources:
The Resource-Based View

In recent years, another perspective on strategy development has gained wide acceptance. The
resource-based view of the firm has its roots in the work of the earliest strategic management
theorists.” It grew out of the question, “Why do some firms persistently outperform other
firms?” An early answer to that question was that some firms are able to develop distinctive
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competencies in particular areas.’’ One of the first competencies identified was general man-
agement capability. This led to the proposition that firms with high-quality general managers
will outperform their rivals. Much research has examined this issue. Clearly, effective leadership
is important to organizational performance, but it is difficult to specify what makes an effective
leader. Also, although leaders are an important source of competence for an organization, they
are not the only important resource that makes a difference.

Economic thought also influenced development of the resource-based view. Nearly two
centuries ago, an economist named David Ricardo investigated the advantages of possess-
ing superior resources, especially land.”> One of Ricardo’s central propositions was that the
farmer with the most-fertile land had a sustained performance advantage over other farmers.
More recently, another economist, Edith Penrose, expanded on Ricardo’s view by noting that
various skills and abilities possessed by firms could lead to superior performance. She viewed
firms as an administrative framework that coordinated the activities of numerous groups and
individuals, and also as a bundle of productive resources.” She studied the effects of vari-
ous skills and abilities possessed by organizations, concluding that a wide range of skills and
resources could influence competitive performance.

A common thread of reasoning in the distinctive competency literature and the argu-
ments of Ricardo and Penrose is that organizational success can be explained in terms of the
resources and capabilities possessed by an organization. Many modern scholars have contributed
to this perspective of the firm.?* According to this view, an organization is a bundle of resources,
which fall into the general categories of:

1. Financial resources, including all of the monetary resources from which a
firm can draw

2. Physical resources, such as land, buildings, equipment, locations, and access
to raw materials

3. Human resources, which pertains to the skills, background, and training of
managers and employees, as well as the way they are organized

4. Organizational knowledge and learning

5. General organizational resources, including the firm’s reputation, brand names,
patents, contracts, and relationships with external stakeholders®

The organization as a bundle of resources is depicted in Figure 1.2.

Envisioning the firm as a bundle of resources has broad implications. For example, the most
important role of a manager becomes that of acquiring, developing, managing, and discard-
ing resources. Also, much of the research on the resource-based perspective has demonstrated
that firms can gain competitive advantage through possessing “superior resources.”*® Superior
resources are those that have value in the market, are possessed by only a small number of firms,
and are not easy to substitute. If a particular resource is also costly or impossible to imitate, then
the competitive advantage may be sustainable. A sustainable competitive advantage may lead to
higher-than-average organizational performance over a long period.”” Marriott is an example
of a corporation that has successfully capitalized on its resources to gain a competitive advan-

tage over other hotels. (See the “Hospitality Focus” boxed section on page 12.)
Many strategy scholars believe that acquisition and development of superior organiza-
tional resources is the most important reason that some companies are more successful than
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FIGURE 1.2 The organization as a bundle of resources

others.” Most of the resources that a firm can acquire or develop are directly linked to its
stakeholders. For example, financial resources are closely linked to establishing good working
relationships with financial intermediaries. Also, the development of human resources is associ-
ated with effective management of organizational stakeholders. Finally, organizational resources
reflect the organization’s understanding of the expectations of society and the linkages it has
established with stakeholders.

The Organization as a Network of Stakeholders
_____________________________________________________________________________________|

A Fortune magazine cover story described modern business in these terms: “Business already is
moving to organize itself into virtual corporations: fungible modules built around information
networks, flexible workforces, outsourcing, and webs of strategic partnerships.”* Negotiating
and contracting have always been important to business. However, the trend in business is toward
more strategic alliances, joint ventures, and subcontracting arrangements with stakeholders. The
fact is that some of a firm’s most valuable resources may extend beyond the boundaries of a firm.*
Consequently, business organizations are becoming a tangled web of alliances and contracts.
The hotel business contains many examples of the network approach, such as the variety
of strategic alliances and cross-branding partnerships formed by Starwood. Nordstrom, the
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|>"'Y MARRIOTT: A BUNDLE OF RESOURCES
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> 6‘)\'? he success of Marriott is largely attributable to advantages created by
'/’L\_u{’? I resources that have been difficult to duplicate by other companies in the
49574 hotel industry. The first is financial controls. Marriott can determine and

anticipate construction and operating costs with nearly exact precision. Second,

Marriott has developed a distinctive competence in customer service, or “becoming
the provider of choice.” Looking to the future, Marriott is actively engaged in creating a third orga-
nizational capability as the “employer of choice.” Marriott executives reason that with fewer people
entering the labor force in the 18- to 25-year-old age group, good workers will become increasingly
difficult to attract. Also, good workers are especially important in a service business such as hotels
because they interact directly with customers.*'

Seattle-based retailer, sells the Westin Heavenly Bed At Home Collection, becoming the first
national retail chain to offer the furnishings of a major hotel company.” The hotel chain’s other
partners include American Express, MasterCard, PepsiCo, Amazon.com, BMW, Nestlé, eMusic,
Yahoo, and Seattle’s Best Coftee. Alliances between major competitors are also a hallmark of the
hotel industry. It is not uncommon for a company to own a hotel property that is managed by
one of its competitors. Nor is it uncommon to share brand atfiliations. For example, Starwood
Lodging owns the Princeton Marriott, a 294-room hotel in Plainsboro, New Jersey. A third
party to the venture, Princeton University, leases the land upon which the Marriott is built.”

THE EMERGENCE OF THE STAKEHOLDER APPROACH

In the mid-1980s, a stakeholder approach to strategic management began to emerge. It was
developed as a direct response to the concerns of managers who were being bufteted by
increasing levels of complexity and change in the external environment.* The existing strategy
models were not particularly helpful to managers who were trying to create new opportuni-
ties during a period of such radical change. The word stakeholder was a deliberate play on the
word stockholder. Much of the strategy literature at the time was founded, either explicitly or
implicitly, on the idea that stockholders were the only important constituency of the modern
for-profit corporation. Stakeholder theory contradicted this idea by expanding a company’s
responsibility to groups or individuals who significantly affect or are significantly affected by
the company’s activities; including stockholders.”

Figure 1.3 contains a typical stakeholder map. A firm has internal stakeholders, such as employ-
ees, who are considered a part of the internal organization. In addition, the firm has frequent
interactions with stakeholders in what is called the operating (or task) environment. The firm and
stakeholders in its operating environment are influenced by other factors, such as society, technol-
ogy, the economy, and the legal environment. These other factors form the broad environment.

This section has laid a foundation on which the rest of this book will be built. The three
perspectives that will be incorporated are the traditional, the resource-based, and the stake-
holder views of strategic management and the firm. Now the strategic management process
will be introduced in more detail.
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Note: Two-headed arrows signify both two-way influence and a two-way
dependent relationship between an organization and its stakeholders.

FIGURE 1.3 A typical stakeholder map

THE STRATEGIC

MANAGEMENT PROCESS

Three perspectives on strategic management have been discussed so far: the traditional model,
the resource-based view, and the stakeholder approach. In this book, these three approaches are
combined (see Table 1.2). The basic strategic management process is most closely related to the
traditional model. However, each of the stages of this process is heavily influenced by each of
the three approaches.

The key activities in the strategic management process are shown in Figure 1.4 and begin
by providing:

1. A situation analysis of the broad and operating environments of the
organization, including internal resources and both internal and external

stakeholders

2. The establishment of strategic direction, reflected in mission statements
and organizational visions
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TABLE 1.2 A Combined Perspective of Strategic Management

PROCESS

ORIGIN

ADAPTATION VS.
ENACTMENT

DELIBERATE VS.
EMERGENT

SOURCE OF
COMPETITIVE
ADVANTAGE

CREATION OF
STRATEGIC
ALTERNATIVES

Firms conduct external and internal analysis (situation analysis),
both of which include analysis of stakeholders. On the basis of
information obtained, they create strategic direction, strategies,
and tactics for implementing strategies and control systems.

Traditional, resource-based, and stakeholder perspectives

Influence the environment when it is economically feasible to
do so. Take a proactive stance with regard to managing external
stakeholders. Monitor, forecast, and adapt to environmental
forces that are difficult or costly to influence.

Firms should be involved in deliberate strategy-creating
processes. However, they should learn from past decisions and
be willing to try new things and change strategic course.

Firms can obtain competitive advantage from superior
resources, including knowledge-based resources, superior
strategies for managing those resources, and/or superior
relationships with internal or external stakeholders (which are
another type of resource).

Firms develop strategies to take advantage of strengths and
opportunities or overcome weaknesses or threats. They

arise as organizations conduct resource analysis, analyze
organizational processes, and analyze and partner with external
stakeholders.

3. A formulation of specific strategies

4. Strategy implementation, which includes designing an organizational struc-

ture, controlling organizational processes, managing relationships with

stakeholders, and managing resources to develop competitive advantage

While these activities may occur in the order specified, especially if a firm is engaging in
a formal strategic planning program, they may also be carried out in some other order or even
simultaneously. For example, it is not uncommon for a strategic direction to serve as a founda-
tion for the situation analysis.

The feedback loops at the bottom of Figure 1.4 indicate that organizations often cycle
back to earlier activities during the strategic management process, as new information is
gathered and assumptions change. For instance, a company may attempt to develop strategies
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Situation Analysis
Evaluation of the external
environment and
the organization

Strategy Formulation Strategy Implementation

Strategic Direction Development of strategies to Development and execution
take advantage of strengths of implementation plans,
and opportunities or including organizational
overcome or neutralize design, control systems,
weaknesses and threats and management

Creation of organizational
mission and goals

FIGURE 1.4 The strategic management process

consistent with its strategic direction and, after a trial period, discover that the direction was not
reasonable. Also, an organization may discover rather quickly (or over a longer period of time)
that a proposed strategy cannot be implemented feasibly. As a result, the firm may have to cycle
back to the formulation stage to fine-tune its strategic approach. In other words, organizations
may learn from their own past actions and from environmental forces, and they may modity
their behavior in response.

However, not all organizations engage in all of the processes depicted in Figure 1.4: entre-
preneurial start-up firms rarely do. They often begin with an entrepreneur who has an idea for
a product or service that he or she believes will lead to market success.Venture capital is raised
through a variety of public or private sources, and a new business is born. The entrepreneur
may establish an informal sense of direction and a few goals, but the rest of the formal strategy
process may be overlooked. If the organization is successful, it will typically expand in both
sales and personnel until it reaches a critical point at which the entrepreneur feels a loss of
control. At this point, the entrepreneur may attempt to formalize various aspects of strategic
planning, by either hiring outside consultants, creating planning positions within the firm, or
involving other managers in planning activities. This same process is typical of nonprofit start-
ups as well, except that the nature of the cause (i.e., humanitarian or educational) may place
tighter constraints on the way the firm is financed and organized.

Consequently, the model in Figure 1.4 is not intended to be a rigid representation of the
strategic management process in all organizations as they currently operate. Nevertheless,
the progression of activities—from analysis to planning to action and control—provides a
logical way to study strategic management. Furthermore, the activities relate equally well to
for-profit, nonprofit, manufacturing, and service entities, although some of the differences
in the way these organizations approach strategic management will be described throughout
the text.

Now that the strategic management process has been introduced, each of its components—
situation analysis, strategic direction, strategy formulation, and strategy implementation—will
be described in more detail.
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Situation Analysis

Many of the stakeholders and forces that have the potential to be most important to com-
panies are presented in Figure 1.3. All of the stakeholders inside and outside of the firm, as
well as the major external forces, should be analyzed at both the domestic and international
levels. The external environment includes groups, individuals, and forces outside of the tra-
ditional boundaries of the organization that are significantly influenced by or have a major
impact on the organization.’® External stakeholders, part of a company’s operating environ-
ment, include competitors, customers, suppliers, financial intermediaries, local communities,
unions, activist groups, and local and national government agencies and administrators. The
broad environment forms the context in which the company and its operating environment
exist, and includes sociocultural, economic, technological, political, and legal influences,
both domestically and abroad. One organization, acting independently, may have very little
influence on the forces in the broad environment; however, the forces in this environment
can have a tremendous impact on the organization. The internal organization includes all
of the stakeholders, resources, knowledge, and processes that exist within the boundaries of
the firm.

SWOT ANALYSIS

Analyzing the environment and the company can assist the company in all of the other tasks

of strategic management.”’

For example, a firm’s managers should formulate strategic direction
and specific strategies based on organizational strengths and weaknesses and in the context of
the opportunities and threats found in its environment. A SIWWOT analysis 1s a tool strategists use
to evaluate Strengths, Weaknesses, Opportunities, and Threats. Strengths are company resources
and capabilities that can lead to a competitive advantage. Weaknesses are resources and capa-
bilities that a company does not possess, to the extent that their absence places the firm at a
competitive disadvantage. Opportunities are conditions in the broad and operating environ-
ments that allow a firm to take advantage of organizational strengths, overcome organizational
weaknesses, and/or neutralize environmental threats. Threats are conditions in the broad and
operating environments that may impede organizational competitiveness or the achievement
of stakeholder satisfaction.

Strategic Direction

Strategic direction pertains to the longer-term goals and objectives of the organization. At a
more fundamental level, strategic direction defines the purposes for which a company exists and
operates. This direction is often contained in mission and vision statements. An organization’s
mission is its current purpose and scope of operation, while its vision is a forward-looking
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statement of what it wants to be in the future. Unlike shorter-term goals and strategies, mission
and vision statements are an enduring part of planning processes within the company. They
are often written in terms of what the organization will do for its key stakeholders. For
example, the philosophy, vision, mission, and guiding principles of Shangri-La Hotels and
Resorts are:

Our Philosophy: Shangri-La hospitality from caring people

Our Vision: The first choice for customers, employees, shareholders, and
business partners

Our Mission: Delighting customers each and every time
Our Guiding Principles (Core Values):

We will ensure leadership drives for results.
We will make customer loyalty a key driver of our business.
‘We will enable decision making at customer contact point.

We will be committed to the financial success of our own unit and of our
company.

We will create an environment where our colleagues may achieve their per-
sonal and career goals.

We will demonstrate honesty, care, and integrity in all our relationships.

We will ensure our policies and processes are customer and employee
friendly.

We will be environmentally conscientious and provide safety and security for
our customers and our colleagues.”®

A well-established strategic direction provides guidance to the stakeholders inside the
organization who are largely responsible for carrying it out. A well-defined direction also pro-
vides external stakeholders with a greater understanding of the company and its activities. The
next logical step in the strategic management process is strategy formulation.

STRATEGY DEFINED

A strategy can be thought of in either of two ways: (1) as a pattern that emerges in a sequence
of decisions over time, or (2) as an organizational plan of action that is intended to move a
company toward the achievement of its shorter-term goals and, ultimately, its fundamental
purposes. In some organizations, particularly those in rapidly changing environments and in
small businesses, strategies are not planned in the formal sense of the word. Instead, managers
seize opportunities as they come up, but within guidelines or boundaries defined by the firm’s
strategic direction or mission. In those cases, the strategy reflects the insight and intuition of
the strategist or business owner, and it becomes clear over time as a pattern in a stream of deci-
sions. Strategies as plans are common in most organizations, as the following business strategy
for FelCor Lodging Trust illustrates.
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FgéﬁgTA“JY STRATEGIC PLANS AT FelCor LODGING TRUST

/4

/)_\%f or FelCor Lodging Trust, one of the largest hotel real estate investment
,/L\_\i}:lﬂ Ftrusts (REITs) in the United States, a strategic planning exercise led the
49574 company to rethink its strategy. Calling itself the “New FelCor,” the firm

has made dramatic steps toward repositioning itself. The firm’s business strategy

is to dispose of nonstrategic hotels, including all of its Holiday Inn Hotels located
in secondary and tertiary markets. After the sale, it will have lower exposure to markets with low
barriers to entry.

Other elements of the new business strategy are (1) to acquire hotels in high-barrier-to-entry
markets; (2) to improve the competitive positioning of core hotels through aggressive asset
management and the judicious application of capital; and (3) to pay down debt through a combi-
nation of operational cash flow and the sale of nonstrategic hotels. The company will become a
lower-leveraged company with a stronger and fully renovated portfolio of hotels.*

Strategy Formulation
|

Strategy formulation, the process of planning strategies, is often divided into three levels: cor-
porate, business, and functional. One of the most important roles of corporate-level strategy is
to define a company’s domain of activity through selection of business areas in which the
company will compete. Business-level strategy formulation pertains to domain direction and
navigation, or how businesses should compete in the areas they have selected. Sometimes busi-
ness-level strategies are also referred to as competitive strategies. Functional-level strategies contain
the details of how functional resource areas, such as marketing, operations, and finance, should
be used to implement business-level strategies and achieve competitive advantage. Basically,
functional-level strategies are for acquiring, developing, and managing organizational resources.
These characterizations are oversimplified, but it is sometimes useful to think of corporate-
level strategies as “where to compete,” business-level strategies as “how to compete in those
areas,” and functional-level strategies as “the functional details of how resources will be man-
aged so that business-level strategies will be accomplished.”

Another way to distinguish among the three levels—perhaps a more accurate one—is to
determine the level at which decisions are made (see Figure 1.5), as follows:

 Corporate-level decisions are typically made at the highest levels of the orga-
nization by the CEO and/or board of directors, although these individu-
als may receive input from managers at other levels. If an organization is
involved in only one area of business, then business-level decisions tend to
be made by these same people.
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Entire Corporation
(Corporate Level: Domain Definition)

Business | Business 2

(Business Level: (Business Level:
Domain Direction/Navigation) Domain Direction/Navigation)

Marketing Finance Operations Research Human Resources

(Functional Level: Implementation and Execution)

FIGURE 1.5 Strategy formulation in a multibusiness organization

e Business-level decisions in organizations that have diversified into multiple
areas, which are represented by different operating divisions or lines of
business, are made by division heads or business-unit managers.

e Functional-level decisions are made by functional managers, who represent
organizational areas such as operations, finance, personnel, accounting,
research and development, or information systems.

Figure 1.5 shows the levels at which particular strategy decisions are made within a multi-
business firm. To illustrate these three levels of decision making, the Tata Group, one of India’s
largest conglomerates, has more than 96 companies in seven business sectors. One company
in the portfolio is the Taj Hotels Resorts and Palaces, which consists of 59 hotels at locations
across India and internationally. In this very complex company, corporate-level decisions are
made for all 96 businesses, but business strategy decisions are made at the firm level. Hence,
business-level decisions that concern the Taj Hotels company are made by senior management
of the hotel chain, while functional leaders, such as those who lead human resources, purchas-
ing, and development, guide functional-level decisions.

Strategy Implementation
___________________________________________________________________________________________________|

Strategy formulation results in a plan of action for the company and its various levels, whereas
strategy implementation represents a pattern of decisions and actions that are intended to carry
out the plan. Strategy implementation involves managing stakeholder relationships and orga-
nizational resources in a manner that moves the business toward the successful execution of its
strategies, consistent with its strategic direction. Implementation activities also involve creating
an organizational design and organizational control systems to keep the company on the right
course.
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Organizational control refers to the processes that lead to adjustments in strategic direction,
strategies, or the implementation plan, when necessary. Thus, managers may collect informa-
tion that leads them to believe that the organizational mission is no longer appropriate or that
its strategies are not leading to the desired outcomes. A strategic-control system may conversely
tell managers that the mission and strategies are appropriate, but that they have not been well
executed. In such cases, adjustments should be made to the implementation process.

In summary, the four basic processes associated with strategic management are:

1. Situation analysis
2. Establishment of strategic direction
3. Strategy formulation

4. Strategy implementation

Morrison Restaurants is among many hospitality firms that fully use these processes. The
company, with more than $1 billion in revenues, developed and implemented “an integrated
strategic plan for each of its divisions and concepts.”*” Based on a strategic analysis, the com-
pany developed its strategies on the basis of its strengths, weaknesses, opportunities, and threats
(SWOT). Its plan and goals, which are widely used and understood by managers and team

members, support its mission of “feeding America for under $10.”

GLOBAL COMPETITIVENESS IN THE

HOSPITALITY INDUSTRY

Most successful organizations eventually find that their domestic markets are becoming satu-
rated or that foreign markets offer opportunities for growth and profitability that often are not
available domestically. Many forces are leading firms into the international arena.*' For exam-
ple, global trends are leading to a more favorable environment for foreign business involvement.
Trade barriers are falling in Europe (e.g., the European Union) and North America (e.g., the
North American Free Trade Agreement). Also, newly industrialized countries, such as South
Korea, Taiwan, and Brazil, are leading to increasing global competition and new marketing
opportunities. There is a worldwide shift toward market economies, as in China and Vietnam,
and financial capital is now readily exchanged in global markets. In addition, communication is
easier due to satellites, the Internet, and cellular phones, and English is becoming a universally
spoken business language, particularly in Asia, Latin America, and Central Europe. Finally, tech-
nical standards have started to become uniform in industrialized countries around the world.
The strategic management implications of increasing globalization are profound. Managers
cannot afford to ignore opportunities in foreign markets. However, business methods and cus-
toms differ from country to country. These differences make stakeholder analysis and manage-
ment even more important. Analysis of broad environmental forces, such as society, technology,
and political influences, must also be expanded to each of the areas in which an organization
conducts business. People also differ greatly from country to country. They cannot be managed
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in the same way. For example, when China opened its doors to foreign hotel investments in
the early 1980s, the Chinese workers had no understanding of career advancement; for these
employees, the first job held was believed to be the one the person would do for many years, if
not for life.* This is still largely the case in Japan. In a study of cultural differences in Chinese
and British hotels, the authors reported that expatriate managers in China found that employ-
ees were reluctant to take initiative and make decisions or propose suggestions.*

Variables Affecting Strategic Management

The tools, techniques, and models found in this book apply well to strategic management in
a global environment. The methods and theories are used by top strategic planners in business
situations around the globe. However, there are differences between strategic management in a
domestic setting versus an international one. Each of the four basic parts of the strategic man-
agement process (i.e., situation analysis, strategic direction, strategy formulation, and imple-
mentation) is different when applied to an international environment.

1. Analysis of the environment associated with a situation analysis is com-
plicated by the fact that the organization is involved in multiple environ-
ments with varying characteristics.

2. Strategic direction must consider stakeholders with a much broader range
of needs.

3. The number of alternative strategies is greatly increased as a firm consid-
ers options arising from foreign environments.

4. The specific details associated with implementing strategies will be very
different from country to country because of differences in laws, customs,
resources, and accepted business practices.

The challenges of an increasingly competitive global marketplace can be addressed through
a well-devised strategic management process. However, strategic planning does not always lead
to the kinds of changes that are necessary to remain competitive over the long term. Ineffective
strategic planning is often the result of a missing ingredient—strategic thinking.

STRATEGIC THINKING

What does it take for a company to be on the cutting edge in its industry? Organizational
leaders can learn a great deal from studying the strategies of competitors. Clearly, an orga-
nization can learn things from competitors that will lead to improvements in performance.
However, by the time a firm develops the skills and acquires the resources that are necessary to
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imitate industry leaders, those leaders probably will have moved on to new ideas and strategies.
Consequently, industry leaders break out of traditional mind-sets and defy widely accepted
industry practices.

Gary Hamel, a well-known strategic management author and consultant, calls these
firms Industry Revolutionaries. He says that revolutionaries do not simply seek incremental
improvements to existing business systems to increase efficiency, nor do they focus exclusively
on individual products or services. Instead, they invent new business concepts. According to
Hamel, “Industry revolutionaries don’t tinker at the margins; they blow up old business models
and create new ones.”* For instance, Southwest Airlines decided to reject the hub-and-spoke
operating model that is so prevalent in the airline industry in favor of a point-to-point system,
which led other airlines such as JetBlue to do the same.

Bill Gates, CEO of Microsoft, has said that his company is “always two years away from
failure.”® At any time, a competing firm may develop a software product that is perceived to
be superior to whatever version of Windows® Microsoft is selling, and, within a couple of years,
become the market leader. Indeed, Microsoft almost missed a huge opportunity with the Internet
and had to play catch-up to Netscape. Strategic thinking does not mean that a firm should ran-
domly try new things until something works. Instead, it allows creative thought to emerge, which
should then be accompanied by systematic analysis to determine what should actually be done.

Much will be said in this book about the importance of innovation and how to foster
organizational entrepreneurship. An excellent way to start this discussion is with the topic of
strategic thinking, since such thinking runs parallel to both innovation and entrepreneurship.
It is important to understand from the outset that strategic thinking is not a replacement for
the strategic planning process. Certain aspects of the process, such as analysis of the external
environment, foster strategic thinking. Also, parts of the strategic planning process should be
done systematically, such as the evaluation of alternatives and the development of control sys-
tems. However, strategic thinking helps organizations move beyond what is tried and proven.
Eftective strategic management includes both strategic thinking and strategic planning.

Strategic Planning Can Drive out
Strategic Thinking

The term strategic thinking is used in so many ways that it is difficult to determine what people
mean when they use it. In fact, most people probably do not know exactly what they mean:
they may use the word to mean “thinking about strategy” or use it interchangeably with “stra-
tegic management” or “strategic planning.”*® According to a well-known strategist, Henry
Mintzberg, strategic planning is an analytical process aimed at carrying out strategies that have
already been identified. Strategic planning results in the creation of a plan. On the other hand,
strategic thinking involves intuition and creativity. It is a way to synthesize stimuli from the internal
and external environments to create “an integrated perspective of the enterprise.”*” According
to Mintzberg, strategic planning is so rigid that it tends to drive out creative-thinking processes.

The following true story illustrates this point. However, many companies, especially larger ones,

have strategic planning processes that mirror the ones described in this example.
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A SYSTEMATIC APPROACH TO STRATEGIC PLANNING F8ém ALB"'Y
7
ne of the largest companies in the world, with vast operations around )%Z
O the globe, has a very systematic strategic planning process. The organi- / \_LL,‘
zation is divided into many companies. Each year, all of the companies \\—

prepare a two-day presentation for corporate administrators to whom they

report. They present highly detailed plans of the objectives the company will

reach over the next few years, and the specific strategies that will be pursued in order to reach
these goals. Hundreds of PowerPoint—style slides are used. A rigid format is followed, so that
the presentations of each company contain the same elements, and corporate executives know
what to expect. In preparing for the presentations, company managers are very cautious. They
are hesitant to bring up highly innovative ideas that could lead to dramatic changes, because the
managers know that once they commit to their performance targets, the managers will be held
accountable for reaching them. The managers are afraid to fail because the organization penalizes
failure. In general, the organization does not reward unconventional thinking. Consequently, the
company has been limping along for several years now, with many performance problems and
low shareholder returns.*

bl

This kind of approach to strategic planning can be referred to as “strategy as form filling,
whereas strategic thinking is “crafting strategic architecture.”* The next section provides more
detail on the essential elements of strategic thinking.

Characteristics of Strategic Thinking
|

When Arlington Hospitality began the search for a new CEQ, it asked candidates to draft
“strategic white papers” presenting their opinions on the future direction of the company.™
Candidates who did not have an intellectual focus or vision for the firm or who presented
status quo thinking were eliminated. The company was in search of a strategic thinker, who
possesses the six characteristics of strategic thinking:

. Intent-focused

. Comprehensive

. Opportunistic

. Long-term oriented

. Built on the past and the present

= NS L N

. Hypothesis-driven
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TABLE 1.3 Elements of Strategic Thinking

INTENT Focusebp Built on a managerial vision of where the firm is going and
what it is trying to become. This is called strategic intent.

COMPREHENSIVE A “systems” perspective. Envisions the firm as a part of a larger
system of value creation. Understands the linkages between
the firm and the other parts of the system.

OPPORTUNISTIC Seizes unanticipated opportunities presented to the firm.

LONG-TERM Goes beyond the here and now. Looks several years into the

ORIENTED future at what the firm will become, based on its strategic
intent.

BuiLT oN PAST AND Does not ignore the past or present. Instead, learns from the
PRESENT past and builds on a foundation of the realities of the present.

HypoTHEsIS DRIVEN A sequential process in which creative ideas are then critically
evaluated. Is willing to take a risk. Learns from mistakes.

Source: This table was strongly influenced by J. M. Liedtka, “Strategy Formulation: The Roles of
Conversation and Design,” in The Blackwell Handbook of Strategic Management, ed. M. A. Hitt, R. E.
Freeman, and J. S. Harrison (Oxford: Blackwell Publishers, 2001), 70-93.

A summary of these characteristics is found in Table 1.3.%

INTENT-FOCUSED

Strategic thinking is not a random process of trial and error. Instead, it involves strategic intent,
which is a vision with regard to where an organization is or should be going. Strategic
intent

implies a particular point of view about the long-term market or competitive position that a firm
hopes to build over the coming decade or so. Hence, it conveys a sense of direction. A strategic
intent is differentiated; it implies a competitively unique point of view about the future. It holds
out to employees the promise of exploring new competitive territory. Hence, it conveys a sense
of discovery. Strategic intent has an emotional edge to it; it is a goal that employees perceive as
inherently worthwhile. Hence, it implies a sense of destiny. Direction, discovery, and destiny.
These are the attributes of strategic intent.”

A recently announced signing of a letter of intent between Trump Entertainment Resorts
s and Diamondhead Casino 'Corpo'ration to Vform a joint venture Partnership to devel.op,
s build, and operate a destination casino resort is a formal statement of intent. However, behind
this statement of intention is the strategic thinking that leads to this proposed venture.
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DIAMONDHEAD AND TRUMP: A JOINT VENTURE Fgém'm[yn
eborah A. Vitale, the Chairman, CEQ, and President of - /7,
Diamondhead, makes the case for the venture by stating: ; \,\_U}L}:\\

;.\;li“—'l
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We believe a partnership with Trump Entertainment Resorts for this
venture adds up to an ideal combination because of their experience, the
value of the Trump brand, the location of our site on Interstate |0, and the vitality of
the Gulf Coast market.We have the land, the location, and the desire to pursue a mas-
ter plan for the entire tract that should not only enhance long-term shareholder value,
but which should significantly enhance the surrounding economy.

James B. Perry, President and CEO of Trump Entertainment Resorts, Inc., explains his
firm’s views on the proposed joint venture as follows:

As we renovate and re-brand our Atlantic City properties, we are also focused on
our corporate development initiatives and expanding the Trump brand into new
markets.We are excited about the prospect of bringing the Trump brand to the Gulf
Coast, and we hope to join private and public entities in redeveloping the region.

We believe that this is a great opportunity to create value for our company, our
shareholders and the citizens of Mississippi.>?

COMPREHENSIVE

Strategic thinking is based on a systems perspective that envisions the firm as a part of a
complete end-to-end system of value creation. Furthermore, strategic thinking means that
decision makers are aware of the interdependencies in the system.> This type of thinking fits
within the stakeholder view of the organization, which is one of the important perspectives
on which our model of strategic management is based. Organizational managers each possess a
“mental model,” which is a view of “how the world works.”>> Mental models should include
an understanding of both the internal and external organization. An industry-based model of

% However, a more promising model

the external environment has dominated for many years.
views the company not as a member of a single industry, but as a part of a larger business system
that crosses a variety of industries. Companies co-evolve around innovations, and they work
both in competition and cooperatively to satisfy the demands of a wide variety of stakeholders,
including customers, suppliers, and broader society and its governments, as well as to create or
absorb the next round of innovation.”” Organizations are a part of one or more value chains, to
which they can contribute in many ways.

Managers who want to think strategically must also understand and appreciate the internal
pieces that make up the whole of their companies. The role of each person within the larger
system must be identified, as well as the eftect of that role on other people and groups within
the organization and on the outcomes of the organization. It is impossible to optimize an orga-
nizational system in, for example, satisfying customer needs, without understanding how indi-
viduals fit into the system.?® So the strategic thinker observes and understands the connections
between and among the various levels of a business, as well as the linkages between the business
and stakeholders in the external environment.
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OPPORTUNISTIC

Although strategic thinking is based on strategic intent, there has to be room for what might
be called “intelligent opportunism.”® Intelligent opportunism can be defined as the ability of
managers at various levels of the organization to take advantage of unanticipated opportuni-
ties to further an intended strategy or even redirect a strategy. For example, Marriott saw an
opportunity for growth in the lower-priced segment of the lodging industry when Courtyard
was introduced. Of course, the company has a long history of bold entrepreneurship, begin-
ning with a root beer stand started in 1927 by John and Alice Marriott. They added hot food,
incorporated, and expanded their Hot Shoppes into a regional chain. The next major move
was Marriott’s first hotel, the Twin Bridges Marriott Motor Hotel, which opened in Arlington,
Virginia, in 1957. With the increase in airline travel, Marriott built several hotels at airports
during the 1970s. Each of these ventures was in response to an opportunity, and each was a
vital part of building the Marriott that exists today. Intelligent opportunism is consistent with
the traditional strategic planning model. According to that model, strategies often come from
taking advantage of opportunities that arise in the external environment.

LONG-TERM ORIENTED

Managers, especially in America, are often accused of making shortsighted decisions.*

Perhaps
a renovation or expansion plan is canceled because the payoft looks too far away, or employees
are laid oft when occupancies drop, only to be rehired within a few months. In contrast, stra-
tegic thinking is long-term oriented. Actions that a firm must make now should be linked to a
vision of what the firm should become, based on the strategic intent of its top managers. This
type of thinking is driving many hoteliers into international markets on a much larger scale.

BUILT ON PAST AND PRESENT

Although strategic thinking is long-term oriented, it does not ignore the present or the past. In
fact, it might be referred to as “thinking in time”:

Thinking in time (has) three components. One is recognition that the future has no place to
come from but the past, hence the past has predictive value. Another element is recognition that
what matters for the future in the present is departures from the past, alterations, changes, which
prospectively or actually divert familiar flows from accustomed channels . . . . A third component
is continuous comparison, an almost constant oscillation from the present to future to past and
back, heedful of prospective change, concerned to expedite, limit, guide, counter, or accept it as the
Sfruits of such comparison suggests.®!

Strategic thinkers need to consider the past. The past forms a historical context in which
strategic intent is created. Learning from past mistakes helps the firm avoid making them again.
Also, analysis of the past behaviors of important stakeholders, such as customers, competitors,
unions, or suppliers, can help a firm anticipate how the stakeholders will react to new ideas
and strategies.

The present is also important to strategic thinking, because it places constraints on what
the organization is able to accomplish. Strategic thinking is a creative process, but it is also a
well-reasoned process. Although it may lead firms to consider unconventional ideas, the ideas
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that are actually pursued are selected based on rational analysis, including consideration of the
organization’s current resources, knowledge, skills, and abilities.

HYPOTHESIS-DRIVEN

Organizations should test their decisions to see if they are appropriate or likely to be successful.
This process is similar to the scientific method, in which hypotheses are developed and tested.
Hypothesis development is a creative process built on brainstorming, whereas hypothesis testing is
an analytical process. A typical process begins as managers suggest ideas regarding what the firm
might want to do.Those that are considered reasonable are then subjected to rigorous analysis
of potential using a well-developed methodology. After analysis, managers determine which of
the ideas are worthy of implementation. However, the company may decide not to make a full
commitment to each of them at first. Instead, it may allocate enough resources to implement the
ideas on a trial basis, so that the company will be able to tell whether the ideas are going to work
out. The ideas that are successful are given additional resources. In this description, hypothesis
testing occurred twice. The first test was the rigorous analysis conducted by managers in the
organization. The second test occurs as the company tries the ideas in the marketplace.

If you combine all six of the elements of strategic thinking, what you have is a long-term
thinker who builds a vision for the future on the foundation of the present and the past. It is some-
one who understands how the organization fits within its external environment, and who has a
firm grasp of relationships with external stakeholders. Furthermore, it is someone who is willing
to break out of traditional mind-sets and to seize opportunities, but who uses a rational approach to
test ideas to prevent the organization from moving indefinitely in an inappropriate direction.

Motivating Managers and Employees
to Think Strategically

Organizations can encourage strategic thinking in several ways. First, managers and employees
can receive training that describes strategic thinking and how to do it. Second, an organization can
encourage and reward employees who generate new ideas (hypotheses). For example, Disney
allows some of its employees an opportunity each year to present new ideas to top managers.
With a similar philosophy, Virgin, well known for its unconventional airline, created a one-stop
bridal-services company because one of its flight attendants was having a difficult time lining up
those services for a friend’s wedding.®*Virgin Bride, the name of the venture, is now Britain’s larg-
est bridal emporium. Third, a company can actually implement a strategic planning process that
incorporates the elements of strategic thinking. Such a process would include a thorough evalu-
ation of the external environment, with a special emphasis on relationships with stakeholders. It
would also include the generation of new ideas and facilitate their testing. Finally, to encourage
strategic thinking, an organization has to be willing to take risks. It was risky for Kemmons Wilson
to develop the first Holiday Inn back in 1952, after returning from a family vacation disheartened
at the lack of family and value-oriented lodging, but the strategy worked so well that Holiday Inn
developed into a trusted name along the emerging interstate highway system.*
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STRATEGIC MANAGEMENT IN

THE HOSPITALITY INDUSTRY

Hotels and restaurants are among the most competitive businesses in the world. The hospital-
ity industry primarily consists of businesses that provide accommodation, food and beverage,
or some combination of these activities. Hospitality businesses provide services, which differ
from tangible products because they are immediately consumed and require a people-intensive
creation process. They differ from other service establishments by providing for those who are
in the process of traveling away from home in contrast to local residence, although restaurants
often serve both travelers and local guests. The offering of an experience is also becoming an
important component of hospitality. In addition, a wide range of business structures exist in
hospitality, such as direct ownership by chains, franchising, asset management, and consortia.
Today, the hospitality industry has become more complex and sophisticated, with a movement
away from the “mine host” (i.e., a view of hospitality in which the host personally and socially
entertains visiting guests) and the cost-control frameworks of the past to a more strategic view
of the business, in both investment and operations domains.

“Travel and tourism” is a broad term used to capture a variety of interrelated businesses
that provide services to travelers. Tourism is the largest industry worldwide, the second largest
services export industry, and the third largest retail sales industry in the United States.®* It is the
first, second, or third largest employer in 30 of the 50 states. Besides the traditional hospitality
businesses of hotels and restaurants, the tourism industry includes a broad range of businesses,
such as airlines, cruise lines, car rental firms, entertainment firms, travel agents, tour operators,
and recreational enterprises. The focus of this textbook will be on those hospitality businesses
primarily engaged in providing food and lodging to traveling guests. However, we will also
include discussions of other travel-related businesses, such as casinos, airlines, cruise lines, time-
shares, travel agents, tour operators, and governmental tourism institutions.

The Foodservice Industry—The Players
|

The foodservice industry consists of a wide variety of different businesses, including institutional
providers and food contractors such as Aramark Corp., Sodexho Alliance, Autogrill SpA’s, HMS
Host, and Compass Group. Institutional foodservice and military foodservice are small segments
of the industry and consist of noncommercial institutions that operate their own foodservice.
Contractors operate for-profit services to commercial, industrial, university, school, airline, hospi-
tal, nursing home, recreation, and sports centers. Management is provided by the contractor of res-
taurant services, but the institution may provide the facilities and personnel for these operations.

Contract companies are highly consolidated after aggressive merger and acquisition activi-
ties that gave them strong positions in the various on-site segments (e.g., school, corporate, and
health care). Compass Group’s Americas Division, for example, is the largest contract foodservice
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company, with $7.5 billion in revenues. Its purchase of Bon Appetit Management Company, a
$300 million provider of upscale foodservice for corporations and universities, is one example of
its expanded coverage in various key segments.” Its parent company, Compass Group PLC, has
worldwide revenues of $21 billion, with more than 400,000 associates working in more than 90
countries. Sodexho Alliance is the second-largest provider of foodservice worldwide, with oper-

% In the latest rankings, Aramark is the leading

ations in 79 countries employing 324,500 people.
contract chain in U.S. systemwide sales ($5.53 billion) and market share (28.8 percent share of
aggregate sales of contract chains in top 100), followed by Canteen Services and Sodexho.®”

The restaurant industry is the largest private-sector employer in the United States, and
consists of commercial dining and drinking establishments, such as restaurants, bars, cafeterias,
ice cream parlors, and cafés. It dominates the foodservice industry. Within foodservice, the
restaurant industry is by far the largest segment, with 935,000 restaurants in the United States,
sales of around $537 billion in 2007, and an annual growth rate of around 8.4 percent.®®

Common convention is to split the restaurant industry into two main segments: quick-
service and full-service. Quick-service, commonly called fast-food or fast-service, restaurants
are defined as eat-in or take-out operations with limited menus,low prices, and fast service. This
segment of the industry is further broken down into sandwiches (e.g., hamburgers and tacos),
pizza, and chicken. Leaders in market share in the sandwich segment are McDonald’s, Burger
King, Wendy’s, Subway, and Taco Bell, while the chicken segment is led by KFC (Kentucky
Fried Chicken), Chick-fil-A, and Popeye’s Chicken and Biscuits.®” The pizza segment is led
by two strong players: Pizza Hut with 43 percent of the market and Domino’s Pizza with a 27
percent market share.”

Full-service restaurants offer eat-in service, with more expansive menus, and prices that
range from low to high. In providing annual comparisons, Nation’s Restaurant News divides full-
service restaurants into family, grill-buftet, and dinner house segments. Family chains include
players like Denny’s and IHOP (International House of Pancakes), and grill-buftet segment lead-
ers include Golden Corral, Ryan’s Family Steak House, and Ponderosa Steakhouse.”" Finally,
the large dinner house segment is aggressively focusing on value-oriented menu items, adver-
tising, and improved execution in operations, with several major players including Applebee’s
Neighborhood Grill and Bar, Chili’s Grill and Bar, Outback Steakhouse, Olive Garden, Red
Lobster, and T.G.I. Friday’s.”

Other key players in this segment are the multiconcept operators and franchisors like Darden
and Brinker. Large companies in the restaurant industry, such as Yum! Brands (which owns many
of the aforementioned brands such as Pizza Hut and Taco Bell), are aggressively developing port-
folios of restaurants, and international expansion continues to serve as a viable growth strategy
for firms like Starbucks. Small operators and independent restaurants compete with the large
chains in an industry known for its low barriers to entry and entrepreneurial opportunities.

The Lodging Industry—The Players
|

Lodging in the United States is a $113.7 billion industry, with more than 47,000 hotels and
around 4.4 million guest rooms.” Like the foodservice industry, consolidation has been a
theme for the last decade, with most of the largest companies being publicly owned. Hyatt
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TA|_ FAMILY-OWNED CARLSON COMPANIES
)\“¢ arlson Companies began as the Gold Bond Stamp Company, providing
’\\ consumer incentive programs for grocery stores, when founder Curtis

L. Carlson started the business in 1938 with a loan of $55. When the
trading stamp business reached its peak in the late 1960s, the company entered
the hospitality industry, changing its name in the 1970s to reflect its transition

into a marketing, travel, and hospitality leader. The company currently employs more than
171,000 people in more than 145 companies, owns 5,300 travel agencies, an incentive travel
and marketing company, plus more than 1,700 hotels, resorts, restaurants, and cruise ships.
Current brands and services include: Regent International Hotels®; Radisson Hotels & Resorts®;
Park Plaza Hotels & Resorts; Country Inns & Suites By Carlson; Park Inn® hotels; Regent Seven
Seas Cruises®; T.G.I. Friday’s® and Pick Up Stix® restaurants; Carlson Wagonlit Travel; Cruise
Holidays; All Aboard Travel; Cruise Specialists; Fly4Less.com; CruiseDeals.com; Results Travel;
Carlson Destination Marketing Services; Carlson Leisure Travel Services; SeaMaster Cruises®;
SinglesCruise.com® CW Government Travel; Carlson Marketing®; Peppers & Rogers Group®;
and Gold Points Reward Network®, an online/offline consumer loyalty program.”

Hotels, owned by the Pritzker family, and Carlson Companies are exceptions to this rule,
with Carlson being one of the largest privately held companies in the United States. (See the
“Hospitality Focus” boxed section above.)

SEGMENTATION

Providing a bed, bathroom, television, and phone are hotel basics, but additional amenities and
services are common. Segmentation is a strategy that distinguishes properties on the basis of
price, service, function, style, offerings, and type of guest served. Hotel chains have been utiliz-
ing segmentation, particularly since the 1980s, to enable growth, expand their customer base,
and leverage corporate resources and expertise. A widely used approach to classifying segments
of the lodging industry was devised by Smith Travel Research and Bear Stearns and includes
five segments: luxury (upper upscale), upscale, midscale with food and beverage services, mid-
scale without food and beverage services, and economy. Extended-stay hotels are also included
in many classifications as either upper or lower tier, depending on the range of services they
offer. Many of the largest hotel chains have developed brands in a variety of segments, from
luxury to economy. Accor Hotels, for example, has the Sofitel brand in the upper upscale
segment; Novotel, Mercure, and Suitehotel in the upscale and midscale segments; Ibis in the

economy segment; and Etap, Motel 6, and Formula 1 in the budget segment.”

OWNERSHIP STRUCTURES

A hotel may be owned by one company, franchised by another, and operated by a third, or any
combination of these situations. This complex web of business relationships often makes the
question of business identity confusing for those who do not understand the structure of
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the industry. Companies that choose to own hotels can select from a variety of difterent forms,

including corporations, partnerships, and real estate investment trusts (REITS). A company that

owns hotels may also be part of a franchise.

Management companies run the operation of a hotel and may also be franchisors. These

companies may actually own the hotels they manage or operate hotels that others own.Table 1.4

lists the companies managing the most hotels worldwide based on a recent Hofels survey. As

TABLE 1.4 Large Hotel Players

Resorts Worldwide

HoTELs ToTAL HoTELs ToTAL
CoMPANY MANAGED HoTELs CoMPANY FRANCHISED HOTELS
Marriott 947 2,832 Wyndham Hotel Group 6,441 6,473
International
Extended Stay Hotels 68| 68| Choice Hotels 5,376 5,376
International
Accor 525 4,065 InterContinental Hotel 3,204 3,741
Group
InterContinental 512 3,741 Hilton Hotels Corp. 2,241 2,935
Hotel Group
Starwood Hotels & 426 871 Marriott International |, 784 2,832
Resorts Worldwide
Tharaldson 351 351 Accor [,121 4,121
Enterprises
Hilton Hotels Corp. 343 2,935 Carlson Hospitality 905 945
Worldwide
Societe du Louvre 292 840 Vantage Hospitality 699 699
Group (Americas Best
Value Inn)
Interstate Hotels 219 223 Global Hyatt Corp 425 749
Global Hyatt Corp. 186 749 Starwood Hotels & 360 871

Source: Hotels’ Giants Survey 2007, Hotels magazine, a Reed Business Information publication.




CHAPTER 1| B STRATEGIC MANAGEMENT

the rankings in Table 1.4 suggest, Marriott Accor, InterContinental, and Starwood are also
franchisors and owners of hotels. Based on Table 1.4, the top five franchise hotels world-
wide are Wyndham Worldwide, Choice Hotels International, InterContinental Hotels Group,
Hilton Hotels Corporation, and Marriott International.”® Overall, the top players based on
the number of rooms they hold around the world are, in that order: InterContinental Hotels
Group, Wyndham Worldwide (formerly Cendant Hotel Group), Marriott International, Hilton
Hotels Corporation, Choice Hotels International, Accor, Best Western International,
Starwood Hotels & Resorts Worldwide, Carlson Hospitality Worldwide, and Global Hyatt
Corporation. As this list suggests, 80 percent of the largest chains are headquartered in North
America, although this percentage drops to half when the list includes the top 50 corporations.
Best Western International is the largest chain with independently owned and operated hotels,
which explains why it has no managed or franchised hotels. Starwood also has 130 owned
hotels and 19 vacation ownership resorts in addition to its managed and franchised hotels.

As firms in the industry have evolved and transitioned into more consolidated interna-
tional operations, so too has the mind-set of managers moved to a more strategic way of think-
ing about the business. Many of the assumed differences between hospitality firms and other
businesses have disappeared, being replaced with a clear understanding of business practice.
Although differences still exist between hospitality firms and firms of other types, in most ways
hospitality firms are not that different. From one perspective, hotels and restaurants are a big
assembly operation, much like a manufacturing operation. However, they are seldom studied
in this manner. Also, all hospitality firms can be studied in terms of their cash flows, just like
other types of firms. They also all rely on markets for capital, human resources, customers, and
supplies. They are subject to economic, sociocultural, technological, and political influences
and trends. They have competitors. In summary, there are more similarities than differences
between hospitality firms and firms of other types.

Consequently, the general strategic management process does not require substantial
modifications to be applicable to hospitality firms. Similar to the manufacturing industry, the
process begins with analysis of the firm and its environment, which forms the foundation for
development of strategic direction, strategies, and implementation plans. The outcomes from
this process are different for each hospitality firm, because results depend on the specifics of the
situation. In addition, certain ideas require modification to understand their use and applica-
tion in services.

The most unique aspect of this book compared to general strategic management texts
is the translation of these ideas into service contexts through the use of hospitality industry
examples. These examples should help you as you learn the strategic management process.
Also, they will help you become more aware of strategies and strategic issues in the industry.
However, the most up-to-date theories and ideas of strategic management are also contained
here. Nonhospitality examples will occasionally be used when they better illustrate a point.

One of the most important strategic issues facing the hospitality industry today is the ability
to leverage human capital.” In particular, managers are concerned about human resource activities,
such as attracting, retaining, and developing the workforce. Although human resources are an area
of concern in every business, the hospitality business faces particularly great challenges because of
relatively low wage rates and a large percentage of routine jobs. Managers are also very interested
in effective use of capital, aligning the interests of stakeholders such as employees, customers, and
owners, understanding their customers better, and applying information technology. Because of
their importance to the industry, these issues will receive special attention in this book.
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This chapter emphasized the important role of the strategic management process in modern
organizations.

The strategic management process includes (1) analysis of the external environment and
the organization, (2) establishment of a strategic direction, (3) formulation of a strategy,
and (4) implementation of the strategy and development of a system of controls.

Organizations seldom begin with a thorough strategic management process. Instead,
they usually begin with basic financial planning or forecasting. Over time, they
develop methods that are more closely associated with what we refer to as strategic
management.

The traditional approach to strategy development is that firms should adapt to their
environments. According to this deterministic view, good management is associated
with determining which strategy will best fit environmental, technical, and human
forces at a particular point in time, and then working to carry out that strategy.

The principle of enactment assumes that organizations need not submit to existing
forces in the environment; they can, in part, create their environments through strategic
alliances with stakeholders, investments in leading technologies, advertising, political
lobbying, and a variety of other activities.

The traditional strategy formulation model supports the view that managers create
strategies deliberately; however, a more reasonable approach may be to suggest that,
through trial and error, managers can also learn as they go.

The resource-based view of the firm explains that an organization is a bundle of
resources, which means that the most important role of a manager is that of acquiring,
developing, managing, and discarding resources. According to this view, firms can gain
competitive advantage through possessing superior resources.

Most of the resources that a firm can acquire or develop are directly linked to an
organization’s stakeholders, which are groups and individuals who can significantly
affect or are significantly affected by an organization’s activities. A stakeholder approach
depicts the complicated nature of the management task.

Many trends and forces are leading firms into global markets at increasing rates, which
have led to a high level of global economic interconnectedness. While the tools, tech-
niques, and models of strategic management apply well to a global environment, there
are differences between managing in domestic and international arenas.

Industry leadership is often associated with breaking out of traditional mind-sets and
defying widely accepted industry practices. Strategic planning results in the creation of
a plan. Strategic thinking involves intuition and creativity.
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o Strategic thinking is intent-focused, comprehensive, opportunistic, long-term oriented,

built on the past and the present, and hypothesis-driven. Organizations can encourage
strategic thinking through training, rewards systems, integrating elements of strategic
thinking into the strategy-making process, and by encouraging risk taking.

REVIEW QUESTIONS

. Explain each of the component activities in the definition of the strategic manage-

ment process. Which of these activities do you think is most important to the success
of an organization? Why?

. Summarize the traditional, resource-based, and stakeholder perspectives of strategic

management.

3. What are some of the considerations motivating companies to go global?

4. What is the difference between the strategic planning process and strategic

thinking?

5. Which of these is essential to effective strategic management?

6. What are the important characteristics associated with strategic thinking? How can

an organization encourage this sort of thinking?

. Who are the key players in the restaurant industry? Lodging industry? How did you

arrive at your lists?

CRITICAL THINKING AND APPLICATION
QUESTIONS

1. Identify deliberate and emerging strategies for various hotel companies. You may

find the following industry news web sites useful in your search for examples of
strategies:

www.globalhotelnetwork.com
www.hotelinteractive.com

www.hotel-online.com
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. Name several hospitality firms that you think outperform others. Why are they
higher performers? What would the traditional perspective have to say about these
high performers?

3. List an industry revolutionary. What makes this person or company revolutionary?

4. Research McDonald’s “Plan to Win” initiative. Will the focus on “Brand McDonald’s”

yield maximum return? Why or why not? You can start your efforts at www.mcdon
alds.com.

. China has been criticized for its unsafe products recently. There appears to be a back-
lash in the United States, a movement against buying Chinese products. Consumers
are avoiding products made in China and questioning providers about the origin
of products. In light of this, should hospitality companies take steps to eliminate
Chinese products; should they institute a system to ensure the safety of Chinese
products for their guests; or should such external environmental issues be ignored?
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YOU SHOULD BE ABLE TO DO THE FOLLOWING
AFTER READING THIS CHAPTER:

. Identify the most important elements of the broad environment, including the sociocul-
tural, economic, political, and technological contexts.

. Know the difference between a trend and a fad.

. Understand Porter’s five forces model and the nature of industry structure.

. Explain the difference between the operating environment and the broad environment.

. List and explain the various tactics managers can use to influence stakeholders.
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THE AFRICAN CHALLENGE

Africa in the 21st century is a continent of possibilities. With 53 independent and sov-
ereign countries, Africa is home to the largest desert and savanna plains, jungles, and
the pyramids. The adventure capital of the world leaves travelers awestruck, providing
affordable luxury, prize-winning wines, friendly people, and a rich culture. Even with
all of these natural resources, Africa is also one of the poorest and most underdeveloped
regions of the world. With a history that includes a slave trade, corrupt governments,
despotism, genocide, civil wars, and colonialism, these issues have all contributed to the
economic and political challenges of this vast and beautiful continent. Ongoing armed
conflicts, food shortages, and the AIDS pandemic are but a few of the challenges that
plague this part of the world. Almost half of Ethiopia’s children are malnourished, result-
ing in a stunted and weak workforce that still operates on manual labor. Sixty percent
of all people living in sub-Saharan Africa (approximately 25.8 million) have HIV, with
2.1 million deaths resulting from AIDS coming from this region. South Africa alone has
one of the highest AIDS infection rates in the world, with approximately 1,000 people
dying daily from the disease, leaving a staggering number of orphans.

One of the worst human rights violations in recent history is taking place in Darfur, a
region in Western Sudan. The Sudanese government, with the support of an Arab mili-
tia, the Janjaweed, began mounting a campaign of mass killing, looting, and systematic
rape of the non-Arab population of Darfur, in response to a rebellion initiated in 2003
by two local rebel groups: the Justice and Equality Movement (JEM) and the Sudanese
Liberation Army (SLA). In 2004, the United Nations Security Council called for a
Commission of Inquiry on Darfur, and by May 2006, the main rebel group (Sudanese
Liberation Movement) agreed to a draft peace agreement with the government. By May
2007, 400,000 Darfurians had died as a result of genocide, while more than 2.5 million
surviving inhabitants had fled to refugee camps.

Despite these tumultuous events, restaurants and hotels in the capital city of Khartoum
continue to serve patrons, but often without Sudanese workers. The manager of Mo’men,
a popular Egypt-based fast-food chain, believes that the Sudanese people don’t like to
work as hard as others do, so he hires Egyptians and Ethiopians. This view is voiced
by others who hire servers from the Philippines despite having to pay for their visas,
airfare, and housing. Another explanation offered is that the Sudanese lack the neces-
sary training. A third reason offered by some is that employers are reluctant to hire
black Sudanese women because of long-standing cultural divisions that exist between
northern Arabs and southerners of African descent. Finally, Islamic expectations view
it as unsuitable for women to serve people in public in Sudan. The impact of political
crisis, as well as cultural and religious expectations, all shape the way in which business
is conducted in this and all parts of the world.
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DISCUSSION QUESTIONS:

1. What opportunities and threats do you see
for hospitality firms that may wish to establish
businesses in Africa?

2. Why would the managers of local hospitality
establishments have difficulty taking advantage
of the Sudanese workforce displaced by war
and languishing in poverty?

I NTRODUOCTTION

he staffing challenges faced by the hospitality industry in Khartoum illustrate the com-

plex connection between political, religious, and cultural factors. Successful organiza-

tions stay abreast of changes in their external environments to anticipate concerns,
predict trends, and generate ideas. These activities lead to the identification of external
opportunities and threats, which are then considered by managers as they develop strategic
direction and formulate and implement organizational strategies.” The lack of qualified local
service staff in Khartoum may create an opportunity for an entrepreneur to consider the
development of a hospitality training program to fulfill the needs of local businesses.

The external environment can be divided into the broad and operating environments.
The operating environment is different for each firm, although similarities may exist among
firms in the same industries. The broad environment is not firm specific or industry spe-
cific. In other words, the major trends and influences that occur in the broad environment
impact many firms and industries, although the type and level of influence may be different
from one industry to the next. For example, the AIDS epidemic is felt strongly in the African
travel and lodging sectors; however, virtually every industry has been affected in some way.

The major components of the broad and operating environments are displayed in
Figure 2.1. An organization can have a much more significant influence on events that tran-
spire in its operating environment than it can in its broad environment. In fact, this is one
way to distinguish between the two environments. For example, it would be difficult for a
firm, working independently, to dramatically influence societal views on genocide, the role
of women, AIDS, or malnutrition. However, an organization can have a profound impact on
the attitude of its customers or suppliers, competitive rivalry, or even government regula-
tions (assuming proactive political activities). Because organizations typically can have only
a minimal influence on forces in the broad environment, the emphasis in the first section
will be on analyzing and adapting to those forces.
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The Broad Environment

Sociocultural Influences Technological Influences

The Operating Environment

. Competitors
Activist Local

groups communities
The Organization
Owners/Board of Directors Customers
Managers

Unions Employees

Suppliers

The media

Financial

. o Government agencies
intermediaries

and administrators

Economic Influences Political Influences

FIGURE 2.1 The organization, its primary stakeholders,
and the broad environment

|
|
This section describes many of the most important forces in the broad environment and how
some organizations respond to them.The emphasis in this section will be on scanning, moni-
toring, forecasting, and adapting to broad environmental influences. Figure 2.2 provides a brief
description of the ways in which you can analyze the broad environment, moving from the
most general scanning of many factors in the environment, to more focused and precise moni-

toring, projecting, and adapting of particularly important trends.
The broad environment forms the context in which the firm and its operating environ-

ment exist. The key elements in the broad environment, as it relates to a business organization
and its operating environment, are:

1. Sociocultural influences
2. Global economic influences
3. Political influences

4. Technological influences

These four areas will now be described, as well as examples of successful and unsuccessful
organizational responses.
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Scanning: General indicators—Looking for early warning signals from many trends.

Monitoring: Following specific indicators—An ongoing observation of key important trends.

Projecting: Forecasting the impact of key trends on the organization based on monitored
specific changes over time.

Adapting: Determining what requires change in the organization based on an assessment of the timing,
influence, and importance of specific trends. The key question is how the trends will affect firm strategy.

FIGURE 2.2 Broad environmental analysis

The Sociocultural Context
|

Society is composed of the individuals who make up a particular geographic region. Some
sociocultural trends are applicable to the citizens of an entire country. For example, a few of
the major social issues currently facing the United States are:

* Role of government in health care and elder care
* Terrorism and levels of violent crime

¢ Security of travel and public places

+ Global warming

« War and role of the military

¢ Declining quality of education

+ Financial market failures

e Quality and health levels of various imported and manufactured food
products

+ Pollution and disposal of toxic and nontoxic waste

Attitudes and beliefs can also relate to geographic areas that are larger or smaller than indi-
vidual countries. For example, people refer to the South, which alludes to the southern states
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of the United States; to Western culture (globally speaking); or to Latin American countries.
These sociocultural groups have meaning to most well-educated people, because of the widely
held beliefs and values that are a part of the culture in these areas.

ANALYSIS OF SOCIETAL TRENDS

The value of watching social trends is that it helps firms to understand preferences, strengthen
ties with existing customers, and create innovative products. The rising popularity of green
hotels and restaurant menus with organic foods are two examples of how broader social trends
can shape the industry. Hospitality firms that pay attention to social trends are able to:

* Recognize opportunities
« Identify unique generational and cultural differences
« Enhance corporate reputation

 Avoid unwanted legislation

The following sections discuss each of these benefits in turn.

OPPORTUNITY CREATION

First, broader societal influences can create opportunities for organizations. For example, soci-
etal interest in wellness has led to the development of state-of-the-art spas as a differentiating
feature in upscale hotels and resorts. Also, many baby-boomer couples had babies later in life
than did past generations, causing a demographic trend toward older couples with children.
The higher income levels of these more established parents means that they are more likely
to travel with their children, which has led to the development of programs that cater to their
special interests. One outgrowth of this trend is the creation of family-friendly cruises such
as the Disney Cruise Lines, and kid-friendly spas such as Phantom Horse spa in Phoenix,
Arizona. The health and wellness trends in the industry have evolved a host of intriguing con-
cept ideas such as airport spas, while treatments have ranged from the typical Swedish massage
to exotic snake and cactus massages, bird-dropping facials, and toxin-reducing suction-cupping
treatments.

Population characteristics, or demographics, are often used in marketing research to under-
stand subgroups or segments and the behaviors of a typical member of a segment. Demographic
trends, such as the average age of a population, ethnic mix, migration patterns, income levels,
and literacy rates, can help in the development of strategy. The impact of the post-war baby-
boomer population bulge (born 1946 to 1964) may have increased demand for stocks, fueling
the bull market of the 1990s, when members of this group began to save for retirement. As
this population group becomes elderly and retires, they will continue to shape the hospitality
industry in new ways, providing opportunities for companies in recreation and nursing homes.
Companies in many industries are taking advantage of this trend by offering special services
and discounts to senior citizens. For example, the failing eyesight of the large group of baby
boomers has been identified and accommodated in restaurants such as Romano’s Macaroni
Grill, a nationwide chain of Italian restaurants, which provides reading glasses and large-print
menus on request.’
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TAL GENERATIONAL COHORTS IN AMERICA
Focti"
)\/)\,C/ |. Depression cohort
'/L:)L”,\\’- (born from 1912 to 1921)
SpEr
\t‘k/l Memorable events: The Great Depression, high unemployment, poverty, and

financial uncertainty

Key characteristics: risk adverse, desire for financial security, and strive for
comfort

2. World War Il cohort (born from 1922 to 1927)

Memorable events: men going to war and many not returning, the personal experience of
the war, women working in factories, and a focus on defeating a common enemy

Key characteristics: the nobility of sacrifice for the common good, patriotism, and team players

3. Post-war cohort (born from 1928 to 1945)

Memorable events: sustained economic growth, social tranquility, The Cold War, and
McCarthyism

Key characteristics: conformity, conservatism, and traditional family values

continues...

GENERATIONAL AND CULTURAL AWARENESS

Culture 1s defined as an evolving set of shared beliefs, values, and attitudes that help shape how a
social group thinks, sees,acts,and reacts to various events and situations.* A generation may shape
its identity or distinctive beliefs and views as a result of social, political, and economic events
that occur during the preadult years. These groups are called generational cohorts, because they
experience the same events at the same time. For example, the Republican Era (1911-1949)
in China was a period of extreme poverty, war, and political instability culminating in the
Civil War of 1945-1959.° The next two generational eras were under Chinese Communist
rule (i.e., the Consolidation Era 1950-1965 and the Great Cultural Revolution 1966—1976)
and stressed a classless society, conformity, and self-sacrifice. The Social Reform Era in China
(1978—present) encourages individual achievement, materialism, and entrepreneurship.

In the United States, Generation Y is one of several terms, including Echo Boomers,
Millennials, the Second Baby Boom, and the Internet Generation to describe a group born
roughly between 1980 and the present.® A comprehensive study of Americans, linking world
events to their importance for various individuals, revealed seven distinct cohorts as described
following, along with the memorable events that define them and the key characteristics of the
cohort.” (See the “Hospitality Focus” boxed section above which continues on page 43.)
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4. Baby Boomer cohort | (born from 1946 to 1954)

Memorable events: assassinations of John F. Kennedy and Martin Luther King Jr., political
unrest, putting a man on the moon, Vietnam War, antiwar protests, social experimentation,

sexual freedom, civil rights movement, environmental movement, women’s movement, pro-

tests and riots, and experimentation with various intoxicating drugs

Key characteristics: experimentation, individualism, free-spirited, and social cause oriented

5. Baby Boomer cohort 2 (born from 1955 to 1964)

Memorable events: Watergate, Nixon resigns, the Cold War, the oil embargo, inflation, and

gasoline shortages
Key characteristics: distrust of government, pessimism, and general cynicism

6. Generation X cohort (born from 1965 to 1983)

Memorable events: Challenger explosion, Iran-Contra, social malaise, Reaganomics, AIDS, safe

sex, fall of Berlin Wall, and single-parent families
Key characteristics: quest for emotional security, entrepreneurial, and informal

7. Generation Y cohort, also called N Generation (born from 1984 to present)

Memorable events: rise of the Internet, September | Ith attacks, cultural diversity, and two

wars in lraqg

Key characteristics: quest for safety and security, heightened fears, acceptance of change, tech-

nically savvy, and environmentally conscious

CORPORATE REPUTATION

A positive organizational reputation among stakeholders such as customers and suppliers may
increase demand for products or lead to increased business opportunities. Awareness of and
compliance with the attitudes of society can also help an organization avoid problems associ-
ated with being perceived as a “bad corporate citizen.” For example, Denny’s was known for
many years as one of America’s most racist companies. However, Ron Petty, Denny’s CEO,
introduced initiatives that turned the company into a model of multicultural sensitivity.® In
general, the public is becoming increasingly distrusting of larger corporations, a part of the
aftermath of the Enron, WorldCom, and Tyco scandals.

The distrust of corporations goes hand in hand with greater confidence in the views
and opinions of consumers, particularly the views of other travelers. Social media web sites and
blogs, for example, have become an important tool for prospective hotel guests who visit these
sites to read comments and reviews about the hotels at their destination before they make a
reservation. Online buzz is a powerful way for customers to discover both bad and good infor-
mation about travel businesses. (See the “Hospitality Focus” boxed section on page 44.)
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F8éE§T§\/)I:\5L% ONLINE BUZZ

he challenge for the industry in dealing with social media web sites

TR - . .
Ve L\:}\.I,ﬂ and blogs is to know what the buzz is and how to add positive buzz
! i‘@é%’/ about your own business. More than 40 percent of all online travel
e

shoppers visit web sites and blogs to read comments and reviews about a
hotel or destination before making a reservation. According to Richard Walsh,
Vice President of Lodging Interactive:

In our months of research prior to launching Chatter Guard, our online service to help hotels
capture, analyze, report, and respond to user-generated media, we found that online buzz

is available on thousands of web sites, and whether the comment is good or bad or even
whether it is accurate or not, it will affect a hotel’s business. So it is infinitely important that
you manage your online reputation, and that is done by being responsive to any type of online
chatter. The social media web sites and blogs are replacing the office water cooler.They are
where people are finding out about travel services and deciding which service they will pur-
chase and which ones they will not.”

Companies such as Four Seasons, Marriott, and McDonald’s go to great lengths to pres-
ent themselves in a positive light. Each year, Forfune magazine rates corporations on the basis
of their reputations. One of these issues began with the following introduction: “Each year we
hear of more companies that have made an explicit corporate goal of improving their per-

10 Four Seasons, Starbucks, and

formance in Fortune’s annual survey of corporate reputations.
Marriott are hospitality favorites on the Fortune 100 best companies to work for list. A corpo-
rate reputation can be a very important organizational resource, because it cannot be imitated

completely. The value of this resource will be discussed further in Chapter 3.

SOCIAL RESPONSIBILITY

Finally, correct assessment of social trends can help businesses avoid restrictive legislation, which
can be a threat to organizational success. Industries and organizations that police themselves are
less likely to be the target of legislative activity, while being perceived as socially responsible.
Social responsibility is when a firm takes a proactive stance in its social role, going beyond what
is called for by law. Legislative activity is often generated in response to a public outcry against
the actions of firms or industries. A socially responsible firm not only refrains from acting
unethically, but also voluntarily seeks to improve society. Important legislative and regulatory
issues that affect the restaurant industry include obesity lawsuits, health and safety regulations,
O immigration reform, business meal deductibility, trans-fat bans, and minimum-wage regula-
/)fﬁ}if tions. A complex social issue facing the restaurant industry is its role in influencing a healthy

ey

€27 lifestyle for diners. (See the “Hospitality Focus” boxed section on page 45.)

Correct evaluation of societal forces can help direct organizational planning. For instance,
understanding trends and fads can help an organization forecast industry demand for new
products and services and their staying power. Trends usually capture long-term changes or
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FSEE&TAL;;D{ SOCIAL RESPONSIBILITY AND HEALTHY FOODS
/,)“/,7\1 ew York City became the nation’s first city to ban artificial trans
/ \_:)L”Ff fats at restaurants. Trans fats are frequently used in frying and
\ é\EF‘L'/ baking, and are formed when hydrogen is added to liquid oils to

make them solid fats. The health concern is based on numerous studies that
have revealed that trans fats raise the risk of heart disease by increasing bad
cholesterol while lowering the good high-density lipoprotein (HDL) cholesterol. These human-

made fats are considered much worse for you than any other natural fat, even the saturated
fats found in butter and beef, according to experts. Despite the health concerns, the restau-
rant industry views the ban as unnecessary and burdensome. Dan Fleshler of the National

Restaurant Association (NRA) noted, “We don’t think that a municipal health agency has any
business banning a product the Food and Drug Administration has already approved.” Before

passage of the ban, the NRA argued that the city’s approach was too narrow and did not

address the much larger health issue. They further observed that the supply of trans fat—free

oils is in short supply, which would pose a problem for some chains for years to come. The
association urged the city to focus on the larger health picture and work to educate citizens
and the business community on the importance of a healthy lifestyle."

movements that are substantial to the society and last. In contrast, a fad is a cultural blip, it’s
what’s hot, but fades fast and doesn’t return. While a trend might begin with a few people, the
trendsetters, it becomes central to the broader culture. For example, many people considered
hip-hop music to be an urban fad of the early 1980s. More than 20 years later, hip-hop is
deeply rooted in popular culture from fashion to advertising jingles.

Distinguishing long-term food trends from fads is not always an easy task. Evolving con-
sumer food preferences and dining habits considered to be trends will impact menu research
and development for an extended time. Experts suggest that ethnic foods (Asian, Pan-Asian,
Mediterranean, Latin), premium products (bottled water, upscale coffees, exotic mushrooms),
products perceived to have healthful benefits (organic, grass-fed and free-range, pomegranates,
bite-size desserts), flavorful foods (fresh herbs, salt, pan searing and grilling), and convenience
foods (specialty sandwiches) all have staying power.'> The popularity of television chefs has
raised the profile of the culinary profession influencing food trends, while diet fads can shift
the focus of menu design in the short term. Table 2.1 shows the results of a survey of chefs
from the American Culinary Federation ranking items that are “hot” and “cool” (passé)."> Food
fads may come and go, but dining out is here to stay as an integral part of our lifestyles, with
Americans spending 47.9 percent of their food dollars away from home.'* A senior manager of
a cookware chain makes the following prediction about cooking in the future:

It’s headed toward easier and more convenient cooking. I don’t think people will let their favorite
dishes disappear, but the kind of cooking done by our grandmothers will. People just don’t
have the time and there are too many alternatives. People used to cook three meals a day because
they had to, even if they did not like to cook. Now there are other options. People today cook on
weekends and to entertain. "
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TABLE 2.1 Top 20 Culinary Trends

Hot ITEMS

CoolL ITEMs (PASSE)

Bite-size desserts

Locally grown produce
Organic produce

Small plates/tapas/mezze
Specialty sandwiches
Craft/artisan/microbrew beer
Sustainable seafood

Grass-fed items

Energy drink cocktails

Salts (e.g., sea, smoked, colored, kosher)
Ethnic fusion cuisine
Flatbreads

Martinis/flavored martinis
Moijito

Asian entrée salad
Pomegranates

Asian appetizers
Microdistilled/artisanal liquors

Organic wine

beer cocktails)

Specialty beer (e.g., seasonal, fruit, spice/herb,

Fruit/flavored wine

Starfruit

Tofu

Kosher wine

Low-carb dough

Mezcal

Vermouth

Chai

Dried fruits

Prickly pear/cactus pear/cactus
Foie gras

Kosher items

Indonesian cuisine

Barley

Low-fat/nonfat sauces and dressings
Lychee/litchi

Crépes (sweet/savory)

Guava

Cakes/layered cakes

Cobb entrée salad

Source: What’s Hot and What’s Not Chef Survey of 1,282 members of the American Culinary
Federation, National Restaurant Association, 2007 (www.restaurant.org).
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The Economic Context
]

Economic forces can have a profound influence on organizational behaviorand performance. Eco-
nomic forces that create growth and profit opportunities allow organizations to take actions that
satisfy many stakeholders simultaneously, particularly owners, employees, and suppliers. When
economic trends are negative, managers face tremendous pressures as they balance potentially
conflicting stakeholder interests, often between employees and owners.

Economic growth, interest rates, the availability of credit, inflation rates, foreign exchange
rates, and foreign-trade balances are among the most critical economic factors (see Table 2.2).
Many of these forces are interdependent. Organizations should constantly scan the economic envi-
ronment to monitor critical but uncertain assumptions concerning the economic future, and then
link those assumptions to the demand pattern and profit potential for their products and services.
These assumptions often form the base on which strategies and implementation plans are built.

Economic growth can have a large impact on consumer demand for hospitality services.
Consequently, hospitality organizations should consider forecasts of economic growth in deter-
mining when to make critical resource-allocation decisions such as expansion and new market
entry. The economy of India is a case in point of fast growth, with the signs of rising prices that
could set off an inflationary spiral, although their inflation remains much lower than in many
developing countries.'® Nevertheless, prices in India are rising more than twice as fast as in
China, and faster than those in industrialized countries.

Rising food prices in India are attributed to a wide range of global factors, including
poor harvests in Australia, the growing use of crops to produce ethanol, and a higher cost of
diesel fuel for tractors. The government policy of encouraging futures trading in agricultural

TABLE 2.2 A Few of Many Global Economic Forces to Monitor and Predict

FoRcE POTENTIAL INFLUENCES

Economic Growth Consumer demand, cost of factors of production, availability of
factors of production (especially labor and scarce resources)

Interest Rates Cost of capital for new projects, cost of refinancing existing
debt, consumer demand (due to customer ability to finance
purchases)

Inflation Interest rates, cost of factors of production, optimism or

pessimism of stakeholders

Exchange Rates Ability to profitably remove profits from foreign ventures,
government policies toward business

Trade Deficits Government policies, incentives, trade barriers
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commodities is cited as an explanation for higher prices. Wholesale price inflation has acceler-
ated to 6 percent, with the consumer price index rising nearly 7 percent in urban areas over
the period 2006-2007, and almost 9 percent in rural areas, where more than two-thirds of the
population lives and where higher food prices are having the biggest effect."”

Inflation and the availability of credit, among other factors, influence interest rates that
organizations have to pay. High interest payments can constrain the strategic flexibility of
firms by making new ventures and capacity expansions prohibitively expensive. Conversely,
low interest rates can increase strategic flexibility for organizations and also influence demand
by encouraging customers to purchase goods and services on credit. For example, the Wynn
Macau casino resort refinanced a $744 million loan to secure a lower interest rate.'® Strong cash
flows and earnings success of their casinos enhanced the ability of the firm to negotiate better
terms for the loan to construct its downtown Macau casino hotel.

Volatile inflation and interest rates, such as those experienced in the United States in
the 1970s and in South American and Eastern European countries, increase the uncertainty
associated with making strategic decisions. Therefore, inflation and interest rates are worthy of
monitoring or forecasting efforts in most organizations, but especially in those that are highly
dependent on debt or have customers who finance their purchases.

Foreign-exchange rates are another major source of uncertainty for global organizations.
Companies sometimes earn a profit in a foreign country, only to see the profit turn into a loss
due to unfavorable currency translations. Furthermore, the organization may have billings in
one currency and payables in another. Foreign-trade balances are relevant to both domestic and
global organizations, because they are an indication of the nature of trade legislation that might
be expected in the future. For example, the United States has run a trade deficit since the mid-
1970s, while China has a strong trade surplus with no indication of reductions in demand for
their products, despite rising costs and greater consumer concerns about quality after a series
of recalls of tainted products from pet food and toothpaste to toys.'” Finally, several economic
variables may be interesting to specific types of firms. For example, gasoline price fluctuations
have been found to influence U.S. lodging demand.”’

Executives involved in strategic planning should develop their own sets of economic vari-
ables to track and forecast. The variables discussed here are just examples. Unexpected shocks to
the world economy, such as wars, terrorist attacks, or an epidemic such as SARS (Severe Acute
Respiratory Syndrome), can have serious implications for hospitality organizations; however, these
situations are almost impossible to predict. The coordinated bomb attacks on the Grand Hyatt
Hotel, the Radisson SAS Hotel, and the Days Inn in Amman, Jordan, in 2005 killed 60 people
and injured 115 others. The Glasgow International Airport attack in 2007 occurred when a car
loaded with propane canisters crashed through the main terminal entrance. Both of these incidents
were impossible to anticipate. In general, the increasing frequency of such jolts has made hospital-
ity firms extremely sensitive to complex global political issues and their impact on the industry.

The Political Context
|

Political forces, both at home and abroad, are among the most significant determinants of orga-
nizational success. Governments provide and enforce the rules by which organizations operate.
These rules include laws, regulations, and policies.
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Governments can encourage new-business formation through tax incentives and subsidies,
or through direct intervention. For example, several U.S. cities have directly financed the devel-
opment of hotels intended to serve local convention centers. Governments can also restruc-
ture companies, as in the case of the American Telephone and Telegraph (AT&T) breakup, or
totally close firms that do not comply with laws, ordinances, or regulations. Alliances among
governments provide an additional level of complexity for businesses with significant foreign
operations. Also, some countries have established independent entities to counsel them on
government policy. For example, the Australian government uses task forces to help devise
policy.?! They are independent of both business and government. Recently, these task forces
have examined technological progress and the needs of various industries to evolve in order to
become more competitive.

Some organizations find themselves in a situation in which they are almost entirely depen-
dent on government regulators for their health and survival. In many countries, tight regula-
tory controls are found in a wide variety of industries. In countries such as China or Cuba, the
government has significant control over the actions of firms. In the United States, utilities are
a good example of a highly regulated environment; however, hospitality firms tend to be less
regulated than firms in other businesses are.

Although all organizations face some form of regulation, there is a trend toward deregula-
tion and privatization (transfer of government productive assets to private citizens) of industries
worldwide. In Italy, for example, the government plans to sell Alitalia Airlines, the national
airline carrier that has not posted a profit since 1998 and has net debt of more than 1 bil-
lion euros.”? In Eastern Europe, many industries are struggling to survive and prosper in an
emerging market economy. While Central and Eastern Europe initiated privatization programs
to transition their economies after 1989, developed countries such as New Zealand and the
United Kingdom have also engaged in comprehensive efforts. Privatization has been viewed
as successful in the telecommunications industry in Europe, although some question the suc-
cess of these efforts in the Republic of Ireland. In the United States, the past 20 years have
brought the deregulation of the airline, banking, long-distance telephone, and trucking indus-
tries. With deregulation, existing industry competitors face turbulence and unpredictability.
The highly volatile airline industry is an excellent example. However, deregulation can provide
new opportunities for firms to enter the market. JetBlue, a relative newcomer, is thriving amid
the struggles of other air carriers.

Monitoring and complying with laws and regulations is a good idea from a financial perspec-
tive. Involvement in illegal activities can result in a significant loss of firm value.? Failure to operate
responsibly can often lead to new legislation. The accounting scandals that cost investors in corpora-
tions like Enron, Tyco International, and WorldCom billions of dollars resulted in the creation of the
Sarbanes-Oxley Act of 2002. This piece of legislation was established to oversee and regulate issues
of auditor independence, internal control assessment, and financial disclosure. While some see the
law as enhancing corporate accountability, others view it as an intrusion into corporate manage-
ment. The “Hospitality Focus” boxed section on page 50 demonstrates what can happen when an

organization mishandles or ignores government regulation.

Lawmakers often pursue legislation in response to requests and pressures from constitu-
ents. Regulatory agencies and revenue-collection agencies develop the specifics of the regula-
tions needed to carry out new laws, and they serve an enforcement role as well. The courts
handle disputes, interpret laws as needed, and levy fines and penalties. Although one orga-
nization may not be able to alter major political forces as a whole, it may have considerable
impact within its own specific industries and operating domain. Consequently, major political
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F8éEgTAL5U MISHANDLING GOVERNMENT REGULATION
,)\)\A/ uying California’s most famous, most beautiful, most historic
UNT golf course—the one where Bing Crosby kidded Bob Hope and

by . . .
':QEH-/ knocked out ashes from his pipe against the cypress trees—must
e

have seemed the coup of coups to Minoru Isutani, owner of Cosmo World,

a Japanese golfing conglomerate. True, the price he paid in September
[990—said to be somewhere between $800 million and $1 billion—seemed high, but Isutani
had a plan. He would transform Pebble Beach into a private club, with memberships (at
$740,000 each) sold primarily to wealthy Japanese. Golfers of lesser means protested. Under
existing rules, anybody willing to endure a waiting list and pay a $200-per-person greens fee
could play the course. But if Pebble Beach went private, the best hours would be reserved for
members. Enter the California Coastal Commission, all-powerful in matters of coastal access:
Did the new owners have a commission permit for this conversion? No, they didn’t. They didn’t
think they needed one. The commission ruled they did, and withheld it.?*

forces are considered a part of the broad environment, while government agencies and admin-
istrators are considered a part of the operating environment. Political strategies for dealing with
government within industries will be described later in this chapter.

The Technological Context
|

Technological change creates new products, processes, and services, and, in some cases, entire
new industries. It also can change the way society behaves and what society expects. Notebook
computers, compact discs and MP3 players, direct satellite systems, and cellular telephones are
technological innovations that have experienced extraordinary growth in the last decade, leav-
ing formerly well-established industries stunned, creating whole industries, and influencing the
way many people approach work and leisure. Computers and telecommunications technolo-
gies, for example, have played an essential role in creating the increasingly global marketplace.
The Internet, in particular, added a new communications and marketing tool that has led to

R many new global business threats and opportunities. Organizations that don’t embrace techno-

logical change may live to regret it. (See the “Hospitality Focus” boxed section on page 51.)
Technology refers to human knowledge about products and services and the way they are
made and delivered. This is a fairly broad definition of technology. Typically, technology is
defined in terms of such things as machinery, computers, and information systems. However,
technologies don’t have to be technically sophisticated. For example, there is a technology
associated with cooking or with cleaning a room. Just because these technologies are simple
does not mean that technological opportunities do not exist. There is still room for innovation
and improvement. Industry consultant Grace Leo-Andrieu, in an interview with Travel+Leisure
magazine, paints a picture of the future in which hotels offer “services that may not necessarily
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THE USE OF TECHNOLOGY: ONLINE TRAVEL Fgéﬁ TALB"'Y
)
se of online Internet sites for hotel bookings has exploded. /)})_)\é
l | Orriginally envisioned as an online alternative to “brick-and- '/ \_L{”ﬂ
mortar” travel agencies, these sites have now evolved into :E‘—,\L/

online merchants, while putting pressure on room prices. In response,

Travelweb LLC, originally launched as Hotel Distribution System LLC

in February 2002, was formed and is currently backed by Hilton Hotels Corporation,
Hyatt Corporation, Marriott International, InterContinental Hotels Group, Six Continents

Hotels, Starwood Hotels, and travel technology provider Pegasus Solutions, Inc. Travelweb

pioneered the seamless merchant distribution model, which some believe returned yield
and revenue management capabilities back to hoteliers, while broadening their distribu-
tion options.?

be performed by humans. Food and drinks could be dispensed by machines or robots, rooms
could be cleaned by built-in vacuum and disinfecting systems, and a quick back-and-foot mas-
sage could be provided by a robotic apparatus.”’*

Technological innovations can take the form of new products or processes, such as high-
definition televisions and cellular phones.When an innovation has an impact on more than one
industry or market, it is referred to as a basic innovation. Examples include the microprocessor,
the light bulb, superconductors, and fiber optics. Basic innovations reverberate through society,
transforming existing industries and creating new ones. The hospitality industry has the chal-
lenge of selecting appropriate technologies for consumers, whether they be three-dimensional
holographic teleconferencing or smart cards embedded with microchips that allow the hotel
to personalize the guest experience, from checking in automatically to remembering guest
preferences. An industry study reported that although in-room fax machines and cell phone
rentals were not popular hotel technologies, Internet reservation systems, management e-mail
systems, in-room modems, and voice mail were.” The challenge for many hospitality manag-
ers is determining which technology innovations are appropriate, particularly as the growth in
bandwidth demand increases. Bandwidth is a particularly challenging issue as guests continue
to require more bandwidth to download video, watch TV (e.g., Slingbox), use VoIP (Voice-
over-Internet Protocol) like Skype or Vonage, and use a VPN (Virtual Private Network) to
conduct business.

Technological change is difficult, but not impossible, to predict. An understanding of the
three characteristics of innovation can help an organization develop a plan for monitoring
technological change. They are:

1. Innovations often emerge from existing technologies.
2. A dominant design will eventually be widely adopted.

3. Radical innovations often come from outside of the industry group.

These three characteristics will now be discussed.

51
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F8éﬂ TAL!'LY INNOVATION: THE COMPCIERGE

/)\%\,)% o efficiently and quickly respond to the increasing number of guest
/ L::?r requests for assistance concerning computer-related problems, several
'QE}—:F/ companies, including the Ritz-Carlton Hotels and the InterContinental

Hotels, have created a staff position within

the MIS department. The “compcierge,” technology-butler; or tech-
nology concierge is a position designed to handle the array of unanticipated computer problems
that can plague a traveler. Can’t open a document? Can’t connect to the Internet? Don’t worry,
computer whizzes are on call day and night to solve guest problems. As Michael D’Anthony, the de-
veloper of Ritz-Carlton’s companywide program noted, “Everyone’s on the Internet now, and eve-
ryone needs their e-mail. When they travel, they run into problems. Either they can’t plug in their
computer, or they don’t know how to change the settings on their computer, or they can’t figure
out how to get their e-mail, or whatever.” These technology experts are a combination of techni-
cian and diplomat as they calm frustrated and tense guests. “If it’s 3 in the morning, we'll be there,”
says Victor Martinez, who works at the Boca Raton Resort and Club. “We'll get it working.” The
tech crew at the Biltmore Hotel in Coral Gables once helped a business group set up their entire
network at the hotel’s conference center so it was a live extension of their New York office, giving
them e-mail and data access.”

INNOVATIONS FROM EXISTING TECHNOLOGIES

As James Utterback pointed out in his book Mastering the Dynamics of Innovation, most innova-
tions draw from the existing technologies of the time, but, through a new configuration of
some type, they fulfill a new need or fulfill an existing need better.”” For example, the first
personal computers were sold as do-it-yourself kits for electronics enthusiasts and used existing
electronics technology. It was only after Apple Computer provided a user-friendly interface
and appearance, and software designers provided applications, that the personal computer (PC)
began to gain legitimacy as a home and office machine. With the entry of IBM into the market,
which further signaled the importance of the innovation, the market for personal computers
exploded. Since then, innovations in semiconductor and microprocessor manufacturing have
lead to smaller, less-expensive components, which has improved aftordability and design flex-
ibility. Now business travelers and even tourists often travel with an array of technological toys
and tools. A recent survey of visitors to the Hostelworld.com web site found that 21 percent
travel with a laptop, 54 percent with an MP3 player, 83 percent with a mobile phone, and 86
percent with a digital camera.” The evolving technologies for travelers provide both opportu-
nities and challenges to hoteliers as they try to determine the staying power of various network
and infrastructure investments, and as consumers continue to demand fast, wireless, and free.

ADOPTION OF A DOMINANT DESIGN

Innovations in the PC industry illustrate a second characteristic of technological innovation. Just
like the invention process, commercial innovations tend to evolve through predictable stages—
from chaotic efforts to develop variations on the innovation to the emergence of a dominant
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design as customer needs become clear.’’ The emergence of a dominant design has strategic
implications for firms in the industry and for firms considering entering the industry. A dominant
design suggests that the industry may evolve as a commodity—with customers comparing prices
and businesses finding fewer ways to create differences that customers will pay for.

For example, when the PC was first emerging, many companies entered the market. They
each had different target applications, different keyboard configurations, different operating sys-
tems, different microprocessor capabilities, and different overall appearances. Each manufacturer
was struggling to create a computer that would appeal to a largely unknown target market.
Over time, however, the PCs began to converge toward a dominant design: operating systems
with pull-down menus and user-friendly icons, a standard keyboard, standard word-processing/
spreadsheet/graphics applications, and a standard microprocessor. Although computers made
by different companies are not identical, they are now so similar that few people have trouble
moving from model to model. This standardization of computers has made it possible for hotels
to provide computer-related services efficiently, one of the latest being a technology concierge.
(See the “Hospitality Focus” boxed section on page 52.)

RADICAL INNOVATIONS FROM OUTSIDE
THE INDUSTRY

A third characteristic of the innovation process is that radical innovations usually originate
outside of the industry boundaries, which makes monitoring of trends outside the immediate
competitive group so important. For example, it was not the existing office-machine compa-
nies that developed the PC, although office machines were ultimately displaced by PCs. Many
innovations in electronics, telecommunications, and specialty materials originated with space
and military projects and were adopted by other industries for use in commercial applications.
In general, when the rate of improvements with an existing technology begins to slow down,
the likelihood of a substitute innovation increases.

Hospitality firms should monitor the technological developments in industries other than
their own, conducting brainstorming sessions about the possible consequences for their own
services and markets. Recently, for example, seven European rail companies and their high-
speed subsidiaries announced plans to link their reservations system and create a new seamless
network that will compete with air and road travel over international borders. Railteam, the
new railway network, will include Deutsche Bahn, SNCE SNCB, NS Hispeed, SBB, Eurostar
U.K.,and others in an airline-style alliance that will provide business travelers with value-added
services, including a rewards program.’” Early innovators with new technologies enjoy first-
mover advantages with regard to winning over and keeping customers.

DEALING WITH TECHNOLOGICAL CHANGE

To help identify trends and anticipate their timing, companies may participate in several kinds
of technological-forecasting efforts. In general, organizations may:

* Monitor trends by surfing the Web, studying journals, and staying current
with the latest reports.

« Solicit the opinion of experts outside of the organization. This is a more
formal method of technological forecasting, and these experts may be

e\
a3

=_
N

N

53



SZ8 CHAPTER 2 B THE ENVIRONMENT AND EXTERNAL STAKEHOLDERS

interviewed directly or contacted as part of a formal survey, such as a
Delphi study.

» Develop scenarios of alternative technological futures, which capture dif-
ferent rates of innovation and different emerging technologies. Scenarios
allow an organization to conduct “what-if”’ analyses and to develop alter-
native plans for responding to new innovations.

In addition to forecasting, some organizations establish strategic alliances with universities to
engage in joint research projects, which allow them to keep abreast of trends. For example, the
Center for Hospitality Research at Cornell University has research collaborations with numer-
ous hospitality firms as well as reports available for downloading.*> Other hospitality programs
have similar programs.

Change and Interdependence among the Broad

Environmental Forces
|

Although each of the broad environmental forces has been discussed separately, in reality they
are interdependent. For example, social forces are sometimes intertwined with economic forces.
In the United States, birthrates (a social force) are low, and, because of improved health care
and lifestyles (another social force), people are living longer. This demographic shift toward an
older population is influencing economic forces in society. For instance, the older population
means that there are shortages of young workers to fill the service jobs in hospitality, while
demand for premium services by older consumers is increasing.

To assess the eftect of broad environmental forces, including those that are interdependent,
organizations often create models of their business environments using difterent scenarios. The
scenarios are composed of optimistic, pessimistic, and best-case assumptions and interpretations
of various economic, social, political, and technological data gleaned from an organization’s
business-intelligence system. Continuing the example of the aging population, a firm provid-
ing services for the elderly might develop different demand and wage-rate scenarios as a way
of considering several possible future business environments.

Information about broad environmental forces and trends is often available through public and
private, published and unpublished sources, but organizations must take deliberate steps to find and
use the information. For example, industry surveys, information about consumer trends, demo-
graphic patterns, economic trends, investment patterns, technological advances, and even societal
views are widely available through published sources and government reports in libraries and on
the Internet. Mintel publications, available in many university libraries, produces more than 600
reports covering an extensive number of industry sectors and focusing on European, UK-specific,
and U.S. consumer intelligence reports. Mintel offers a host of travel and leisure reports that analyze
market sizes and trends, market segmentation, consumer attitudes, and purchasing habits.

Table 2.3 contains a chart that can help organizational managers track trends in their broad
environments. It can also be used to generate strategic alternatives. On the left, a manager should
describe the nature of each trend. The column in the middle can be used to identify each trend
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TABLE 2.3 Assessment of the Broad Environment

IMPLICATION FOR ORGANIZATION

ORGANIZATIONAL
TRrRENDS, CHANGES, OR FORCES OPPORTUNITY THREAT NEUTRAL REsPONSE, IF ANY

Sociocultural Influences

* Attitude changes

* Demographic shifts

* Sensitive issues

* New fads

* Public opinions

* Emerging public-opinion leaders

Global Economic Forces

* Economic growth

* Unemployment

* Interest rates

* Inflation

* Foreign-exchange rates

* Balance of payments

* Other (depending on business)

Technological Forces

* New production processes

* New products/product ideas

» Current process-research efforts

e Current product-research efforts

* Scientific discoveries that may have
an impact

Political/Legal Forces

* New laws

* New regulations

* Current administrative policies
* Government stability wars

* International pacts and treaties
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CONSUMER TRENDS: MASSCLUSIVITY Fgémm["w

assclusivity, or giving the masses exclusive access to high qual- )\%\%

ity, was exploited by Fergus McCann, a Scottish-American //L:):(
entrepreneur, when he created a new business called 'i\E}éF/

LimoLiner. This entrepreneur, who made his fortune in the golf vaca-

tion industry, considered the frequent delays, long lines, lost luggage,

and overcrowded terminals of typical airline and train travel an opportunity to provide a
28-passenger, state-of-the-art, luxury bus. Offering service between New York and Boston,
LimoLiner provides services such as leather seats with 41 inches of leg room (typical buses,
by comparison, have 27 inches), seat-side power outlets, flat-panel televisions tuned to
either news or a movie, clear and constant cell phone reception, sandwiches and coffee, a

| 0-seat conference center, clean bathrooms (with flowers), and wireless Internet access,
all for the low price of $79 one way. This luxurious bus is now a threat to short-distance
train and airline routes. LimoLiner hopes to take passengers from airline shuttles like those
of Delta Air Lines and US Airways, and from Amtrak’s Acela Express trains. LimoLiner is
cheaper than either taking the train or plane (a one-way ticket on Acela starts at $99, and
the airline shuttles start at about $250 for a walk-up fare), and its amenities were designed
to compete with the shuttles’ first-class cabins and Acela Express’s business-class service. “|
started LimoLiner because | believe that traveling well is not a privilege, but a right—every
traveler’s right,” notes McCann.**

as an opportunity, a threat, or as neutral to the organization. The third column should list pos-
sible actions the firm could take to respond to the opportunities and threats, if appropriate.
Opportunities and threats are conditions in the broad environment that help or hinder, respec-
tively, a firm’s efforts to achieve competitiveness.™ Key opportunities and threats may come from
unlikely sources, and very often can be viewed as two sides of the same coin, meaning that an
opportunity that competitors exploit can become a threat. An Amsterdam-based company called
Trendwatch.com scans worldwide to locate consumer trends, such as exclusivity for the masses,

. a trend they have coined as “Massclusivity” or “Five Star Living,” a term they use to refer to the
Bz ing market for combining the | f five-star hotel ise ships with resid
P emerging market for combining the luxury of five-star hotels or cruise ships with residences or
(o] o . i
& other real estate development.®® (See the “Hospitality Focus” boxed section above.)

Gathering Information on

International Environments
]

Collecting information on the broad environment in an international setting can be a signifi-
cant challenge. Although most industrialized nations have similar sources of trend data, devel-
oping nations will not. Consequently, organizations often rely on a local firm to provide the
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kinds of broad environmental insights necessary for good strategic decision making, or turn to
organizations such as the World Tourism Organization (WTO), which provides statistics and
market reports for a wide variety of countries and regions of the world. In the lodging industry,
Smith Travel Research and The Bench provide a comprehensive database of hotel performance
information, while HVS (Hospitality Valuation Services) makes available a wide array of articles
about all aspects of hospitality, including hotel investments, lending, operations, asset manage-
ment, sales and marketing, and public relations.”’

As an organization becomes involved in or even interested in international business
opportunities, the amount of data that must be collected and analyzed increases dramatically.
The economic, social, and political environments of various countries and continents can be
very different. Africa, for example, must work with serious issues of hunger and poverty. As
David DeVilliers, WTO deputy secretary-general, noted, “Passion for Africa and a belief in the
power of tourism as a change agent can be major factors in responding to the challenges of
poverty and inequity””*® China faces the challenges of stress on tourism infrastructure as tour-
ism accelerates. Beijing, home of the 2008 Summer Olympics, is tied with Venice on the list
of top vacation destinations.” European travelers are directing their attention to Croatia, the
Czech Republic, Poland, Istanbul, and even Albania, as these Eastern European countries begin
to offer higher-quality hotels and tourist amenities in comparatively less expensive locations.
Key environmental factors to any hospitality firm are:

1. The openness of a country’s borders
2. The tourism infrastructure
3. The availability of tourism support systems

4. Frequency of airline routes

Ofall the elements in the broad environment, perhaps societal difterences are the most dif-
ficult to analyze, monitor, predict, and integrate into the strategic plan. For example, the explo-
sion of immigrants from southern and southeastern Asia, Pakistan, Thailand, and India will
shape any analysis of the global tourism environment. To illustrate the impact of population
growth, Malcolm Gladwell, author of The Tipping Point and Blink, shows in a recent New Yorker
article how dependency ratios—or the relationship between the number of people who aren’t
of working age (the young and the old) to those who are—can shape the social and economic
future of a country. (See the “Hospitality Focus” boxed section on page 58.)

Differences also exist within the technological environment; however, they tend to be a
little less severe because of global information sharing and standardized technologies in many
industries. The primary differences stem from the fact that some countries are more advanced
in certain technologies than are others. Consequently, the global technological environment
also deserves attention. In particular, organizations should try to identify where the most-
advanced technologies exist so that they can be learned and applied to internal firm processes.
As will be discussed later, one of the best ways to do this is through joint ventures with firms
that possess the best technologies.

This section has been a discussion of the broad environment and the importance of collecting
information on broad environmental trends. The emphasis in this section has been on scanning,
monitoring, predicting, and adapting to trends in the sociocultural, economic, political, and tech-
nological environments. Attention will now turn to an analysis of the operating environment.

R
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F(%E&TAI‘!U SOCIETAL FACTORS IN IRELAND

/)\%\,)% ccording to Malcolm Galdwell, “Dependency ratios are best under-
Ve L:):?/- stood in the context of countries. In the past two decades, for
'QE}—:F/ instance, Ireland has gone from being one of the most economically

backward countries in Western Europe to being one of the strongest: its

growth rate has been roughly double that of the rest of Europe. There is no
shortage of conventional explanations. Ireland joined the European Union. It opened up its mar-
kets. It invested well in education and economic infrastructure. It’s a politically stable country
with a sophisticated, mobile workforce.

But, as the Harvard economists David Bloom and David Canning suggest in their study of the
“Celtic Tiger,” of greater importance may have been a singular demographic fact. In 1979, restric-
tions on contraception that had been in place since Ireland’s founding were lifted, and the birth
rate began to fall. In 1970, the average Irish woman had 3.9 children. By the mid-1990s, that num-
ber was less than two. As a result, when the Irish children born in the 1960s hit the workforce,
there weren’t a lot of children in the generation just behind them. Ireland was suddenly free

of the enormous social cost of supporting and educating and caring for a large dependent popula-
tion. It was like a family of four in which, all of a sudden, the elder child is old enough to take care
of her little brother and the mother can rejoin the workforce. Overnight, that family doubles its
number of breadwinners and becomes much better off.” Ireland’s dependency ratio hit an all-time
low in 2005, which corresponds precisely with the country’s extraordinary economic surge.®

'
'
The operating environment consists of stakeholders with whom organizations interact on a
fairly regular basis, including customers, suppliers, competitors, government agencies and admin-
istrators, local communities, activist groups, unions, the media, and financial intermediaries. Not
all stakeholders are equally important to firm success, nor do any of them play the same roles.
Furthermore, stakeholders have varying levels and types of power to influence an organization.
This section will briefly explore the characteristics that determine the nature of an industry,
as well as relationships that exist between an organization and its external stakeholders. It will
discuss the power particular stakeholder groups have to influence firm behavior and success. To
begin, three of these stakeholder groups will be discussed with regard to economic power in
an industry: customers, suppliers, and competitors. Other factors determining the dynamics of

industry competition will also be presented. Methods for managing external stakeholders and
the operating environment will be presented. In particular, joint ventures and other cooperative
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relationships will be discussed, as well as political and economic strategies firms might pursue.
Relationships with stakeholders and involvement in interorganizational relationships can be
sustainable sources of competitive advantage.

Porter’s Five Forces, Economic Power, and

Industry Characteristics
|

The first step in any type of industry analysis is to determine the boundaries of the industry
to be analyzed. Hospitality can be divided into several major industries, as illustrated in the
following list:*!

* Hotels

* Resorts

* Bed and Breakfasts (B&Bs)

* Inns

* Golf and country clubs

* Restaurants

 Foodservice

 Cruise lines

« Airlines

* Gaming/casinos

* Travel and tourism operators

¢ Online and regular travel agencies

* Global reservation distribution systems
 Trade associations

+ Nightclubs

* Meeting and convention planners

* Time-share/vacation ownership

* Theme parks

* Spas

« Ski industry

* Real estate development for these enterprises
* Franchise development for these enterprises
+ Consultants, attorneys and accountants, and vendors to all of these sectors

» Hospitality trade media
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Of course, there is a lot of overlap. A big hotel in Reno, Nevada, may compete in the lodging,
gaming, time-share, and restaurant industries. Many restaurant and lodging companies are involved
in other types of food services. Time-shares are combined with regular lodging in the same resorts.
In addition, although resorts are typically included in lodging, they may be better classified as a
separate segment. Finally, the broad tourism industry is not well defined at all; it includes travel
agencies, Web-based travel services, vacation planning, and outdoor services and activities.

Industries are often difficult to define, but in general they refer to a group of organiza-
tions that compete directly with one another to win customers or sales in the marketplace.
Consequently, before an analysis is conducted, managers need to define precisely who they
consider to be a part of the relevant industry group. Levels are also important. For example, a
regional hotel chain may consider all hotels in a specific part of the world, say Central America,
as its competitors. However, a single private resort may only consider other hotels in the same
location when conducting an analysis of competitors. In contrast, another property may view
resorts on the other side of the world in similar tropical settings to be competitors. The right
definition of industry is the one that best fits the needs of the firm conducting the analysis.

Michael Porter, one of the most significant scholars in strategic management, developed a
model that helps managers evaluate industry competition.** Porter described how the economic
power of customers and suppliers influences the ability of a firm to achieve economic success.
He reviewed factors that lead to high levels of competition among direct competitors. He also
noted how entry barriers and the strength of substitute products increase or decrease the level
of competition. These five areas of competitive analysis, referred to as the five forces of competition,
are presented in Figure 2.3. According to Porter, the five forces largely determine the type and
level of competition in an industry and, ultimately, the industry’s profit potential.*

An analysis of the five forces is useful from several perspectives:

« First, by understanding how the five forces influence competition and prof-
itability in an industry, a firm can better understand how to position itself
relative to the forces, determine any sources of competitive advantage now
and in the future, and estimate the profits that can be expected.

 For small and start-up businesses, a five forces analysis can reveal oppor-
tunities for market entry that will not attract the attention of the larger
competitors.

* An organization can also conduct a five forces analysis of an industry
before entry to determine the sector’s attractiveness.

o If the firm is already involved in the industry, a five forces analysis can
serve as a basis for deciding to leave it.

* Finally, company managers may decide to alter the five forces through
specific actions.

Examples of such actions will be presented later in the chapter.

ECONOMIC POWER OF CUSTOMERS

Customers provide demand for products and services, without which an organization would
cease to exist. Because customers can withhold demand, they have bargaining power, a form
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Potential
Entrants

Threat of
new entrants

Bargaining Industry
power of .

. Competitors
suppliers

Rivalry Among Bargaining
Existing Firms e el
customers
Threat of
substitute
products
or services

FIGURE 2.3 Porter’s five forces model of industry competition
Source: Reprinted with the permission of The Free Press, a division of Simon & Schuster
Adult Publishing Group, from Competitive Advantage: Creating and Sustaining Superior
Performance by Michael E. Porter, p. 5. Copyright 1985, 1998 by Michael E. Porter. All
rights reserved.

of economic power. They can influence a firm’s behavior. However, not all customers have the
same amount of bargaining power. For example, a tour operator who buys 60 percent of rooms
inventory of a given hotel has substantial influence over that operation. According to Porter,
customers tend to exhibit greater bargaining power under the following conditions:*

o They are few in number. This creates a situation in which an industry competi-
tor can’t afford to lose a customer. The number of customers to hospitality
firms tends to be large, so this typically is not much of a factor.

o They make high-volume (regular) purchases. High-volume purchasers in the hos-
pitality industry can often dictate contract terms, force price concessions,
or demand special services, for example, when a corporate client books

many room nights per year.
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The products they are buying are undifferentiated (also known as standard or generic) and
plentiful. This means that customers can find alternative suppliers. Higher-
end hotels tend to focus on creating differentiated elements to retain
guests, while budget or economy hotels focus on efficient operation. All
hotels worry about their products and services being too similar to those
of their competitors, what is called competitive convergence.

They are highly motivated to get good deals. This happens when they earn low
profits or when a lot of what they buy comes from the same industry. Terms
of a deal may greatly influence whether they will be successful in the next
year. It is interesting to note that airlines are asking for concessions from
the airports they use because they are making such low profits.*

o They can easily integrate backward and thus become their own suppliers. Vertical inte-
gration means that a firm moves forward to become its own customer or,
in this case, backward to become its own supplier. TUI (Touristik Union
International), the giant German company, owns hotels, airlines, travel
agencies, and cruise ships.

o They are not concerned about the quality of what they are buying. This happens when
the products or services don’t influence the quality of the buyers own
products or services. Because quality is not affected, customers will be
interested primarily in obtaining the lowest possible price. For example,
office supplies don’t influence the quality of services provided by a high-
quality hotel or restaurant.

e They have an information advantage when compared to the firms from which they buy
products and services. Information creates bargaining power. If customers
know a lot about the cost and profit structure of firms from whom they
are buying, they can use this information to their advantage. For instance,
‘Web-based discount hotel retailers have substantial information about the
lodging companies from whom they buy inventory. This puts them at a
relative advantage at the bargaining table.

e They are well organized. Sometimes weaker customers come together to
increase their bargaining power. For example, tourists may join clubs or
associations to increase their ability to get relevant information or to obtain
discounts.

In combination, these forces determine the bargaining power of customers—that is, the
degree to which customers exercise active influence over pricing and the direction of product-
development efforts. Powerful customers must be given high priority in strategic management
activities.

ECONOMIC POWER OF SUPPLIERS

Powerful suppliers can raise their prices and therefore reduce profitability levels in the buying
industry. They can also exert influence and increase environmental uncertainty by threatening
to raise prices, reducing the quality of goods or services provided, or not delivering supplies
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when needed. Many of the factors that give suppliers power are similar to the factors that give
customers power, only in the opposite direction. In general, supplier power is greater under the
following conditions:*

o Suppliers are few in number, o, in the extreme case, there is only one supplier for a good
or service. This limits the ability of buying organizations to negotiate better
prices, delivery arrangements, or quality. In the hospitality industry, this
often applies to landowners at popular destinations and airline or cruise
ship builders.

o They sell products and services that cannot be substituted with other products and services.
If there are no substitutes, the buying industry is compelled to pay a higher
price or accept less-favorable terms. Exotic, but popular, foods are often sold
at very high prices, even to restaurants, because they are not substitutable.

o They do not sell a large percentage of their products or services to the buying industry.
Because the buying industry is not an important customer, suppliers can
reduce shipments during capacity shortages, ship partial orders or late
orders, or refuse to accept orders at all, all of which can create turbulence
for the buying industry, reduce profits, and increase competition.

o They have a dependent customer. In other words, the buying industry must have
what the suppliers provide in order to provide its own services. In a literal
way, restaurants must have the foods they prepare in order to remain in
business; however, in most markets, the abundance of potential suppliers
offsets this factor.

e They have differentiated their products or in other ways made it costly to switch suppliers.
For example, smaller hotel companies sometimes contract with a reserva-
tion service to handle their bookings. If the company later chooses to pur-
chase these services from a different supplier, it must remove the reservation
system, purchase or contract for a new system, and retrain employees to
use it.

o They can easily integrate forward and thus compete directly with their former buyers.
This happened when PepsiCo. acquired several quick-service restaurants,
including Taco Bell, KFC, and Pizza Hut.

They have an information advantage relative to the firms they are supplying. If a sup-
plier knows a lot about the cost and profit structure of firms to which it is
selling, the supplier can use this information to its advantage. For instance,
if a supplier knows that a buyer is making high profits, a more attractive
sales price can probably be negotiated.

They are well organized. Sometimes suppliers form associations to enhance
their bargaining power. In a sense, employees who organize into a union
are an example of increasing supplier power.

These forces combine to determine the strength of suppliers and the degree to which they
can exert influence over the profits earned by firms in the industry.”
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COMPETITION, CONCENTRATION, AND
MONOPOLY POWER

Competitive moves by one firm affect other firms in the industry, which may incite retalia-
tion or countermoves. In other words, competing firms have an economic stake in one another.
Examples of competitive moves and countermoves include:

¢ Adpvertising programs

« Sales force expansions

« New-service introductions
+ Capacity expansion

* Long-term contracts with customers

In most segments of the hospitality industry, competition is so intense that profitability may
suffer. Some of the major forces that lead to high levels of competition include the following:**

o There are many competitors in the industry, and none of them possess a dominant position.
Economists sometimes call this pure competition. In a situation of pure
competition, organizations must work hard to maintain their positions,
because customers have so many options. Consider how many lodging
options a tourist has in one of the larger cities of the world.

o The industry is growing slowly. Slow industry growth leads to high levels of
competition, because the only way to grow is through taking sales or
market share from competitors. For example, the U.S. lodging industry
reported a growth rate of around 5.1 percent in revenue per available room
(RevPAR), a leading financial indicator for hotels.*

e Products in the industry are not easily differentiated (i.e., they are standard or
generic). Lack of product differentiation puts a lot of pressure on prices
and often leads to price-cutting strategies that appeal to customers but
reduce the profitability of industry participants. High-end hotels try to
differentiate, but they often appear to offer similar products and services,
which can lead to pricing pressure.

* High fixed costs exist, such as those associated with large hotel properties,
airlines, cruise lines, or theme parks. High fixed costs mean that firms
are under pressure to increase sales to cover their costs and eventually
earn profits. It is not easy to cut back on the inventory of rooms in the
short term, so hoteliers will cut prices or increase marketing expenses to
increase demand.

e High exit barriers exist. When exit barriers are high, firms may lose all or most
of their investments in the industry when they withdraw from it. Therefore,
they are more likely to remain in the sector even if profits are low or
nonexistent. Some consider the hotel industry to be “under-demolished”
because it is so difficult to take these high fixed-cost assets out of service.
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The relative size of firms in an industry has a great deal to do with competitive
dynamics. The first item in the previous list describes pure competition as a situation in which
sales are spread out over many companies without a dominant firm or firms in the industry.
This type of situation fosters competitive rivalry, which in theory is good for consumers,
because it keeps prices at relatively low levels. At the other extreme are monopoly situations,
in which one company dominates all others in a sector. Monopolists may misuse their domi-
nant positions through activities such as engaging in unfair practices that limit the ability of
competitors to compete, erecting entry barriers to keep new competitors out of the industry,
or charging too much for products or services. Consequently, some governments intervene to
break up monopolies or penalize them for unfair practices. This is why AT&T was broken up,
and why Microsoft has struggled with litigation.

Most segments of the hospitality industry are composed of a multitude of competitors. In
the lodging industry, even the giants like InterContinental Hotel Group, Accor, Starwood, Hilton
Hotels, and Marriott, despite their market power, could not be classified as monopoly players.
However, some industries are often characterized by the existence of a few very large firms. These
industries are called oligopolies. The theme park and cruise industries are good examples of oligop-
olies. Some analysts might classify the airline industry as an oligopoly. This is probably an accurate
classification if major geographic regions are considered separately. For example, the airline indus-
tries in the United States, the European Union, and Asia are dominated by a few large carriers.

Firms in oligopolies may informally cooperate with each other by not pursuing radical
departures from existing pricing. They do this because they have learned that price wars hurt
the profitability of the entire industry. Formal price-fixing, which is illegal in several countries,
is called collusion. For example, British Airways colluded with rival Virgin Atlantic to fix prices
on long-haul routes, resulting in fines of millions of pounds. Conversely, some oligopolies are
known for severe price-cutting and high levels of competition. The U.S. airline industry has
struggled for many years as a result of price wars. If firms in an oligopoly sell products that are
difficult to differentiate, they are especially prone to a high level of competitive rivalry.

One of the global factors resulting in the creation of increasingly dominant companies and
oligopolies is industry consolidation. Competitors in most industrialized countries are merging
together to form larger companies with more market power. The major lodging, airline, and restau-
rant companies have engaged in many consolidating acquisitions. The acquisition of Hilton Hotels
Corporation by the private equity firm Blackstone Group is one example. (See the “Hospitality

Focus” boxed section on page 66.)

Richard D’Aveni has identified industries that experience what he calls hypercompetition, a
condition of rapidly escalating competition based on price, quality, first-mover actions, defen-
sive moves to protect markets, formation of strategic alliances, and reliance on wealthy parent
companies.” Short product life cycles, international competitors, global market opportunities,
and deep pockets are causing some industries to stay in turmoil. The results of efforts to difter-
entiate are not sustainable, because competitors match each other move for move. Competitive
practices are forcing profits to lower and lower levels. Airlines are clearly hypercompetitive.

Some managers might argue that the lodging industry also has characteristics of hypercom-
petition. In a recent study of competitive hotel pricing, efforts to drop prices led to small increases
in hotel market share, but did not result in increased sales revenue, suggesting that demand for
lodging products may be price inelastic.’' In light of this research, defensive moves that lead to
price discounts appear to harm all players in the industry, as they move away from differentiation
and toward commodity pricing—hence a hypercompetitive condition of escalating competition.
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INDUSTRY CONSOLIDATION: BLACKSTONE GROUP '|'A|_5|'Y

ACQUIRES HILTON HOTELS CORP. F(%m )\“ 74
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he estimated $26 billion dollar acquisition of Hilton Hotels Corp. Ve \_u{_”b\f
follows a series of acquisitions made by the Blackstone Group, {E}j/

provider of financial advisory services and a leading global alter-
native asset manager. In recent years, the firm has acquired Wyndham
International, MeriStar Hospitality, and Travelport, the parent of the Orbitz online travel
management company and Galileo global distribution system. The firm views Hilton as an
“important strategic investment.” Before the Hilton acquisition, Blackstone owned more
than 100,000 hotel rooms in the United States and Europe, including La Quinta Inns and
Suites and LXR Luxury Resorts and Hotels. The company’s alternative asset management
businesses include the management of corporate private equity funds, proprietary hedge
funds, senior debt funds, mezzanine funds, and closed-end mutual funds.**

Figure 2.4 contains an abbreviated example of a five forces analysis for the U.S. airline
industry. In addition to the three forces just described, the figure also includes the similarity of
substitute products, as well as barriers that keep new competitors from entering an industry.
These forces will now be discussed.

ENTRY BARRIERS AND SUBSTITUTES

Several forces determine how easy it is to enter an industry, and therefore how many new
entrants can be expected. New entrants increase competition in a sector, which may drive down
prices and profits. The new entrants may add capacity, introduce new products or processes, and
bring a fresh perspective and new ideas—all of which can drive down prices, increase costs, or
both. Forces that keep new competitors out, providing a level of protection for existing com-
petitors, are called entry barriers. Examples of entry barriers found in many industries include:

Economies of scale. Economies of scale occur when it is more efficient to provide
a service at higher volume. For example, the larger hotels enjoy economies

of scale because standard features such as the front desk and communications
systems can service multiple rooms simultaneously. If a new entrant will be at
a substantial cost disadvantage because of size, few firms will enter.

Capital requirements. Also known as start-up costs, high capital requirements can
prevent a small competitor from entering an industry. High capital require-
ments are sometimes associated with economies of scale, because new entrants
need to invest in a large facility to be cost competitive. However, high capital
requirements also result from research-and-development costs, start-up losses, or
expenses associated with extending credit to customers. In the hospitality indus-
try, high capital requirements tend to be closely linked to economies of scale.

Product differentiation. Established firms enjoy a loyal customer base, which
comes from many years of past advertising, customer service, loyalty programs,
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Potential Entrants

Entry Barriers Low

to Moderate

® Some economies of scale

® Minimal service differentiation
® Few government restrictions

® Low switching costs

Suppliers Direct Competitors Customers
Supplier Power Minimal Rivalry Strong Customer Power Moderate

® Few aircraft providers, but ® Not growing ® Many customers
they have too much ® Oligopoly—Ilarge competitors Most don’t make high-
capacity control most of market volume purchases
Aircraft suppliers highly ® A few smaller carriers are highly

ol However, services are
i successfu : )
dependent on airlines for mostly undifferentiated

sales (g, JetBlue)
® Primary basis for competition

O Advertising and promotion

O Cost cutting May be organized into

O Price wars Erelps

O Routes and capacity
managements

Internet provides

Not much differentiation information advantage

of aircraft (transparent to
ultimate consumer)
Other resources are
abundant

Substitutes
Substitutes Moderate

® Current delays and hassles in flying
is turning more consumers to:
O Automobile transportation
O Buses and trains
O Shorter-distance vacations

® Business consumers using
teleconferences, etc.

FIGURE 2.4 Porter’s five forces for the U.S. airline industry

word of mouth, or simply being one of the first competitors in a particular
market. These factors make it very difficult for a new entrant to compete.

High switching costs. Switching costs were mentioned earlier in our discussion
of supplier and buyer power, but they can also serve as an entry barrier to
protect competing firms. Switching costs are generally low in hospitality



(] CHAPTER 2 M THE ENVIRONMENT AND EXTERNAL STAKEHOLDERS

firms, as customers can select a new firm with each stay, flight, or meal.
Loyalty and frequent flyer programs might increase the cost of switching
for some buyers.

Access to distribution channels. In industries where supply networks are strong and
competition is intense, access to distribution channels may effectively thwart
new entry. Distribution channels in the hospitality industry tend to be open to
new competitors. However, existing hotels or restaurants in a market can put
pressure on suppliers not to extend the same services or prices to newcomers.

Inimitable resources. Resources that are possessed by industry participants but
are difficult or impossible to duplicate completely may include patents,
favorable locations, proprietary service technology, government subsidies, or
access to scarce raw materials such as land. Because these types of advan-
tages are difficult or impossible for new entrants to duplicate in the short
term, they often discourage entry.

Government policy. Sometimes governments limit entry into an industry, effec-
tively preventing new competition. For instance, many Native American
tribes enjoy exclusive rights to open casinos on their reservations, while
developers in the surrounding communities do not enjoy the same privi-
lege.® For many years, airlines enjoyed a protected status, with their routes
and prices protected from competitive pressures. However, when the airline
industry became deregulated, many new competitors entered, and exist-
ing competitors greatly expanded their routes. These forces resulted in fare
wars and lower profitability for all of the firms in the industry. Currently,
airline companies are consolidating to build competitive strength.>*

Taken together, these forces can result in high, medium, or low barriers. Examples of
industries that traditionally are associated with high barriers to entry are aircraft manufacturing
(technology, capital costs, reputation) and automobile manufacturing (capital costs, distribution,
brand names). Medium barriers are associated with industries such as household appliances,
cosmetics, and books. Low entry barriers are found in most service industries, such as lodging,
restaurants, and even airlines.®

Substitute products are another force outside of the industry that can influence the level
of industry competition. If organizations provide goods or services that are readily substitut-
able for the goods and services provided by an industry, these organizations become indirect
competitors. Close substitutes serve the same function for customers and can place a ceiling

% In the service sector, credit unions are

on the price that can be charged for a good or service.
substitutes for banks, and rapid rail travel is a substitute for airline travel. Close substitutes also
set new performance standards.

Whether a product or service qualifies as a substitute depends on how the boundaries of
the industry are drawn. For example, there are few substitutes for the lodging industry in general.
Perhaps staying with friends or relatives or camping would qualify. However, it may be more
helpful to analyze a particular segment of the lodging industry, such as the midscale segment. If
the industry 1s defined as the midscale segment, then the other segments would become substi-
tutes. This is relevant because the lower segment may improve its services to the extent that con-
sumers would be unwilling to pay the price differential to stay in a midscale hotel. Consequently,
midscale hotels need to be aware of and stay ahead of what is happening in the budget segment.
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For example, Jinjiang Inn, China’s largest budget hotelier, along with Home Inn and Motel
168, are expanding rapidly. A relatively new concept in China, experts define these budget hotels
as having “a two-star lobby, three-star rooms, and four-star beds.”” Regardless of how industries
are defined, organizations should pay close attention to the actions of the producers of close sub-
stitutes when formulating and implementing strategies.

External Stakeholders, Formal Power, and

Political Influence
|

The emphasis throughout this section so far has been on economics and bargaining power.
Economic analysis is important to strategic management. However, economic power is not the
only type of power available to stakeholders, nor do economic factors completely determine
the competitiveness of organizations. Figure 2.5 demonstrates that stakeholders can be clas-
sified based on their stakes in the organization and the type of influence they have. Such an
analysis can help managers understand both the needs and the potential power of their key
stakeholders. Internal stakeholders are included in Figure 2.5 for completeness, although our
focus in this section will be on external stakeholders.

In Figure 2.5, groups and individuals can have an ownership stake, an economic stake, or
a social stake. An ownership stake means that a stakeholder’s own wealth depends on the value
of the company and its activities. For example, a hotel holding company depends on the
operating units for income. Stakeholders also can be economically dependent without ownership.
For example, employees receive a salary, debtholders receive interest payments, governments
collect tax revenues, customers may depend on what they purchase to produce their own prod-
ucts, and suppliers receive payments for goods and services provided to the company. Finally, a
social stake describes groups that are not directly linked to the organization but are interested in
ensuring that the organization behaves in a manner that they believe is socially responsible. These
are the watchdogs of our modern social order, such as Greenpeace and The Sierra Club.

On the influence side, groups and individuals may enjoy formal power, economic power, or
political power. Formal power means stakeholders have a legal or contractual right to make deci-
sions for some part of the company. Regulatory agencies have formal power. Economic power is
derived from the ability to withhold services, products, capital, revenues, or business transactions
that the firm values. The discussion of Porter’s five forces was largely a discussion of economic
power. Finally, political power comes from the ability to persuade lawmakers, society, or regulatory
agencies to influence the behavior of organizations. Notice that some stakeholders have more than
one source of power. For example, creditors sometimes have both economic and formal influence
because they have formal contracts and may also have a seat on the company’s board of directors.

In general, powerful stakeholders should be given more attention during strategy for-
mulation and implementation. The most important external stakeholders are those with the
greatest impact on the firm’s ability to survive and prosper. In for-profit organizations, the most
important external stakeholders are typically customers.”® For example, Four Seasons envisions
everything it does as a means to “satisfy the needs and tastes of our discriminating customers.”>
At Four Seasons, satisfaction of customers is the key to satisfying other stakeholders. Tourism
operations must take into consideration residents’ attitudes and perceptions in any effort to
plan and implement a destination attraction. This social stakeholder group is often the key
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Managers and directors who
own stock in organization

Other companies that own
stock in the organization

Governments with

ownership stake

Ownership Stockholders in general

Sole proprietors
Alliance or joint

venture partners

All paid managers and Employees Competitors
directors of for-profit

and nonprofit firms

Customers Foreign governments

Suppliers Local communities

Stake in the
organization

Economic Joint venture partners

Creditors
Creditors .

Comepetitors
Internal revenue service

Financial community at
large (e.g., large brokerage
houses, fund managers, and
analysts)

Activist groups (e.g., Green
peace International)

Regulatory agencies

Unpaid trustees or managers

Social of nonprofit organizations

Government leaders
The media

Residents

Economic Political

Formal (Contractual
or Regulatory)

Influence on Behavior

FIGURE 2.5 Typical roles of various stakeholders
Source: Adapted from R. E. Freeman, Strategic Management: A Stakeholder Approach (Boston: Pittman, 1984), p. 63.
Copyright 1984 by R. Edward Freeman. All rights reserved.

to achieving intelligent development. Hence, the key to effective stakeholder management is
that while some stakeholders are given more attention, none of the important stakeholders is
ignored. In fact, consideration of a wide range of stakeholders can sometimes lead to creative
strategies through partnerships and alliances.

|
|
The operating environment may seem overwhelming to many managers. Powerful customers
or suppliers can limit organizational success and profitability. Powerful competitors can make
it difficult to remain competitive. Substitute products put pressure on prices and other product

features. When entry barriers are low, new competitors enter the industry on a regular basis.
Finally, external stakeholders can be powerful and difficult to deal with, based not only on
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TABLE 2.4 Tactics for Managing External Stakeholders

Text Not Available

in This Electronic Edition

economic power, but on formal or political power as well. However, responding to challenges
such as these defines the success of a manager. Fortunately, organizations can pursue a variety
of actions to make their operating environments less hostile and thus increase the likelihood of
organizational success. These actions tend to fall into three broad categories: economic actions,
political actions, and partnering actions (see Table 2.4).

Economic Actions
]

Firms may take a variety of economic actions to offset forces in the operating environment. For
example, if entry barriers are low, companies may work to erect new entry barriers that prevent
other firms from entering, thus preserving or stabilizing industry profitability. Although a dif-
ficult task, the erection of entry barriers can be accomplished through actions such as increas-
ing advertising to create product differentiation or by constructing larger facilities to achieve
economies of scale. For example, large lodging companies set up centralized reservation centers
or purchasing departments that process large numbers of transactions somewhat more effi-
ciently than do small-volume companies. Similarly, multiunit restaurant chains can afford more
elaborate advertising campaigns. As another entry barrier, some firms make it unattractive for
customers to switch. For example, hotels and airlines set up consumer loyalty programs that
encourage repeat consumption. InterContinental Hotels boasts more than 33 million members
in its Priority Club Rewards program, considered to be the first, largest, and fastest-growing
guest loyalty program in the hotel industry.”” Nevertheless, some have suggested that airline
mileage programs are losing much of their value due to more fees, higher award prices, fewer
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available seats, and complex redemption rules.®" Clearly, how a firm implements its strategic
efforts to reduce switching can make all the difference.

Competitive Tactics

Industry rivals apply a variety of competitive tactics in order to win market share, increase
revenues, and increase profits at the expense of rivals. Competitive tactics include advertising,
new-product launches, cost-reduction efforts, new service methods, and quality improvements,
to name a few. Typically, a particular industry can be characterized by the dominance of one or
more of these tools. For example, the chain restaurant industry is characterized by high levels
of advertising as a competitive weapon. In addition, the entrance of international competitors
into national and regional hospitality markets has placed an increasing emphasis on product
differentiation through high levels of quality. Other common competitive tactics include pro-
viding high levels of customer service and achieving economies of scale (which can lead to
lower costs, thus allowing lower prices to customers). Notice that some of these competitive
tactics can also lead to the erection of entry barriers, as previously discussed.

Competitive benchmarking is a popular technique for keeping up with competitors.
Benchmarking is a tool for assessing the best practices of direct competitors and firms in similar
industries, then using the resulting stretch objectives as design criteria for attempting to change
organizational performance.® Xerox pioneered competitive benchmarking in the United States
upon discovering that competitors were selling products at prices that were equal to Xerox’s
costs of producing them.The company responded by establishing benchmarks as a fundamental
part of its business planning.®’ In the lodging industry, a wide variety of consulting firms and
universities perform benchmarking activities for governments and associations. One example
of this type of industry benchmarking was a study conducted by Cornell University with the
financial support of American Express and the American Hotel Foundation.®

‘While benchmarking may help a company improve elements of its operations, it will not
help a firm gain competitive advantage. Benchmarking is a little like shooting at a moving
target. While a firm is shooting, the target is moving. If an organization benchmarks against
an industry leader, that leader will probably have moved on by the time the benchmark is
achieved. Marriott International, for example, created a systemwide leadership development
program that has since moved beyond building talented managers to considering the ways in
which the organization can be developed and improved to make the best use of its human tal-
ent. Strategic thinking, described in Chapter 1, can help an organization move beyond what
competitors are doing to set new standards and pursue new strategies.

Political Strategies
|

Political strategies include all organizational activities that have as one of their objectives the cre-
ation of a friendlier political climate for the organization. Many large organizations hire lobby-
ists to represent their views to political leaders. While lobbying can be part of a political strategy,
it is only a small part of the bigger political picture. Companies may donate to political causes
or parties, special-interest groups, or charities. They may pursue community-relations efforts or
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TALITY COLLECTIVE EFFORTS BY THE TRAVEL INDUSTRY
F(%m /A ASSOCIATION (TIA)
N7
g ’7\\f he TIA has as its mission to represent the entire U.S. travel indus-

a5y try by promoting and facilitating increased travel to and within
“ the United States. The organization seeks to develop a unified
travel industry identity and gain support from policy makers at all levels of

government. Key objectives of the association include:

Objectives

Promote a wider understanding of travel and tourism as a major industry that contributes to the

economic, cultural, and social well-being of the nation.

* Improve domestic and international travelers’ experiences, including gaining access
to, arriving in, traveling within, and departing the United States.

* Develop, coordinate, and implement the industry’s umbrella marketing efforts to
promote travel to and within the U.S.

* Enhance TIA’s position as the authoritative source for travel industry information
and research.

* Promote travel industry cohesion and provide communications forums for industry

leaders.

* Pursue and influence policies, programs and legislation that are responsive to the
needs of the industry as a whole.®

become involved in community service. Most large organizations have public-relations officers,
and many do public-relations advertising.

Some scholars have suggested that individual firm lobbying efforts are often ineffective.
Fragmented involvement, in which each company represents its own interests, has resulted in
a free-for-all, and the collective interests of business have been the real loser.” One sugges-
tion for fixing this problem is increased efforts to strengthen collective institutions such as the
Travel Industry Association (TIA) or the National Restaurant Association (NRA). (See the
“Hospitality Focus” boxed section above.)

Collective activity, as exhibited by TIA’s objectives, may include membership in trade
associations, chambers of commerce, and industry and labor panels. Firms join associations to
have access to information and to obtain legitimacy, acceptance, and influence.® Trade asso-
ciations, although not as powerful in the United States as in Japan and Europe, often serve an
information-management and monitoring purpose for member firms. They provide informa-
tion and interpretation of legislative and regulatory trends, may collect market research, and
sometimes provide an informal mechanism for exchanging information about competitors.
Companies may also join industry and labor panels to manage negotiations with activist groups
and unions. In addition, competitors may form alliances of many types in an effort to influence
stakeholders, such as activist groups, unions, the media, or local communities.
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Partnering with External Stakeholders
|
Organizations may partner for political reasons; however, many other types of partnerships
exist. Often firms partner to obtain complementary technologies or knowledge. As mentioned
previously, a firm’s most valuable resources may extend beyond the boundaries of the com-

pany.®” Table 2.5 lists and describes common forms of interorganizational relationships, which is a
term that includes many types of organizational cooperation,” including the following:

TABLE 2.5 Common Forms of Interorganizational Relationships

INTERORGANIZATIONAL

Form DESCRIPTION

Joint Venture An entity that is created when two or more firms pool a
portion of their resources to create a separate, jointly owned
entity.

Network A hub-and-wheel configuration with a local firm at the hub

organizing the interdependencies of a complex array of firms.

Consortia (Cooperative  Specialized joint ventures encompassing many different

Partnerships) arrangements. Consortia are often a group of firms oriented
toward problem solving and technology development, such as
R&D consortia.

Alliance An arrangement between two or more firms that establishes
an exchange relationship but has no joint ownership involved.

Trade Association Organizations (typically nonprofit) that are formed by
firms in the same industry to collect and disseminate trade
information, offer legal and technical advice, furnish industry-
related training, and provide a platform for collective lobbying.

Interlocking Directorate = Occurs when a director or executive of one firm sits on the
board of a second firm or when two firms have directors
who also serve on the board of a third firm. Interlocking
directorates serve as a mechanism for interfirm information
sharing and cooperation.

Source: Adapted from Journal of Management, Vol. 26, B. B. Barringer and J. S. Harrison, “Walking a
Tightrope: Creating Value Through Interorganizational Relationships,” p. 383, Copyright 2000, with
permission from Elsevier.
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* Joint ventures

* Networks

« Consortia

» Trade associations
« Alliances

* Interlocking directorates

A joint venture is created when two or more firms pool their resources to create a separate,
jointly owned organization.”" Joint ventures are often formed to gain access to international
markets or to pursue projects that were not mainstream to the organizations involved.” For
example, Britain’s Hilton Group PLC and India’s Blue Coast Hotels formed a joint venture
to develop first-class and luxury hotels and resorts in India.” They are also used to pursue a
wide variety of strategic objectives, including combining operations to gain scale economies
or developing new services.”

Networks are constellations of businesses that organize through the establishment of social,
rather than legally binding, contracts.” Typically, a focal organization sits at the hub of the
network and facilitates the coordination of business activities for a wide array of other orga-
nizations. Each firm focuses on what it does best, allowing for the development of distinctive
competencies. A special type of network form, common in Japan, is called a keiretsu, which is
organized around an industry and works in much the same way as other networks; however,
firms in a keiretsu often hold ownership interests in one another. Lodging firms in other
countries are often linked in elaborate networks in which property ownership, branding, and
management of operations are shared among competitors. They are not as large as the Japanese
keiretsu, but they accomplish many of the same purposes.

Consortia or cooperative partnerships consist of a group of firms that have similar needs and
band together to create an entity to satisfy those needs. By banding together, these firms are
able to accomplish much more research more aftordably than any one or a small group of firms
could accomplish on its own. Similar in many ways to consortia, trade associations typically are
nonprofit organizations formed within industries to collect and disseminate information, offer
’® Cruise Lines
International Association (CLIA) is an example of an association dedicated to the promotion

legal or accounting services, furnish training, and provide joint lobbying efforts.

and growth of the cruise industry. CLIA focuses on industry issues like safety, public health,
environmental responsibility, security, medical facilities, passenger protection, and legislative
activities.”” The primary advantages of belonging to a trade association are collective lobbying,
learning, and cost savings through combining efforts in certain areas.

Alliances are agreements among two or more firms that establish some sort of exchange
arrangement but involve no joint ownership.”® They are sometimes informal and do not involve
the creation of a new entity. A typical Fortune 500 company has 60 strategic alliances.”” Walt
Disney Company and Kellogg Company, the world’s leading producer of cereals, formed an
alliance in which Mickey Mouse and other Disney characters will show up on everything from
cereal boxes to toothbrushes.* In the lodging industry, Fairmont Hotels and Resorts teamed
up with the luggage forwarder Virtual Bellhop to create a program in which its guests have
their luggage picked up for them at their homes and delivered to their destinations.®' Fairmont
also teamed up with Porsche in a cross-marketing program that provides high-end consumers
with a Porsche driving experience.®
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Interlocking directorates occur when an executive or director of one firm sits on the board
of directors of another firm, or when executives or directors of two different companies sit
on the board of a third company.*® In the United States, the Clayton Antitrust Act of 1914 pro-
hibits competitors from sitting on each other’s boards. However, they are allowed to sit on the
board of a third company. The primary advantage of interlocking directorates is the potential
for what is referred to as co-optation, defined as drawing resources from other firms to achieve
stability and continued existence.®* For example, if a firm develops a new technology, the
interlocking director would have access to this information. Also, an organization may add to
its board a director from a financial institution in an effort to facilitate financing.

The common characteristic behind all of these forms of interorganizational relationships is
that they are an effort to combine resources, knowledge, or power to benefit each participant.
They involve partnering and resource sharing. While the emphasis in much of this chapter has
been on analysis of the environment in order to formulate strategy, the notion of partnering
will be a common theme throughout the rest of this book. Successful interorganizational rela-
tionships can be an important source of sustainable competitive advantage.

Information collected during environmental analysis is used in every aspect of strategic
planning, including the creation of strategic direction, formulation of strategies, and creation
of implementation plans and control systems. Organizations can pursue a variety of economic,
political, and partnering actions to make their operating environments more hospitable. The
next chapter will explore internal aspects of organizations and the ability of firm resources to
provide other sources of sustainable competitive advantage.

KEY POINTS SUMMARY

* The most important elements in the broad environment are sociocultural influences,

economic influences, technological influences, and political influences. The broad
environment can have a tremendous impact on a firm and its operating environment;
however, individual firms typically have only a marginal impact on this environment.

The distinction between a trend and a fad is important when examining the broad
environment. Trends are long-term changes or patterns that are substantial to the soci-
ety and last, whereas a fad is a short-term cultural moment. Fads fade fast while a trend
becomes central to the broad culture.

Analysis of society is important, because broad societal changes and trends can provide
opportunities for organizations and enhance a firm’s awareness of the attitudes of soci-
ety. A positive organizational reputation among stakeholders, such as customers and
suppliers, and the avoidance of restrictive legislation can also be obtained by maintain-
ing an awareness of shifting social trends.

Economic forces such as economic growth, interest rates, availability of credit, inflation
rates, foreign-exchange rates, and foreign-trade balances are among the most critical
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economic factors. Economic forces play a key role in determining demand patterns
and cost characteristics within industries.

Organizations should also track political forces, particularly as they relate to increases
and decreases in the degree of regulation and privatization. Governments can encour-
age new business in a variety of ways.

Most industrialized nations have comparable government entities. Involvement in
more than one country further increases the number of relevant government forces.

Although one organization may not be able to alter dramatically major political forces,
it may have considerable impact within its own specific industries and operating
domain. Consequently, major political forces are considered a part of the broad envi-
ronment, while government agencies and administrators are considered a part of the
operating environment.

Technological forces in the broad environment have the power to create and destroy
entire industries. In general: (1) innovations usually arise from existing technologies;
(2) most products and processes evolve toward a dominant design; and (3) radical inno-
vations tend to come from outside the established group of competitors. An under-
standing of these characteristics can help a manager develop a system for monitoring
technology trends.

The operating environment includes stakeholders such as customers, suppliers, com-
petitors, government agencies and administrators, local communities, activist groups,
the media, unions, and financial intermediaries.

One important distinction between the operating and broad environments is that the
operating environment is subject to a high level of organizational influence, while
the broad environment is not.

The nature and level of competition in an industry is dependent on competitive forces
that determine rivalry, such as the number of competitors and the growth rate of the
industry, as well as the strength of customers and suppliers, the height of entry barri-
ers, and the availability of substitute products or services. These competitive forces are
known collectively as the five forces of competition.

Tactics for influencing stakeholders and the operating environment often involve inter-
organizational relationships, including joint ventures, networks, consortia, alliances,
trade associations, and interlocking directorates.

Other important tactics include contracting, various forms of stakeholder involvement
in organizational processes and decisions, and exercising political influence to promote
favorable regulations.

Analysis of external stakeholders and the broad environment can result in the identi-
fication of opportunities and threats, which are then considered by managers as they
establish a strategic direction and develop and implement strategies.
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* At this point, you should begin to appreciate that stakeholder analysis and manage-
ment is a difficult and comprehensive management task. The themes, tools, and ideas
contained in this chapter will be applied throughout the remaining chapters. The next
chapter will focus on the internal organization and resource management.

REVIEW QUESTIONS

10.

. Why is analysis of the broad environment important for effective strategic

management?

. What are the major components of the broad environment? Give an example of a

trend in each area that could affect the welfare of a business organization.

. What is the difference between a trend and a fad? Give an example of a fad.

. Why should sociocultural influences be monitored? What are some of the current

sociocultural forces in Europe?

. What are some of the most important factors to track in the global economy? Why

are these factors important to organizations?

. Explain the three characteristics of technological innovation and how an understand-

ing of those characteristics can be used to develop a technological forecasting process.

. What are the major difterences between the operating and broad environments?

Can an organization effectively influence its broad environment? Its operating
environment?

. What are the five forces of competition? Describe their potential influence on

competition in an industry with which you are familiar (except airlines).

. What are the primary factors that make some stakeholders more important than

others? How do management techniques for high-priority stakeholders differ from
those of low-priority stakeholders? Give examples.

Describe the major forms of interorganizational relationships, and provide one pos-
sible advantage of each form.

CRITICAL THINKING AND APPLICATION
QUESTIONS

1.

Identify recent sociocultural, economic, political, and technological trends that sig-
nificantly affect hospitality organizations. List the key trends. Now, briefly explain
the two most critical trends affecting the hospitality industry and why. What fads
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do you currently see in the industry? You may find the trendwatcher.com web site
useful in your search for trends.

. Select a company. Now complete Table 2.3 for the company you selected. Based on
what the table assessment suggests, which opportunities and threats should the com-
pany monitor carefully, and which should it just scan from time to time? Why?

. Conduct a five forces model for the industry of your choice (except airlines).
Clearly define your industry before you begin (in other words, how broadly are you
defining your industry?). To guide your analysis, begin with the bargaining power
of buyers and suppliers. Who are the buyers and suppliers? Discuss whether they
have bargaining power. Who are your competitors? What are the barriers to entry
into this industry? What other substitutes limit the sales and profits for firms in this
industry? When discussing the implications of your five forces model, ask yourself
the following questions:

a. Which forces of competition are most threatening now? Which do you expect
will change over the next five years?

b. What are the implications in terms of profit margins in the industry today? Over
the next five years?

c. What actions does this analysis suggest a current industry player should imple-
ment in order to strengthen their competitive strategy?
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YOU SHOULD BE ABLE TO DO THE FOLLOWING
AFTER READING THIS CHAPTER:
1. Know the key questions managers must ask and answer to create a strategic direction.
2. Understand the challenge of structural inertia and how it limits organizations.

3. Explain the difference between a vision and mission statement, and why values are impor-
tant to organizational decision makers.

4. List the five different components of social responsibility.
5. Define enterprise strategy and give examples of firms that link ethics and strategy.

6. Explain the five ethical frames of reference and how they shape values.
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DIRECTION SETTING WITH DELIGHT

The Mandarin Oriental Hotel Group is an international luxury hotel investment and
management group with 34 hotels and resorts worldwide, including 14 under develop-
ment. The group has an inventory of 9,500 rooms in 20 countries.

Our AM
The Mandarin Oriental’s aim is to be recognized as one of the best global luxury hotel
groups, providing exceptional customer satisfaction in each of its hotels.

Our MissioN
Our mission is to completely delight and satisfy our guests. We are committed to mak-
ing a difference every day, continually getting better to keep us the best.

The word DELIGHT is the perfect acronym for everything that Mandarin Oriental
represents:

D Distinctive

E Exotic

L Lively

I Imaginative

G Guest-centered
H Harmonious

T Time-giving

Our GUIDING PRINCIPLES
Delighting our guests: We will strive to understand our client and guest needs by
listening to their requirements and responding in a competent, accurate,
and timely fashion. We will design and deliver our services and prod-
ucts to address their needs. In fact, we are committed to exceeding their
expectations by surprising them with our ability to anticipate and fulfill
their wishes.

Working together as colleagues: We will emphasize the sharing of responsibility,
accountability, and recognition through a climate of teamwork. By work-
ing together as colleagues and by treating each other with mutual respect
and trust, we will all contribute to the Group’s overall success more pro-
ductively than if we worked alone.
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Promoting a climate of enthusiasm: We are committed to everyone at Mandarin
Oriental by providing a caring, motivating, and rewarding environment.
As an industry leader, we are committed to bringing out the best in our
people through effective training and meaningful career and personal
development, and by encouraging individuality and initiative.

Being the best: We will be an innovative leader in the hotel industry and will
continually improve our products and services. We will seek from our
suppliers the highest-quality products and services at the best value.

Delivering shareholder value: We are committed to being a growing company.
Our successes will result in investment returns, which are consistently
among the best in the hotel industry.

Playing by the rules: We will maintain integrity, fairness, and honesty in both
our internal and external relationships and will consistently live up to our
commitments.

Acting with responsibility: We will actively participate in the improvement of the
environment, just as we will be responsible members of our communities
and industry organizations.

THE FAN

The Mandarin Oriental selected a fan as a symbol to embody the hotel group’s luxuri-
ous and elegant image yet still reflect each hotel’s local charm. Each hotel has a specially
designed and unique fan. The group sees the fan as a symbol of its Oriental culture
without being overly ethnic. The fan logo symbolizes luxury, elegance, and comfort.!

DISCUSSION QUESTIONS:

1. What do the Mandarin Oriental’s aim and mis-
sion statements reveal about this company?

2. What do the guiding principles reveal about
who are the key stakeholders to this hotel
group?
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I NTRODUU CTTION

he Mandarin Oriental statements of aim, mission, and principles are excellent examples

of the major components of strategic direction. We see that Mandarin Oriental has

a mission that is centered on completely delighting and satisfying its customers, a set
of guiding principles that include the way the company and its colleagues will act, and a logo
that symbolizes a shared cultural identity. The group’s vision, another element of strategic
direction, is made clear in its major aim to be one of the best luxury hotel groups worldwide.
Strategic direction is established and communicated through tools such as visions, missions, and
values, all of which will be discussed in this chapter.

There are no widely accepted guidelines managers use to provide strategic direction.
In some companies, little is written down, as is the case for the Hongkong and Shanghai
Hotels Limited, parent company of the Peninsula Hotel Group and a competitor of Mandarin
Oriental. In contrast to the Mandarin’s detailed statements of values and mission, their com-
petitor considers its objective as increasing shareholder value while preserving and enhanc-
ing the quality of service and the Peninsula brand name. While some companies adopt formal
statements of vision, mission, and values, others may mix and match labels and even confuse
the terms, calling a vision a mission and vice versa.

Regardless of the labels and the medium of communication, high-performing companies
tend to create an organizational identity that is understood by both internal and external
stakeholders. On the inside, a well-established organizational identity can provide guid-
ance to managers at all levels as they make strategic decisions.? In addition, communicating
strategic direction to external stakeholders can increase their understanding of the motives
of the organization, and it may also facilitate the creation of interorganizational relationships,
because potential partners have a greater ability to judge the existence of common goals.
One corporate president stated that “his company’s mission statement has helped create
a ‘partnering attitude’ instead of an adversarial relationship” between his company and its
customers.?

|

|

Top managers are charged with the responsibility of providing long-term direction for their

organizations, while balancing the competing interests of key stakeholders. One of the most

vital questions management can ask is “Who are we?”’* A clear understanding of the business is
the starting point of all strategic planning and management.’

It provides a framework for evaluating the effects of planned change and for planning the

steps needed to move the organization forward. When defining the current state of the business,

the question “What is our business?” should be answered from three perspectives: (1) Who is being

satisfied? (2) What is being satisfied?, and (3) How are customer needs satisfied? The first question
refers to the markets that an organization serves; the second question deals with the specific services
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HOTEL INDIGO DEFINES ITS BUSINESS F8éE£‘|’A|_b}'Y

7

otel Indigo is the industry’s first branded lifestyle boutique hotel /)_\%\;/
experience. It is uniquely designed to appeal to v

style-savvy guests who desire affordable luxury, genuine service, and \ ::\é,‘éj/
an alternative to traditional “beige” hotels without sacrificing any of the busi-
ness amenities they have come to expect. Renewal is the soul of Hotel Indigo’s
retail-inspired design concept—thoughtful changes are made throughout the year to keep
the hotel fresh, similar to the way retailers change their window displays. Guest rooms fea-
ture signature murals, area rugs, fluffy duvets, and slip covers that will change periodically,
while public spaces will be transformed seasonally through changing aromas, music, art-
work, murals, and directional signage. From relaxed café dining to high-style rooms, Hotel
Indigo creates an intriguing, warm, and inviting environment for guests.’

and products provided to the customers identified in question 1; and the third question refers to
the capabilities and technologies the firm uses to provide the services identified in question 2.This
approach is, admittedly, marketing oriented. Its greatest strength is that it focuses on the customer,
an important external stakeholder for most firms. Hotel Indigo, a brand of InterContinental Hotel

Group, defines its business in the “Hospitality Focus” boxed section at the top of the page.

In defining who they are, Hotel Indigo’s top management answered the three questions
posed in direction setting as follows: Who is being satistfied? The hotel is for the middle-market
consumer who is trading up to higher levels of quality and taste, but still seeking value.® What
is being satisfied is the traveler’s desire to experience affordable luxury and style instead of a
“beige” hotel. The brand is positioned as “an oasis where you can escape the hectic pace of
travel and think more clearly, work more productively, rest more refreshingly. An environment
that doesn’t just shelter you, but inspires and reenergizes you.”” The final question, “How are
customer needs satisfied?”, is revealed in the use of a retail service model that allows the hotel
décor to be continually refreshed and flexible.

Finally, the brand replies on the parent company. It is supported by the strength of the
InterContinental Hotels Group portfolio, and its infrastructure, consisting of global reserva-
tions, global sales, technology, and their Priority Club R ewards program.While defining a busi-
ness is helpful in communicating to internal and external stakeholders what the organization
is all about, the business definition should not constrain strategic choice. In other words, it is
an excellent tool for identifying where a company is, but it should not be used to determine
where the company should go in the future."

Peter Drucker suggested that direction setting is not just answering the question “What
is our business?” but also requires asking future-based questions like “What will it be?” and
“What should it be?”!" The “What will it be?” question refers to the direction that the firm is
heading at the current time. In other words, where will the business end up if it continues in
its current course? The question, “What should it be?”” allows for modifications to the existing
strategy to move the company in an appropriate direction. Organizations that come to grips
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FSEEP'ALB]'Y J.W. MARRIOTT: THE FUTURE OF MARRIOTT

)\\ /[ « y managing and franchising rather than owning hotels, we can grow
/ LL)L',\\ much faster, leveraging our management and brand-building capabil-
\L[ v/ ity. Faster unit growth, in turn, drives greater market share and brand

equity, which encourages owners and franchisees to develop yet more hotels
flying our flags. Across all our brands we remain focused on finding innovative
ways for technology to enhance the guest experience. Selling to customers the way they want to
buy is as important as catering to them upon arrival, and we enjoy a
tremendous strength in our distribution.”'2

with those two questions force themselves to look forward in time and to think about a vision
for the future.

Gary Hamel suggests that rather than determine the future direction of an organization
based on what it does, the organization should think in terms of what it knows and the
resources it owns.” In other words, a company should determine future direction based on
its resources and capabilities. Marriott, for example, has 13 different brands in 68 countries,
and continues to create value by growing its existing businesses and leveraging its core skills.
(See the “Hospitality Focus” boxed section above to read a quote from J.W. Marriott.)

As organizations become involved in businesses outside of their current operations, they

are increasing what is referred to as their scope. In other words, the scope of an organization
is the breadth of its activities both within a market and across markets. Delta Air Lines, like
many airlines, has adhered to a narrow business definition. Instead of venturing into new areas,
Delta has relied on acquisitions and expansion activities to greatly increase its route coverage
and establish an international presence, thus expanding the geographic size of its markets.'
However, the type of customer served, function, service, and technologies have mostly remained
the same. Delta and many other airlines are almost entirely dependent on one business. When
the industry experiences downturns and shocks, they have no other businesses to offset losses.
This became evident when the downturn in demand for air travel in the early 21st century led
to losses that the airlines could not sustain. When it looked as if many U.S. airlines would go
out of business, the federal government provided a multibillion-dollar bailout, but restructuring
of the company and aggressive changes to the fare structure could not prevent the airline from
bankruptcy. After a failed takeover attempt by US Airways, Delta emerged from bankruptcy
with a new CEO and an expansion plan."” On the other hand,Virgin Atlantic Airways is a part

of a highly diversified group. (See the “Hospitality Focus” boxed section on page 86.)

Virgin’s business definition is at the opposite extreme from many airline companies that
tend to focus on only one type of business. While such high levels of diversity typically are
difficult to manage, they do provide a cushion against shocks in particular businesses. Choices
regarding appropriate levels of diversification will be discussed in depth in Chapter 6. For now;, it
is sufficient to say that the execution of a corporate-level strategy results in a particular business
definition. For example, if a corporate-level strategy includes increased involvement in particular
businesses or business segments, the business definition will be changed to reflect these changes.
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DIVERSITY: THE VIRGIN GROUP Fgéﬁ TALb]’Y

)

ed by adventurous founder, chairman, and owner Sir Richard Branson, /)\)\é
Virgin Group has created more than 200 branded companies in busi- / \_n{”ﬂ

nesses ranging from mobile telephones to transportation, travel, financial \ i\L\%_}—i\"/
services, leisure, music, holidays, publishing, and retailing. Revenues around the -
world exceed $20 billion. This holding company has each of the companies
under the Virgin brand operating as separate entities, with some being wholly owned by
Branson, while he holds minority or majority stakes in others. The group has |4 businesses
alone in the travel and tourism category. Virgin Atlantic Airways is among the group’s biggest
breadwinners. Virgin Atlantic is complemented by its pan-European and Australian low-fare
cousins, Virgin Express and Virgin Blue. Virgin Group also operates two UK rail franchises
and sells tour packages. Virgin Trains, Blue Holidays, Virgin Limobike, Virgin Limited Edition,
Virgin Vacations, Virgin Balloon Flights, Virgin Limousines, Virgin America, Virgin Charter,
Virgin Galactic, and Virgin Nigeria are other tourism businesses. Besides travel and leisure,
the group’s major operating areas include beverages, retail sales, and telecommunications.
The group’s Virgin Megastores sell music, videos, and computer games. Other Virgin Group
operations include beverages, bridal stores, cosmetics, health clubs, and Internet services.'®

Key Influences on Direction
|

Both internal and external stakeholders influence strategic direction, as Figure 3.1 illustrates.
The amount of influence stakeholders have is proportional to their economic, political, and
formal (legal or contractual) power. The broad environment is also influential. For example,
an organization usually tries to establish a value system that is consistent with what society
expects, or at least appears to be consistent. Also, economic, technical, and political/legal reali-
ties influence the selection of business areas in which to compete. The oceans of the world are
Royal Caribbean International’s communities, and as such the company is committed to keep-

ing them clean and protected. (See the “Hospitality Focus” boxed section on page 88.)
Strategic direction, including corporate values, forms the foundation on which plans of
action are developed. As Royal Caribbean puts it, “Wherever we go, whatever we do, we
take our values with us. We know that our acceptance in the communities we call home and
the ports we visit depends on our living up to high standards of corporate citizenship. For that
reason, Royal Caribbean invests in community organizations and initiatives to enhance the
quality of life in communities all over the world.”"” Actions include the firm’s competitive
strategies, implementation strategies, control systems, and the way internal and external stake-
holders and stakeholder relationships are managed. Organizational actions lead to particular
outcomes, such as market successes or failures, and to financial performance, which includes
sales growth. Also, stakeholders will respond to the actions of organizations in a variety of
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Internal Stakeholders I Strategic Direction Broad Environment I

Vision

Mission

Business definition
History and Inertia I Organizational values External Stakeholders I

Organizational Actions
Competitive strategies
Implementation and control

Management of internal
stakeholders

Management of external
stakeholders

Organizational Outcomes
Market successes and failures
Feedback that Financial performance and growth Feedback that
guides impressions, Behavior of internal stakeholders guides impressions,

expectations, and Behavior of external stakeholders expectations, and
behavior Organizational reputation behavior

FIGURE 3.1 Influences on strategic direction

ways. For instance, customers could be pleased with the services of an organization, or they
could be angry and file a lawsuit against the company. Employees could be happy, or they could
strike. Government regulators could be cooperative, or they could interfere with operations
through fines and penalties. These outcomes translate into feedback that the organization can
use to adjust strategic direction, actions, or both direction and actions.

Feedback becomes a part of the organization’s history. History can potentially assist stra-
tegic planning processes, because organizations can learn from past successes and failures.
Unfortunately, history can also be a weakness that stands in the way of forward progress. Past
successes sometimes create strong structural inertia, the term for forces at work to maintain the
status quo.'® These forces can include systems, structures, processes, culture, sunk costs, inter-
nal politics, and barriers to entry and exit. Anything that favors the status quo has the poten-
tial to cause inertia. Inertia is stronger when an organization has been successful in the past,
because managers believe that past success will translate into future success, regardless of early
warning signals to the contrary. Inertia, then, is another potential threat to the survival and
prosperity of an organization.
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ENVIRONMENTAL PROTECTION AND ROYAL CARIBBEAN Fgém'm[b]'v
e at Royal Caribbean International know we have a special respon- - q,
sibility to protect our marine ecosystems. Clean oceans are good ! \_u{’l\\
for the environment, good for our guests, and good for our busi- :E‘f/

ness. Because we depend on the sea for our livelihood, and because it’s the right

thing to do, we have heavily invested in state-of-the-art treatment technologies,

such as Advanced Wastewater Purification (AWP) systems, to reduce our impact on the
environment. In addition to meeting or often exceeding environmental laws and regulations
through our “Above and Beyond Compliance” policies, we closely monitor our activities at
sea and on land to ensure standards are strictly maintained.

Royal Caribbean manages its business with a talented, competent team of professionals,
who operate with a philosophy of social responsibility, environmental protection, and good
corporate citizenship. We are committed to timely, honest, and forthright communications
with our employees, guests, shareholders, suppliers, and travel partners. And we will con-
tinue to seek the counsel of experts in the environmental field. By maintaining a produc-
tive, ongoing dialogue with all of these stakeholders, we will continue to do the best we
can to preserve and protect the environment.

We believe companies can be financially successful while serving as stewards of the
environment and good corporate citizens. We take our responsibility to the environment
very seriously, and we feel it’s inextricably linked with our continued success as an industry-
leading cruise line."

Structural inertia is the force at work to maintain the status quo, and can be the kiss of death
for a restaurant that works to attract that elusive buzz that moves from restaurant to restaurant.
Most humans desire a certain amount of predictability in their work. In other words, they
have learned to cope with their organizational environment—they are comfortable. They may
also fear that changes will reduce their own power or position in the organization or that they
will no longer be considered competent. If the forces favoring inertia are strong, and if the
organization has been successful in the past, people will be highly resistant to any major shift
in missions or strategies.

Take Lutéce, a famous French restaurant in Manhattan for more than 30 years before it
closed in 2004. Inertia based on past successes was perhaps one of the reasons for the decline of

>0The owners contin-

this restaurant based on white linens, servers in tuxedos, and diners in ties.
ued to pursue the same strategies until it was simply too late, and so were replaced with a new
guard of fine-dining owner/operators. In order to stay competitive in the restaurant industry,
operators are often remodeling interiors, redesigning menus, and sometimes creating entirely
new concepts in the process. As one executive of Bennigan’s Grill & Tavern noted, “In today’s
competitive landscape, there are so many choices and so many new concepts, especially with the
advent of fast-casual. For brands such as ours, you have to change to adapt.Who wants to eat in a

place with 25-year-old relics?”*' (See the “Hospitality Focus” boxed section on page 89.)
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NEW YORK CITY RESTAURANT FINDS NEW
STRATEGIC DIRECTION
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' :\_’z’}\f reaking from structural inertia motivated chef-partner Wayne Nish to
&}—ZI\L’/ rethink March, a well-respected | 6-year-old restaurant on New York

City’s Upper East Side. Opened in 1990, Mr. Nish and his business part-
ner, Joseph Scalice, over the years helped March develop a reputation as one of
the city’s premier fancy restaurants, a spot for truffles and tasting menus, earning three stars from
Ruth Reichl of the New York Times. “Because of our tasting menus and our price point, we were
known as a special-occasion restaurant,” Nish says. “We saw some of our customers exactly 16
times: once a year.” With an average check of $140 per person and an influx of new restaurants,

March found its business had evaporated.

The need for a new strategic direction motivated Nish to approach his business partner about
lowering prices, moving away from the tasting-menu format, and making the restaurant more
casual. The space, now bearing the name Nish, reopened in January 2007 with an a la carte
menu. Gone are the servers in black tuxedos, who now wear black slacks and black buttoned
shirts. The floral prints have been replaced with contemporary artwork on loan and changed
regularly. Checks average $85 per person, and “I’'m seeing most people coming in with smiles
on their faces, saying that they can come back more often,” Nish says. “There are definitely
more neighborhood people coming in. It’s great.”?

One of the most common means of communicating strategic direction is in a written

mission statement. The next section is a general discussion of organizational mission statements
and how they develop over time.

An organization’s mission statement is a brief statement of the purpose of the organization that
helps answer the question “What are we here to do?” It distinguishes an organization from
others by stating the basic scope and operations of the firm, primarily by defining markets,
customers, products, locations, or strategic features. For example, Choice Hotels International
says its mission is to deliver a franchise success system of strong brands, exceptional services,
vast consumer reach, and size, scale, and distribution that delivers guests, satisfies guests, and
reduces cost for hotels owners.” The clear customer for this mission statement is the franchi-
see, and the needs they promise to fulfill are a strong brand, services, a large system infrastruc-
ture, and good distribution.

For Sunland Park Racetrack and Casino, the mission is to be a premier, total entertain-
ment attraction recognized throughout the region for superior customer service. The company

89
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A HILTON GENERAL MANAGER LIVES THE VISION Fgém'[ALw'Y
ccording to the general manager of a Hilton-branded property who - /7,
crafted a vision for his hotel, it was a change in thinking first and fore- ; \_\i):]‘\
most. “We were going to become the best corporate hotel positioned :\\E}j'/

at the top end, but | approached this vision by doing three things: living my val-

ues, constantly talking about our vision, and modeling the vision every day. The

plan was shockingly devoid of systems or procedures. | felt it and was deeply into it. The hotel
needed an identity in the minds of the employees, and my job was to bring a deep belief in what
this hotel could become to these people. My agenda? Focus and model, focus and model. | just
did what seemed right at the time.”

It was not until almost six years later when the general manager was executive vice president of

the hotel group—a company that owned and managed hotels branded with a variety of different
midpriced and upper-priced hotel franchisers—that he created a formal vision of what the hotel
aspired to become. After considerable thought, he arrived at the simple statement,

“the friendliest place to visit.”?*

<

N

=,

describes how it will accomplish this purpose by noting that it will, “provide a clean, modern,
well-regulated facility that offers the best of horse racing and gaming experiences.” The focus
is on modern and clean gaming entertainment on a regional scale.

A mission statement provides an important vehicle for communicating ideals and a sense
of direction to internal and external stakeholders. It can inspire employees and managers. It can
also help guide organizational managers in resource-allocation decisions. A mission statement
should help convey what the organization does, how it does it, and for whom. Clearly, not all
opportunities that organizations face will be compatible with their missions. If used properly,
an organization’s mission should provide a screen for evaluating opportunities and threats.
Table 3.1 outlines the various uses of mission statements and considerations for writing them.

Sometimes students of strategic management confuse the terms mission and vision. In gen-
eral, a mission is what the organization is, its reason for existing, and how it intends to make a
profit, whereas a vision is a forward-looking view of what the organization wants to become or
what it can become in time. However, when mission statements are written, they often include
a vision statement, or statements about the values of an organization. As long as an organiza-
tion understands what it is, what it values, and where it is going, then it has a well-defined
strategic direction. The particular labels are not as important as making sure that all aspects
of strategic direction are included. One hotel general manager’s direction-setting experience
shows that sometimes the vision emerges in discussions with the senior management staft but
is not written down initially. (See the “Hospitality Focus” boxed section above.)

As organizations are first established, their mission may be as simple as “Provide low-cost
lodging to highway travelers while generating a profit for the owner.” The mission is often
informal and is seldom written down. But notice that even in its simplest form, this mission
encompasses a purpose, a brief definition of the business, and two important stakeholders,
the owner and the customer. Most businesses begin with a mission that is just as simple as the
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TABLE 3.1 Multiple Uses of Mission Statements

Inspire higher
levels of
performance
and pride in
association

Communicate
organizational
purpose and
values

Enhance
organizational
reputation

Managers and
employees

Managers,
employees,
shareholders,
and potential
investors

Society and
most external
stakeholder
groups,
especially
customers
and potential
venture
partners

PRIMARY

STAKEHOLDERS
UsE TARGETED CONSIDERATIONS
Direct Managers and Mission statements should use terms that are
decision employees understandable to internal stakeholders. For example,
making and a clear business definition provides guidance with
resource regard to where an organization should pursue business
allocations opportunities. Also, a statement like, “We use state-

of-the-art technology” has clear implications for how
resources should be allocated.

To be effective, missions should be communicated to
internal stakeholders on a regular basis.

Mission statements should be worded in such a way
that they inspire the human spirit. A person should read
the statement and feel good about working for the
company. On the other hand, this can be a two-edged
sword if the organization does not act accordingly.

This can cause a sense of betrayal and hypocrisy.

Organizational purpose and values help managers
and employees resolve dilemmas when faced with
trade-offs. They also help external stakeholders know
what to expect from the organization in particular
situations.

Mission statements should be carefully articulated so
that they enhance reputation. Catchy (but not cliché)
slogans are helpful so that stakeholders will remember
them. They should be short enough so that external
stakeholders will attempt to read them and remember
them. They should be widely dispersed to media
sources and apparent in public settings such as the
foyers of office buildings and factories.

example given. The mission is an extension of the entrepreneur or entrepreneurs who form
the organization. When Dave Thomas began Wendy’s Hamburger Restaurants in the 1960s,
his mission was simply to serve great-tasting food, hire and train the best people, provide out-

standing customer service, and make a buck along the way. Today the company is a major

restaurant operating and franchising company, with 6,300 restaurants in North America.*
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THE MARRIOTT SPIRIT TO SERVE Fgéﬁ TAL;"Y
The Spirit to Serve Our Associates A

* The unshakeable conviction that our people are our most important ”it\L:EL,’
asset &/
* An environment that supports associate growth and personal
development

* A reputation for employing caring, dependable associates who are ethical and
trustworthy

* A home-like atmosphere and friendly workplace relationships

* A performance-reward system that recognizes the important contributions of
both hourly and management associates

* Pride in the Marriott name, accomplishments, and record of success

* A focus on growth-managed and franchised properties, owners, and investors

The Spirit to Serve Our Guests

* Evident in the adage, “the customer is always right”

* A hands-on management style, i.e., “management by walking around”
* Attention to detail

* Openness to innovation and creativity in serving guests

* Pride in the knowledge that our guests can count on Marriott’s unique blend
of quality, consistency, personalized service, and recognition almost anywhere
they travel in the world or whichever Marriott brand they choose

The Spirit to Serve Our Community

* Demonstrated every day by associate and corporate support of local, national
and international initiatives, and programs

* Animportant part of doing business the “Marriott Way”%

As companies succeed in their business environments, opportunities arise that allow the
firm to grow in revenues and number of employees, and encourage it to expand into new
product and market areas. The original mission may seem too restrictive. At this point, the
organization will probably begin to pay more attention to previously overlooked or neglected
stakeholders. For example, the company may increase employee benefits (employees), hire
additional tax specialists (government), designate a public-relations officer (society), attempt
to negotiate better discounts with suppliers (suppliers), or increase borrowing to help sustain
growth (financial intermediaries). In addition, the firm will certainly pay more attention to the
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JOHNSON & JOHNSON—OQUR CREDO F(S)ém x
e believe our first responsibility is to the doctors, nurses and /;f
patients, to mothers and fathers and all others who use our prod- / Loy )L,
ucts and services. In meeting their needs, everything we do must be \_\ 574

of high quality. We must constantly strive to reduce our costs in order to main-
tain reasonable prices. Customers’ orders must be serviced promptly and accurately. Our
suppliers and distributors must have an opportunity to make a fair profit.

We are responsible to our employees, the men and women who work with us throughout
the world. Everyone must be considered as an individual. We must respect their dignity
and recognize their merit. They must have a sense of security in their jobs. Compensation
must be fair and adequate, and working conditions clean, orderly, and safe. We must

be mindful of ways to help our employees fulfill their family responsibilities. Employees
must feel free to make suggestions and complaints. There must be equal opportunity for
employment, development, and advancement for those qualified. We must provide com-
petent management, and their actions must be just and ethical.

We are responsible to the communities in which we live and work and to the world com-
munity as well. We must be good citizens—support good works and charities and bear our
fair share of taxes. We must encourage civic improvements and better health and educa-
tion. We must maintain in good order the property we are privileged to use, protecting the
environment and natural resources.

Our final responsibility is to our stockholders. Business must make a sound profit. We must
experiment with new ideas. Research must be carried on, innovative programs developed,
and mistakes paid for. New equipment must be purchased, new facilities provided, and new
products launched. Reserves must be created to provide for adverse times. When we oper-
ate according to these principles, the stockholders should realize a fair return.?®

actions and reactions of competitors. These stakeholders and forces in the broad environment
then become forces that are considered as the organization adjusts or enlarges its mission.
On page 92 in the “Hospitality Focus” boxed section, Marriott’s fundamental ideals of ser-

vice to associates, customers, and the community are listed. The “Marriott Way” is built on a set of
beliefs that have served as a cornerstone for guiding the enterprise. They attribute their continued
growth and employee satisfaction to these ideals.

At some point in the growth of an organization, planning processes are formalized. This
may be the first time that a mission statement is put into words. Articulating a mission forces top
managers to come to terms with some key issues regarding the current direction of the firm and
its future. A well-written mission statement can be an excellent tool for conveying the meaning
and intent of an organization to its internal and external stakeholders.

A mission statement can also be an eftective way to communicate to important stakeholders.
In times of crisis, a mission statement also serves as a guide to direct actions. Johnson & Johnson’s



PZ8l CHAPTER 3 M STRATEGIC DIRECTION

adherence to its purpose of first responsibility to doctors, nurses, patients, parents, and all others
who use their products helped guide managers in the now-famous recall of Tylenol. Prompt
actions, informed by the “credo,” saved the firm’s reputation.?” The Johnson & Johnson credo
was written over 60 years ago by General Robert Wood Johnson, when the family-owned busi-
ness was small. Putting customers first and stockholders last was a new idea then and has contin-

ued to serve the company well. (See the “Hospitality Focus” boxed section on page 93.)
Unfortunately, in many organizations, the process of developing a written mission statement
has deteriorated into an exercise in slogan writing. Managers often worry more about writing a
catchy, short phrase that can be printed on a business card than about managing with purpose. For an
organization’s mission to be a management tool, it must be grounded in the realities of the business.

__________________________________________________________________________________________________|
__________________________________________________________________________________________________|
A vision is an ideal and unique image of the future. It is a forward-looking statement that con-
veys a sense of the possible. For this reason, we often see visions that use the terms “best” or
“leader.” The vision for Royal Caribbean is,“To empower and enable our employees to deliver
the best vacation experience to our guests, thereby generating superior returns to our stake-

holders and enhancing the well-being of our communities.”*
An organization with a vision has a definite sense of what it wants to be in the future.
Starbucks’ vision is to “be the premier purveyor of the finest coffee in the world while maintain-

5231

ing our uncompromising principles as we grow.”>' The CEO and other key executives have pri-
mary responsibility for creating the organizational vision. Howard Schultz, the visionary behind

A
) . . . . .
/)»,%,}7 Starbucks, clearly embodies the essential role that leaders play in shaping a unique future for a firm.

(See the Hospitality Focus” boxed section on page 95.)

The vision of Marriott is “to be the world’s leading provider of hospitality services.”** With
nearly 2,600 properties and 144,000 associates in 67 countries and territories, Marriott is argu-
ably fulfilling that vision. Once it is stated, a vision may be used to focus the efforts of the entire
organization.” For example, plans, policies, or programs that are inconsistent with the corporate
vision may need to be altered or replaced.

A well-understood vision can help managers and employees believe that their actions
have meaning. Unfortunately, sometimes firms have a vision but it produces no positive results,
because it is not well understood by members of the organization. Managers who wish to
enhance their ability to communicate a vision should ask, “How do I passionately convey our
dramatic difference to our customers?” They should be sure that the housekeepers, servers,
desk clerks, reservationists, and others buy into it.

A study conducted using students at Cornell University asked them to call the free res-
ervation number of various hotel chains. Students asked their contacts if they knew the com-
pany’s vision. Many of these employees were reservation agents, the point of first contact with
the company for many guests. For the majority of the companies, phone calls were made on
multiple dates and at varied times to get a better indication of actual knowledge possessed by
several employees. Without embarrassing any one lodging company, we will just say that the
overall results were not impressive. Of those contacted, 28 percent knew the vision, 3 percent
looked it up, 68 percent did not know the vision, and 1 percent provided a rude response.*
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A COMMON VISION FOR STARBUCKS FgEmTALB Y
7
tarbucks Coffee, Tea and Spice opened its first store in April 1971 in /,)_\%\Z
the Pike Place Market in Seattle, Washington. Its original owners, Jerry /’.L\_U)\-llﬂ
Baldwin and Gordon Bowker, had a passion for dark roasted coffee. Z\b‘j/

They loved coffee and tea and wanted Seattle to have access to the best.
Howard Schultz joined the company in 1982 as director of retail operations
and marketing after visiting the company and meeting its owners.

Schultz also had a passion for the business and tried to convince the owners to test the idea of
an Italian espresso bar concept. While the test was a great success, the owners decided not to
expand the concept. This disagreement caused Schultz to leave the

company in 1985 and start his own coffee-bar company with Dave Olsen. Two years later,

the owners of Starbucks, Schultz’s previous bosses, sold their business to Schultz and Olsen.

Schultz’s return to the Starbucks offices at the roasting plant was an opportunity for him to
share the new vision and help set a direction for the small company’s future. He called the staff
together for his first meeting as the new owner and began by saying:

All my life | have wanted to be part of a company and a group of people who share a com-
mon vision. ... ’'m here today because | love this company. | love what it represents. ... | know
you're concerned. ... | promise you | will not let you down. | promise you | will not leave any-
one behind..... In five years, | want you to look back at this day and say, “l was there when it
started. | helped build this company into something great.

During the next five years, Starbucks remained a privately held company and expanded its stores
at a faster pace than planned. By 1992, it had 165 stores. Today Starbucks has 12,440 stores in
37 countries.®

While this study was not rigorous from a scientific perspective, it is still possible to draw a
few simple, though tentative, conclusions. First, it is possible that many of these firms did not
have a vision. Second, those firms that had one were not communicating it very well. Either of
these situations results in the same problem. The people who are making contact with guests
and other stakeholders don’t really understand what their companies are trying to become.

|
|
A final but equally important aspect of strategic direction is the establishment of organizational
values. Values guide organizational decisions and behavior. Take Salty’s Seafood Grills, a small
company with three restaurants that believes it exceeds guests’ expectations through empow-

ered people guided by shared values. For this company, the voice of the guests drives people’s
actions in this company. Through the values, it is understood that everyone listens to the guests,
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F8émTA“JY THE VALUES AT SALTY’S SEAFOOD GRILLS

/4

/)_/)«\Z Diversity—We respect the individual and seek value and promote differences
"L\_u{”ﬁ of race, nationality, gender, age, background, experience, and style.
Egﬁ'/ Communication—We listen and speak clearly, consistently, and respectfully.

Clear communication and understanding is the root of our strength and
our success.

Integrity—We do what we say.

Honesty—We speak openly and directly, with care and compassion, and work hard to
understand and resolve issues.

Attitude—We have a positive, can-do attitude about ourselves, our guests, our fellow
associates, and our company.

Accountability—We all understand what is expected of us and are fully committed to
meeting those expectations.

Teamwork—Working on real guest needs, we combine functional excellence and cross-
functional teamwork to produce exceptional results.

Balance—We respect the decisions individuals make to achieve professional and
personal balance in their life.>

understands what the guests’ needs are, and delivers to exceed those needs. In addition, senior
management believes that the associates closest to the guests are at the top of the organization.
The rest of the organization’s role is to help those closest to the guests by providing resources
and removing obstacles. The essence of Salty’s values is a belief that what is good for the guests
is good for the company and good for them as individuals. Read about Salty’s shared values in
the “Hospitality Focus” boxed section at the top of this page.

Values statements are common throughout the hospitality industry. The value statement of
Starwood Hotels and Resorts Worldwide Inc. is found in the “Hospitality Focus” boxed sec-
tion on page 98. Notice that there are some similarities between these value statements, but
there are also important differences. These difterences are a reflection of the culture and ethics
of the company.

High-level managers, especially the CEO, have a great deal of influence on the values of the
company. For example, Darden Restaurants’ values are articulated in communications with share-
holders and other key stakeholders (see Table 3.2). When a new top manager takes charge, his or
her personal values help shape the entire company, while founders can serve as a guide. Bill Darden
and Joe Lee, who founded this large casual-dining restaurant company, provide a uniting value-
based culture for CEOs who follow through the establishment of their original core values.

Managers who work with the CEO quickly identify his or her value system and com-
municate it to lower-level managers and employees. The CEO may also discuss organizational
values in speeches, news releases, and memos. To the extent that the CEO controls the reward
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TABLE 3.2 The Values of Darden Restaurants, Inc.

Our Core Values

While Darden benefits from an industry that has strong long-term prospects and we
employ terrific people, operate outstanding restaurant companies, follow a clear strategy,
and enjoy excellent financial strength, we know we cannot be successful without an
unmistakable sense of who we are. That’s why we understand and appreciate our Core
Values that have been forged over our more than 60-year history started by our founder,
Bill Darden. As we continue the journey to become the best casual dining company, we
will look to these values for guidance and know they will be especially critical when

we're faced with unexpected opportunities or challenges.

As an Organization, We Value:

* Integrity and fairness. It all starts with integrity. We trust in the integrity and fairness of
each other to always do the right thing, to be open, honest, and forthright with others,
to demonstrate courage, to solve without blame, and to follow through on all our
commitments and ourselves.

* Respect and caring. We reach out with respect and caring. We have a genuine interest
in the well-being of others. We know the importance of listening, the power of
understanding, and the immeasurable value of support.

* Diversity. Even though we have a common vision, we embrace and celebrate our
individual differences. We are strengthened by a diversity of cultures, perspectives,
attitudes, and ideas. We honor each other’s heritage and uniqueness. Our power of
diversity makes a world of difference.

* Always learning—always teaching. We learn from others as they learn from us. We learn.
We teach. We grow.

* Being “of service.” Being of service is our pleasure. We treat people as special and
appreciated by giving of ourselves, doing more than expected, anticipating needs, and
making a difference.

» Teamwork. Teamwork works. By trusting one another, we bring together the best in all
of us and go beyond the boundaries of ordinary success.

* Excellence. We have a passion to set and to pursue, with innovation, courage, and
humility, ever-higher standards.

Our Core Values communicate the behaviors and attitudes we cherish as we strive to
deliver on Darden’s Core Purpose, which is “To nourish and delight everyone we serve.”
“Darden is the Company it is today because we place no limits on what we believe we
can achieve. Like Bill Darden, Joe Lee, and the others who founded our Company, we are
willing to dream big dreams, and we are united by a strong, values-based culture.”
Clarence Otis, Jr.

Chairman & Chief Executive Officer

Source: Darden Restaurants Inc., 2007, Overview, www.dardenrestaurants.com/abt_overview.asp.
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THE VALUES AT STARWOOD HOTELS AND RESORTS TALB]'Y
WORLDWIDE, INC. )\“%
e %j’?\';\

ur values serve as the guide for how we treat our customers, our
owners, our shareholders, and our associates. We aspire to these ;'\é,;,
values to make Starwood a great place to work and do business. We
succeed only when we meet and exceed the expectations of our customers,
owners, and shareholders. We have a passion for excellence and will deliver the high-
est standards of integrity and fairness. We celebrate the diversity of people, ideas, and
cultures. We honor the dignity and value of individuals working as a team. We improve
the communities in which we work. We encourage innovation, accept accountability, and
embrace change. We seek knowledge and growth through learning. We share a sense of
urgency, nimbleness, and endeavor to have fun too.>”

system subjectively, managers who make decisions that are consistent with the values of the
CEO are likely to be rewarded, thus reinforcing what is expected. Many of the people who
strongly disagree with the new values will voluntarily leave the firm. Or, if their own behavior
pattern is inconsistent with the new rules of the game, they will be forced out through poor
performance evaluations, missed promotions, or low salary increases. Thus, over a period of
time, the example and actions of the CEO are reflected in most of the major decisions that are
made by the organization.™.

Despite the CEO’s power, he or she is not the only determinant of organizational values.
The values of an organization are also a reflection of the social groups from which managers
and other employees are drawn (which makes global management even more challenging).
These individuals bring a personal value system with them when they are hired.

In the hospitality industry, the values of a social group are often part of the service expe-
rience. Disney’s Polynesian resort, for example, offers an entire training program, “Magic of
Polynesia,” which is designed to facilitate employee understanding and commitment to the
authentic vision of Polynesia. (See the “Hospitality Focus” boxed section on page 99.)

If value changes in society are not voluntarily incorporated into a firm, then an employee

or manager may become a whistle blower in an attempt to force the organization to cease a
behavior that society finds unacceptable or to incorporate a practice that is in keeping with the
new social value. For example, antidiscrimination lawsuits have prompted many organizations
to adopt more stringent equal employment opportunity policies and even affirmative action
programs. The values of various social groups are constantly changing. Hiring legal or illegal
immigrants in the restaurant industry is another example of a complex issue influenced by
changing political and social values. Therefore, strategic managers need to keep abreast of these
changes in order to successfully position their firms.

Stakeholder theory is closely aligned with discussions of values and social responsibil-
ity, because one of the principles underlying the theory is that organizations should behave
appropriately with regard to a wide range of stakeholder concerns and interests.” The increas-
ing incidence of lawsuits against top managers and their companies in recent years provides
evidence that many organizations are not satisfying all of their stakeholders’ expectations very
well.* (See the “Hospitality Focus” boxed section on page 100.)
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THE VALUES AT DISNEY’S POLYNESIAN RESORT FSEE TALB‘J’Y
7
he cast members and management identified four theme values as /)_\%\g
part of their discussion of “what makes us Polynesian.” The values )
. . . . . . . { ;\«\TL» J
identified as reflecting Polynesian hospitality included (1) a sense Kg};\/

of Ohano, or sense of family, which describes the way they would like their

working relationships to be; (2) a spirit of Aloha, which means that the basis

of their interactions is their desire to be caring and mindful of others; (3) a sense of
Kina’olea, the desire to perform all interactions and services in a high-quality way; and (4)

a sense of Mea Ho’okipa, the desire to be the perfect host by “welcoming and entertaining

guests and strangers with unconditional warmth and generosity.”'

Social Responsibility
|

Embedded within the concept of organizational values is the notion of social responsibility.
Social responsibility contains four major components:

1. Economic responsibilities, such as the obligation to be productive and profit-
able and meet the consumer needs of society

2. Legal responsibilities to achieve economic goals within the confines of writ-
ten law

3. Moral obligations to abide by unwritten codes, norms, and values implicitly
derived from society

4. Discretionary responsibilities that are volitional or philanthropic in nature*

In the restaurant industry, wide arrays of large and small organizations work in their com-
munities as responsible corporate citizens. Take, for example, the work of Souza’s Brazilian
Restaurant, a small restaurant in Burlington, Vermont, that has devised a program offering free
and subsidized cab rides to restaurant patrons who have had too much to drink.* While the
owners of the restaurant believe it is the “right thing to do,” which speaks to the third major
component of social responsibility noted previously, Souza’s also believes that the industry
needs to support the existing state laws on zero tolerance concerning impaired driving.

Danny Murphy—a franchisee of Tim Horton restaurants, Wendy’s restaurants, and a
Holiday Inn—believes helping his community involves a different sort of bottom line. “We’re
able to do charitable things,so we do them,” Murphy says.“It’s that simple.”* Some of the things
he does for his community in Canada includes ski trips for underprivileged children, food drives,
highway cleanups, and the Easter Seals poster-child campaign. Other programs include a soup
campaign each February (for the Heart & Stroke Foundation) and Alzheimer’s Day (proceeds
from every large coffee sold at Tim Horton’s locations benefit the Alzheimer’s Society).

99
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SOCIAL RESPONSIBILITY: THE RONALD McDONALD TALB]’Y
HOUSE CHARITIES )\%\%
arge players like McDonald’s devote substantial resources to their com- 7/ :\_:’:ﬁr
I munity efforts. The company now issues social responsibility reports that Zt:}—i,\“/
highlight what the company is doing in the international communities it

serves. For example, the company conducts approximately 500 animal welfare

audits throughout the world each year and publishes an animal welfare report. It estab-
lished the Ronald McDonald House Charities, which are dedicated to improving the health
and welfare of children. More than 245 Ronald McDonald houses in 28 countries provide
families with a homelike atmosphere while their children receive care at a nearby hospital.
Ronald McDonald Care Mobiles take medical and dental care directly to underprivileged
children. A large grant will provide immunizations to | million children and mothers in Africa.
McDonald’s has also provided disaster relief in many countries, including Greece, Turkey,
India, Chile, and the United States. In addition, the corporation has purchased more than $4
billion of recycled materials. These are just a few examples of the many things McDonald’s is
doing to be a good citizen.*

GREEN INITIATIVES

Hotel companies are beginning to recognize that the choices they make affect the impact their
guests have on the environment. Environmental responsibility is emerging as the hospital-
ity industry recognizes and acts on the notion that it has significantly more responsibility to
the environment and to the world around it than do individuals. In the first quarter of 2007,
more than 70 press releases were sent out about how hotel companies were deploying green
initiatives.*® Worldwide, the hotel industry has accelerated its focus on green initiatives, with
an eye to profit, people, and preserving the planet.

The importance of sustainable hotelkeeping appears to have captured the attention of
all the major brands, with InterContinental Hotel Group, Starwood Capital Group, Hilton
International, and Fairmont Hotels and Resorts all establishing unique initiatives. Starwood
has devised a new concept called “1” Hotel and Residences, as the first luxury, eco-friendly
global hotel brand.*” The concept will combine the best of environmentally sustainable archi-
tecture and interior design with impeccable service and luxurious comfort. The new brand
will adhere to green construction and operating principles and commit to environmentally
sensitive consumption of natural resources. What remains to be determined is whether these
initiatives are primarily devised to obtain positive publicity or motivated by values. Harve’
Houdre, general manager of the Willard InterContinental, a champion in creating extensive
sustainable development strategies for his hotel, notes, “The hotel industry should not use this
concept as an opportunity, but consider it a responsibility.”**

PROFITS VERSUS RESPONSIBLE BEHAVIOR

Research evidence does not unequivocally support the idea that firms that rank high on social
responsibility, based on the four components described earlier, are necessarily any more or less
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SUSTAINABLE AGRICULTURE PLUS PROFIT F(S)éﬁ TAL ]’Y
AT WHOLE FOODS MARKET )\\\g
EN
hole Foods Market believes that its success comes from contribut- ’/,\,Lu):?
ing to a higher quality of life. Our motto—Whole Foods, Whole o

People, Whole Planet—emphasizes that our vision reaches far
beyond just being a food retailer. Our success in fulfilling our vision is mea-
sured by customer satisfaction, Team Member excellence and happiness, return on capital
investment, improvement in the state of the environment, and local and larger community
support.

By offering the highest-quality food available, we are helping to transform the diet of
America, helping people live longer, healthier, more pleasurable lives while responding posi-
tively to the challenge of environmental sustainability.

We earn profits every day through voluntary exchange with our customers. We know that
profits are essential to create capital for growth, job security, and overall financial success.
Profits are the “savings” every business needs in order to change and evolve to meet the
future. They are the “seed corn” for next year’s crop. We are the stewards of our share-
holder’s investments, and we are committed to increasing long-term shareholder value.

As a publicly traded company, Whole Foods Market intends to grow. We will grow at such
a pace that our quality of work environment, Team Member productivity and excellence,
customer satisfaction, and financial health continue to prosper.

There is a community of self-interest among all of our stakeholders. We share together in
our collective vision for the company. To that end, we have a salary cap that limits the
maximum cash compensation (wages plus profit incentive bonuses) paid to any Team
Member in the calendar year to 19 times the company-wide annual average salary of all
full-time Team Members.*

profitable than firms that rank low.*> However, an organization that maintains an untarnished
reputation should enjoy greater opportunities to enhance economic performance over the
longer term. Studies of hotels in the United States have found that corporate social responsibil-
ity will deliver to the bottom line if made part of a marketing and communications strategy.”'
Furthermore, firms that have an overall high rank in the four areas listed in this chapter (one
of which is productivity and profitability) have achieved an end in itself.

The classical belief, espoused primarily by economists such as Milton Friedman, is that
the only valid objective of a corporation is to maximize profits, within the rules of the game
(legal restrictions). He suggests that when businesses engage in efforts to increase profits, they
often do what is good for society. If a business can gain goodwill and thereby increase profit,
Friedman argues that it is in the self-interest of a business to do so.

Whole Foods Market, the world’s leading retailer of natural and organic foods is a notable
example of a company that is committed to sustainable agriculture while making a healthy
profit for investors. (See the “Hospitality Focus” boxed section above.)
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A corporation that becomes too focused on profits is likely to lose the support and coop-
eration of key stakeholders, such as suppliers, activist groups, competitors, society, and the gov-
ernment. In the long run, this sort of strategy may result in problems such as lawsuits, loss of’
goodwill, and, ultimately, a loss of profits. One business-ethics expert argued that:

There is a long-term cost to unethical behavior that tends to be neglected. That cost is to the trust
of the people involved. Companies today—due to increasing global competition and advancing
technological complexity—are much more dependent than ever upon the trust of workers, spe-
cialists, managers, suppliers, distributors, customers, creditors, owners, local institutions, national
governments, venture partners, and international agencies. People in any of those groups who
believe that they have been misgoverned by bribes, sickened by emissions, or cheated by products
tend, over time, to lose trust in the firm responsible for those actions.”

Concerning ethical decision making, the approach of many business organizations seems
to be to wait until someone complains before actions are taken.This is the type of attitude that
can result in food and product safety issues. History has taught us that many human-induced
disasters and crises could be avoided if organizations were sensitive to what one or another of’
their stakeholders is saying. The Sustainable Seafood Forum, a nonpartisan organization that
advises restaurateurs and the public about seafood choices that are sustainable and affordable, is
one organization launched by a restaurant owner and seafood distributor with a commitment
to health and food safety. (See the “Hospitality Focus” boxed section on page 105.)

Enterprise Strategy
|

One fundamental question an organization should ask in determining its purpose is “What do
we stand for?” This question is the critical link between ethics and strategy. Enterprise strategy is
the term used to denote the joining of ethical and strategic thinking about the organization.*
It is the organization’s best possible reason for the actions it takes. Consequently, an enterprise
strategy is almost always focused on serving particular stakeholder needs. For example, an
enterprise strategy can contain statements concerning a desire to maximize stockholder value,
satisfy the interests of all or a subset of other stakeholders, or increase social harmony or the
common good of society.® Some organizations get very specific about how they will deal
with stakeholder interests. For example, the values of Whole Food Markets can be found in
Table 3.3..

Organizational mission statements containing the elements of an enterprise strategy are
more likely to be found in high-performing than in low-performing corporations.’® Enterprise
strategy is a natural extension of the ethics of the organization, which are an extension of
the values of key managers within the organization. The ethics of a firm are not just a matter
of public statements. Ethical decision making is a way of doing business. A company that
specifically works to build ethics into its business practice, to develop and implement an
enterprise strategy, will have a frame of reference for handling potential ethical problems. For
this reason, it is not surprising that a study of hospitality executives revealed that ethics and
integrity were considered the most important competencies for the success of future leaders
in the industry.>
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TABLE 3.3 Whole Foods Market Core Values

Our Core Values

The following list of core values reflects what is truly important to us as an organization. These
are not values that change from time to time, situation-to-situation, or person to person, but
rather they are the underpinning of our company culture. Many people feel Whole Foods is
an exciting company of which to be a part and a very special place to work. These core values
are the primary reasons for this feeling, and they transcend our size and our growth rate. By
maintaining these core values, regardless of how large a company Whole Foods becomes, we
can preserve what has always been special about our company. These core values are the soul
of our company.

Selling the Highest-Quality Natural and Organic Products Available

Passion for Food: We appreciate and celebrate the difference natural and organic products can
make in the quality of one’s life.

Quality Standards: We have high standards, and our goal is to sell the highest-quality products
we possibly can. We define quality by evaluating the ingredients, freshness, safety, taste,
nutritive value, and appearance of all of the products we carry. We are buying agents for our
customers and not the selling agents for the manufacturers.

Satisfying and Delighting Our Customers

Our Customers: They are our most important stakeholders in our business and the lifeblood of
our business. Only by satisfying our customers first do we have the opportunity to satisfy the
needs of our other stakeholders.

Extraordinary Customer Service: We go to extraordinary lengths to satisfy and delight our
customers. We want to meet or exceed their expectations on every shopping trip. We know
that by doing so we turn customers into advocates for our business. Advocates do more than
shop with us, they talk about Whole Foods to their friends and others. We want to serve our
customers competently, efficiently, knowledgeably, and with flair.

Education: Ve can generate greater appreciation and loyalty from all of our stakeholders by
educating them about natural and organic foods, health, nutrition, and the environment.

Meaningful Value: We offer value to our customers by providing them with high-quality
products, extraordinary service, and a competitive price. We are constantly challenged to
improve the value proposition to our customers.

Retail Innovation: We value retail experiments. Friendly competition within the company helps
us to continually improve our stores. We constantly innovate and raise our retail standards and
are not afraid to try new ideas and concepts.

Inviting Store Environments: We create store environments that are inviting and fun, and reflect
the communities they serve. We want our stores to become community meeting places where
our customers meet their friends and make new ones.




TABLE 3.3 (Continued)

Supporting Team Member Excellence and Happiness

Empowering Work Environments: Our success is dependent upon the collective energy and
intelligence of all of our Team Members. We strive to create a work environment where
motivated Team Members can flourish and succeed to their highest potential. We appreciate
effort and reward results.

Self-Responsibility: VWe take responsibility for our own success and failures. We celebrate
success and see failures as opportunities for growth. We recognize that we are responsible for
our own happiness and success.

Self-Directed Teams: The fundamental work unit of the company is the self-directed Team.
Teams meet regularly to discuss issues, solve problems, and appreciate each others’
contributions. Every Team Member belongs to a Team.

Open & Timely Information: We believe knowledge is power, and we support our Team
Members’ right to access information that impacts their jobs. Our books are open to our Team
Members, including our annual individual compensation report. We also recognize everyone’s
right to be listened to and heard regardless of their point of view.

Incremental Progress: Our company continually improves through unleashing the collective
creativity and intelligence of all of our Team Members. We recognize that everyone has a
contribution to make. We keep getting better at what we do.

Shared Fate: We recognize there is a community of interest among all of our stakeholders. There
are no entitlements; we share together in our collective fate. To that end, we have a salary cap
that limits the compensation (wages plus profit incentive bonuses) of any Team Member to |9
times the average total compensation of all full-time Team Members in the company.

Creating Wealth Through Profits & Growth

Stewardship: We are stewards of our shareholders’ investments, and we take that responsibility
very seriously. We are committed to increasing long-term shareholder value.

Profits: We earn our profits every day through voluntary exchange with our customers. We
recognize that profits are essential to creating capital for growth, prosperity, opportunity, job
satisfaction, and job security.

Caring About Our Communities & Our Environment

Sustainable Agriculture: Ve support organic farmers, growers, and the environment through our
commitment to sustainable agriculture and by expanding the market for organic products.

Wise Environmental Practices: We respect our environment and recycle, reuse, and reduce our
waste wherever and whenever we can.

Community Citizenship: We recognize our responsibility to be active participants in our local
communities. We give a minimum of 5 percent of our profits every year to a wide variety

of community and nonprofit organizations.

Integrity in All Business Dealings: Our trade partners are our allies in serving our stakeholders.
We treat them with respect, fairness, and integrity at all times and expect the same in return.

Source: Whole Foods web site, www.wholefoodsmarket.com/company/corevalues.html, 2007.
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KINGS SEAFOOD COMPANY ESTABLISHES TALb Y
THE SUSTAINABLE SEAFOOD FORUM )\\\g
N
ourcing sustainable seafood is often expensive. The CEO of King's '/'L\_u{”ﬂf
Seafood Company, Sam King—faced with the challenge of finding a con- 2
stant supply of fish for his southern California chain of casual King’s Fish

Houses and upscale eateries as wild stocks dwindle—joined a partnership with

leading seafood restaurants, suppliers, and the Aquarium of the Pacific. Mr. King helped
establish the Sustainable Seafood Forum to advise the industry. The partnership is com-
mitted to providing its customers with healthy seafood choices that are clearly identified
and documented as coming from both sustainable wild stocks and sustainable aquaculture
operations. The recommendations of the forum are based on three key criteria:

|. Healthfulness. The fish must be free of mercury or toxins.
2. Environmental sustainability. The fish must be environmentally sound.

3. Sociocultural integrity. The fish must be socioeconomically sound (the industry
contributes to the community).>’

Ethical Frames of Reference
|

The pattern of decisions made by organizational managers establishes strategy and creates
expectations among other organizational members and external stakeholders. For example, a
firm that has specialized in the highest-quality services creates an expectation among custom-
ers that all services will be high quality. If the firm chooses to change its strategy to include
lower-quality services, it runs the risk that customers will perceive the change as a breach of
faith. Similarly, if a company has an established relationship with a customer as its sole source
of supply of a particular product, then the customer comes to depend on that company. If the
supplier then chooses to drop that product from its product line, what might seem to be a
clear-cut business decision takes on an ethical dimension: Can the customer’s business survive
if the product is dropped? Should other alternatives be considered? What obligation does the
supplier have to that customer?

These types of decisions carry an ethical dimension, because they go against what some
important stakeholders think is right. An ethical dilemma exists when the values of different
stakeholders of the organization are in conflict. Although there is no real legal dimension, an
issue of trust or good faith is apparent. In addition to decisions that violate stakeholder expec-
tations, there are also ethical dilemmas related to the gray area surrounding legal behavior: the
definitions of what society views as right and wrong. The values that organizational members
bring to their work—the shared values that make up the organizational culture—determine
whether the issues of trust, good faith, and obligation are raised when decisions are being delib-
erated, as well as the degree to which these issues influence the final outcome.
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In making decisions that deal with ethical issues, it is important to have a frame of
reference. Few ethical dilemmas have simple right-or-wrong answers. Instead, they are com-
plex and require balancing the economic and social interests of the organization.*® The follow-
ing are five theoretical models that often influence organizational decisions:*

Economic Theory. Under economic theory, the purpose of a business organi-
zation is to maximize profits. Profit maximization will lead to the greatest
benefit for the most people. Other than profit maximization, there are no
ethical issues in business.

Limitations of Economic Theory: Assumptions of profits being evenly dis-
tributed is naive. Not all business decisions relate to profit making, and
some ways of increasing profits hurt society.

Legal Theory. Laws are a reflection of what society has determined is right
and wrong. Compliance with the law ensures ethical behavior.

Limitations of Legal Theory: The social and political processes used to for-
mulate laws are complex and time consuming. Because the processes
are subject to manipulation, the laws may not truly reflect the interests
of society.

Religion. Everyone should act in accordance with religious teachings.

Limitations of Religion: As a model for business decision making, religious
values are difficult to apply. There are many different religious beliefs,
and there is no consensus on the behaviors that are consistent with

the beliefs.

Utilitarian Theory. Ultilitarian theory says to focus on the outcome of a deci-
sion. Everyone should act in a way that generates the greatest benefits for
the largest number of people.

Limitations of Utilitarian Theory: Under this model, immoral acts that hurt
society or a minority group can be justified if they benefit the majority.

Universalist Theory. Universalist theory says to focus on the intent of the
decision. Every person is subject to the same standards. Weigh each deci-
sion against the screen: Would I be willing for everyone else in the world
to make the same decision?

Limitations of Universalist Theory: This model provides no absolutes. What
one person believes is acceptable for all in society may be offensive to
others.
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CHICK-FIL-A: EMBRACING CHRISTIAN PRINCIPLES F8éﬁ ]’ALb‘J’Y
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hick-fil-A is a privately held fast-food chicken restaurant chain with /)\%\,’C_/
$2.3 billion in systemwide sales and more than ,300 franchised ’/,\,Lu{?
stores in the United States. Known for its chicken-breast sandwiches, Z\éﬁl‘“/

this 60-plus-year-old company has as its corporate purpose, “to glorify God

by being a faithful steward of all that is entrusted to us and to have a positive

influence on all who come in contact with Chick-fil-A.” The founder and CEO S. Truett
Cathy believes, “No amount of business school training or work experience can teach
what is ultimately a matter of personal character. Businesses are not dishonest or greedy,
people are. Thus, a business, successful or not, is merely a reflection of the character of its
leadership.” As Cathy puts it, “You don’t have to be a Christian to work at Chick-fil-A, but
we ask you to base your business on biblical principles because they work.”

The founder’s beliefs are reflected in a host of practices. It is the only national fast-food
chain that closes on Sundays so operators can go to church and spend time with their fami-
lies. This rule is referred to as a “biblical business principle,” held so dear that if franchisees
don’t adhere to this practice, they risk having their contracts terminated. Company meet-
ings and retreats include prayers, and franchisees are encouraged to market their restau-
rants through church groups.

Cathy, now in his eighties, prefers to hire married workers, believing they are more indus-
trious and productive. Thirty-three percent of the company’s operators have attended a
Christian-based relationship-building retreat, and many grew up in Christian foster homes
funded by Chick-fil-A. The families of prospective operators are often interviewed so
Cathy can learn more about their home life. He notes, “If a man can’t manage his own life,
he can’t manage a business.”

While this business is belief-focused, it has also provoked legal challenges to the inclusion
of religion in the workplace. The company has been sued several times on charges of
employment discrimination. One notable case was that of Aziz Latif, a former Chick-fil-A
restaurant manager who claimed he was fired a day after he didn’t participate in a Christian
group prayer. That suit was settled out of court.®°

It is obvious that the five models do not provide absolute guidance on how to handle
an ethical dilemma. Instead, they provide a departure point for discussing the implications of
decisions. In addition, conflicts sometimes are easier to resolve if the two parties to the conflict
understand each other’s perspectives. An awareness of different frames of reference is espe-
cially important for hospitality firms that participate in foreign environments. For example,
Eastern countries tend to be much more utilitarian in their approach to decisions, whereas
larger industrialized Western countries tend to give economics a lot of weight. The influence
of religion is strong in some Latin countries. These are obviously overgeneralizations that do
not always hold true, but the key is not so much to pinpoint exactly what perspective a deci-
sion maker favors, but rather to look at decisions and conflicts from a variety of perspectives
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and to be aware that the other party to a transaction may not share your frame of refer-
ence. Companies often find themselves juggling competing rights such as freedom of religious
expression and freedom from religious harassment in the workplace.

The challenge of handling conflicts is clearly illustrated by Chick-fil-A, a restaurant
company that includes Christian religious principles and practices in its business. (See the

“Hospitality Focus” boxed section on page 107.)

Codes of Ethics
|

Many organizations create a code of ethics in a further effort to communicate the values of the
corporation to employees and other stakeholders. Another benefit of a code of ethics is that it
allows the firm to clarify to employees what behavior is considered appropriate. Some codes
of ethics set a minimum standard of behavior by stating that employees are expected to obey
all laws. Other organizations make specific statements about values, duties, and obligations to
customers, employees, and societies. Clearly, in those cases, the organization expects members
to maintain standards of ethical behavior that transcend minimum legal standards.

W The Seneca Gaming Corporation, a wholly owned, tribally chartered corporation of the
/"—%,\Tﬁ Seneca Nation of Indians, has a 22-page code of business conduct and ethics. The introduction to
[y s . « IRT » :

S the code of conduct and ethics is stated in the “Hospitality Focus” boxed section on page 109.

ETHICS SYSTEMS

To ensure that employees abide by the corporate code of ethics, some companies establish an
ethics system, including an audit process to monitor compliance. Employees are encouraged to
report violations to their supervisors or a designated corporate ethics officer. Some companies
allow these reports to be anonymous through use of toll-free numbers to reduce the possibil-
ity of retribution against employees for making reports of violations. According to the Seneca
Gaming Corporation, all of their employees are obliged to report violations of their code or the
law and to cooperate in any investigations into such violations. While they prefer that employ-
ees give their identity when reporting violations, to allow the company to contact them for fur-
ther information to pursue an investigation, they permit anonymous reporting of violations.*'
Sometimes formal systems are not enough to ensure ethical behavior.®® In an award-winning
article, “The Parable of the Sadhu,” Bowen McCoy, an investment banker with Morgan Stanley,
discussed what he thought was the core, underlying problem when an organization handles
ethical dilemmas poorly.” In his view, people who are part of an organization often do not per-
sonalize ethical issues. It is as if the organization is responsible, and the individuals are not. Even
individuals who see themselves as very ethical will tend to pass through an ethical dilemma with-
out recognizing it as one, or they will view the dilemma as ultimately someone else’s problem. For
many ethical dilemmas, one person is not physically capable of correcting the problem alone.
When faced with a major crisis, such as finding that a service is dangerous to the cus-
tomers who purchase it, many organizations do not know what to do. There is no guiding
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SENECA GAMING CORP.: CODE OF CONDUCT F8ém |_ Y

7

Il of our employees, officers, and directors must read and use this code “¢
of conduct to ensure that each business decision follows our commit- ! L\—LL’

ment to the highest ethical standards and the law. Adherence to this "w"L/
code and to our other official policies is essential to maintaining and furthering
our reputation for fair and ethical practices among our customers, shareholders,
employees, and communities.

It is the responsibility of every one of us to comply with all applicable laws and regulations and
all provisions of this code and the related policies and procedures. Each of us must report any
violations of the law or this code. Failure to report such violations, and failure to follow the
provisions of this code, may have serious legal consequences and will be disciplined by the
company. Discipline may include termination of your employment.

This code summarizes certain laws and the ethical policies that apply to all of our employ-
ees, officers, and directors. Several provisions in this code refer to more detailed policies
that either (1) concern more complex company policies or legal provisions or (2) apply

to select groups of individuals within our company. If these detailed policies are applicable
to you, it is important that you read, understand, and be able to comply with them. If you
have questions as to whether any detailed policies apply to you, contact your supervisor or
our Senior Vice President & General Counsel.

Situations that involve ethics, values, and violations of certain laws are often very complex.
No single code of conduct can cover every business situation that you will encounter.
Consequently, we have implemented the compliance procedures outlined in the sections
of this code entitled “Administration of the Code” and “Asking for Help and Reporting
Concerns.” The thrust of our procedures is when in doubt, ask. If you do not understand

a provision of this code, are confused as to what actions you should take in a given sit-
uation, or wish to report a violation of the law or this code, you should follow those
compliance procedures. Those procedures will generally direct you to talk to either your
immediate supervisor or our Senior Vice President & General Counsel. There are few situ-
ations that cannot be resolved if you discuss them with your supervisor or our Senior Vice
President & General Counsel in an open and honest manner.**

precept, no system of shared values, to unite the company behind a clear understanding of
correct behavior. Although some company members may feel discomfort with the course
of action being pursued by the firm, a change in action requires a structured, systematic effort
by the entire organization. According to McCoy, “Some organizations have a value system
that transcends the personal values of the managers. Such values, which go beyond profit-
ability, are usually revealed when the organization is under stress.... Members need to share a
preconceived notion of what is correct behavior, a ‘business ethic, and think of it as a positive

force, not a constraint.”®
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Fgéﬁ TALB]'Y CORPORATE CITIZENSHIP: ALGAR S.A. EMPREENDIMENTOS
)\\\g E PARTICIPACOES
=

] Igar S.A. Empreendimentos e Participacoes is known today as being one
2% of the most active companies in Brazil in terms of corporate citizenship,
as well as one of the best companies in which to work. We take great
pride in such recognition. But above all, these are things that are part of our core
values and beliefs. We have conducted training programs for our associates for many years now,
and our companies believe in—and invest in—actions of social respon-
sibility. We know that these projects go hand in hand with the respect we give our human talents,
our partners and, of course, our customers. All of these relationships merge into an overall chain
of action involving ethics, quality, commitment, and attitude. And believing in a better Brazil is
also a business investment.®

The individual has a critical role in the development of shared values. McCoy writes: “What
is the nature of our responsibility if we consider ourselves to be ethical persons? Perhaps it is to
change the values of the group so that it can, with all its resources, take the other road.”®

Ethics in Global Environments
|

Dealing with the ethics of employees, customers, and other stakeholders and the society from
which they are drawn is a difficult task even in organizations that compete within a single
domestic economy. However, the difficulty level increases for global organizations, because value
systems are highly divergent across international boundaries. For example, a survey of 3,783
female seniors attending 561 universities and colleges in Tokyo revealed that they not only
expected sexism in the workplace, but also didn’t seem to mind it. “More than 91 percent said
they would not mind being treated as ‘office flowers. Nearly 25 percent considered that to be a
woman’s role. Over 66 percent said acting like an office flower would make the atmosphere more
pleasant.”® This attitude concerning the role of women, which is still widely held in Japan, would
be considered unacceptable in many other countries, including the United States.

As modern Japanese women and their roles in society continue to evolve, we are see-
ing more women entrepreneurs. Theyre exploring new paths to economic and personal
fulfillment—Ilike Makiko Fujino, who ran for office after years of being a television chef and
won a seat in the Diet (Japan’s legislature), and Junko Asazuma, who became an international
snowboarder after spending years as a “freeter,” or part-time worker. However, according to
Veronica Chambers, author of Kickboxing Geishas: How Modern Japanese Women are Changing
their Nation, Japanese women are more comfortable than their American counterparts in taking
from the old and new without feeling bad about either.”

Value differences regarding the role of women across national cultures help illustrate the
types of problems that exist across many international relationships. U.S. companies often
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experience cultural clashes when doing business with companies in China, Latin America,
Russia, and many other countries, and firms from other countries often have difticulty under-
standing the values of Americans, Europeans, Australians, and so forth. The problem is a com-
mon one. The key to overcoming cultural clashes is working to understand the host-country
culture and developing strategies that are consistent with that culture instead of fighting it. The
discussion of ethical frames of reference found earlier in this chapter is helpful in doing this,
because people in many countries tend to favor one or another of the ethical frames.
Although there are dissimilarities among international cultures, it would be an overstate-
ment to say that everything is different. In fact, as organizations grow, develop, and internation-
alize, they tend to adopt values that are friendlier to a wider group of international constituents.
This is certainly true of hospitality companies. The chapter will close with a statement from
Luiz Alberto Garcia, chairman of the board of directors of Algar S.A. Empreendimentos e
Participacoes, a large and successful Brazilian holding company with investments in a wide
variety of businesses, including hotels and theme parks. Many of the elements of values, social
responsibility, and enterprise strategy are included in the chairperson’s message. In fact, it could

A
. . . . WZ
just as well have been the opening statement in the annual report of a U.S., European, or Asian /’277;5
Lo s . [Ea
company. (See the “Hospitality Focus” boxed section on page 110.) S

KEY POINTS SUMMARY

e Strategic managers are charged with the responsibility of providing long-term direction
for their organizations, while balancing the competing interests of key stakeholders.

e Strategic direction should be established based, in part, on an analysis of the inter-
nal and external environments and the history of success or failure of the business.
However, managers need to be careful that past success does not lead to failure due
to resistance to change. Structural inertia is the term used to describe the forces that
cause a company to resist change.

* A clear direction is the starting point of all strategic planning and management. It pro-
vides a framework for evaluating the effects of planned change and for planning the
steps needed to move the organization forward.

* Businesses are defined with answers to three questions: (1) Who is being satisfied? (2)
What is being satisfied? and (3) How are customer needs satisfied? While defining a
business is helpful in communicating to internal and external stakeholders what the
organization is all about, the business direction should not be used to limit where
the company should go in the future.

* The business definition question should be stated not only as “What is our business?”
but also as “What will it be?” and “What should it be?” In answering these questions,
the organization should think in terms of what it knows and the assets it owns, its
resources, and capabilities.
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Vision statements focus on what an organization wants to be in the future. Sometimes
the terms mission and vision are confused. A mission is what the company is, whereas
a vision 1s a forward-looking view of what the company aspires to become. However,
when mission statements are written, they often include a vision statement. Many
times, mission statements also include statements about the values of an organization.

The final aspect of strategic direction discussed in this chapter was the establishment
of organizational values.Values guide organizational decisions and behavior.Values help
determine a firm’s attitude toward social responsibility and treatment of various stake-
holder groups.

Enterprise strategies define how a company will serve particular stakeholder needs.
Many organizations create a code of ethics to communicate the values of the corpora-
tion to employees and other stakeholders.

Viewing problems from multiple frames of reference is an important tool for under-
standing the values of other cultures, because very few ethical dilemmas have simple
right-or-wrong answers. Common frames of reference include economic, legal, reli-
gious, utilitarian, and universalist.

Dealing with the ethics of employees, customers, and other stakeholders and the
society from which they are drawn is considerably more difficult as organizations
become global. Value conflicts are common across international boundaries. The key
to overcoming cultural clashes is working to understand the host-country culture and
developing strategies that are consistent with that culture instead of fighting it.

REVIEW QUESTIONS

1. What are some of the key forces influencing strategic direction in an organization?

‘What is structural inertia, and how can it lead a successful firm to failure?

2. Describe the three elements that are critical in defining the business or businesses of

an organization.

3. Define the business of a large, diversified organization with which you are familiar.

Do not use a company that was described in this chapter.

4. What 1s an organizational mission? What can a mission include? Does a mission

have to be formally written down to be effective?

5. What is a vision? What should a vision include? What is the difference between a

mission and a vision?

6. How does the establishment of organization values help guide decision making?

7. How important is environmental sustainability and community involvement to the

hospitality industry? Is it more important in hospitality than in other industries?
Why or why not?
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8. What are five common ethical frames of reference? What are their limitations?

9. What is an enterprise strategy? Why is an enterprise strategy important to an orga-
nization? Write an enterprise strategy for a firm with which you are familiar.

CRITICAL THINKING AND APPLICATION
QUESTIONS

1. Create a strategic direction for the university or college you are attending. Make
any logical assumptions that are necessary to complete the task. Include all of the
elements of strategic direction, including a vision, a mission statement, and a list of
organizational values.

2. Is the hospitality industry just giving lip service to concerns for the environment?
Make the case for why green hotelkeeping is a real and important movement, and
then prepare a counterargument for why it is a public-relations and marketing ploy.
Provide evidence for both arguments.

3. Select several hotel companies and call the corporate reservations number, or a specific
property directly, or both. Ask the simple question, “Could you please tell me the
vision of your company?” Then record the reactions to the question. Summarize
the results of your phone call.

What did they say or do?

Did the receptionist know the vision?

Did you have to explain what a vision was?
How long did it take?

Did they understand your question?

Did they refer you to someone else?

What did you learn from this exercise?

4. Research any company you like, and find the organization’s vision, mission state-
ment, and values. Prepare a one-minute speech that captures this company’s vision
of the future.To help craft your brief speech, here are some suggestions:

What does this company believe in?

What does it do?

How does it do 1it?

For whom does it do it?

What is its unique selling proposition?

What makes it different from the competition?

What benefits do the customers derive from its products and services?



YOU SHOULD BE ABLE TO DO THE FOLLOWING
AFTER READING THIS CHAPTER:

1. Ask six key questions to determine whether an organizational resource or capability will
lead to a sustainable competitive advantage.

2.Understand the value chain and know how to create an industry or subindustry value
chain.

3. Know the difterence between tangible and intangible resources.

4. Determine which of five key resource areas is likely to lead to a sustainable competitive
advantage.

5. Understand what types of knowledge are more likely to be associated with a sustainable
competitive advantage.

6. Appreciate the importance of patents, copyrights, trademarks, brands, and reputations in
determining the competitiveness of a firm.
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BUILDING COST-SAVING CAPABILITIES

Ryanair is one of Europe’s largest low-cost carriers and one of the world’s most profit-
able airlines. Founded in 1985 by Christy Ryan, Liam Lonergan, and Tony Ryan, the
original airline offered service from Waterford in southeastern Ireland to Gatwick in
London. In its first full year of operation under partial European Union (EU) deregula-
tion, the small airline obtained permission to challenge the duopoly of Air Lingus and
British Airways on the Dublin—-London route. With two routes and two planes, this
small Irish airline was off and running. By 1991, the airline had been running continu-
ous losses; it abandoned its business-class product and discontinued its frequent flyer
club.

To save the company from ruin and make the airline profitable, Michael O’Leary, the
CEQ, visited America to borrow ideas from Southwest Airlines, a well-established low-
cost carrier. He returned with several key elements for a no-frills model, including the
importance of quick turnaround times, no extras, and a single aircraft for operating
efficiency. With an additional Ryan family investment of €20 million, the firm emerged
from restructuring as Europe’s first low-fare airline, making a profit for the first time.
Deregulation of the European airline industry in 1992 gave carriers from any EU coun-
try the right to operate a schedule between other EU states, paving the way for Ryanair
to begin launching new routes throughout Europe.

Today the airline serves more than 42 million passengers, with 2007 profits of €401.4
million. A comparison of 2007 to 2006 performance shows profit growth of 33 percent,
traffic growth of 22 percent, revenue growth of 32 percent, and yield increases of 7 per-
cent. Ryanair’s passenger numbers have grown by up to 25 percent per year for most of
the last decade. With plans to double traffic and profits by 2012, Ryanair continues to
execute on its low-cost strategy by offering low fares that generate increased passenger
traffic while maintaining a dedication to cost containment and operating efficiencies.

The key elements of Ryanair’s strategy are low fares to stimulate demand, and customer
service in the form of punctuality, fewer lost bags, and fewer cancellations than its
primary competitors had. To accomplish these activities, Ryanair stresses quick turn-
around times for aircraft, and chooses point-to-point short-haul routes to secondary and
regional airports versus hub-and-spoke service. Short-haul and point-to-point service
allows for direct nonstop service and avoids the cost of service for connecting passen-
gers, including baggage transfer and passenger assistance. These regional airports offer
lower landing and handling charges, faster turnaround times, less congestion, and fewer
terminal delays. Ryanair negotiates extremely aggressive contracts with its airports,
demanding low fees as well as financial assistance with marketing and promotional
campaigns. In subsequent contract renewal negotiations, the airline plays airports off
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against each other, threatening to withdraw services and deploy the aircraft elsewhere
if the airport does not make further concessions.

Lower operating costs also come from aircraft equipment costs and personnel produc-
tivity. Operating a fleet of aircraft with a single model, the Boeing 737-800 series pro-
vides operating efficiencies in maintenance and pilot scheduling. Taking advantage of
the slump in airplane sales, the company ordered Boeing 737-800 series aircraft in 2001
at a substantial discount. Additional savings have come from more recent orders of air-
craft without window shades, seat-back recline, or seat-back pockets. Reduced clean-
ing and repair costs for these planes have accompanied the savings of several hundred
thousand dollars per aircraft when purchasing these bare-bones planes. Third parties
are used at certain airports for passenger and aircraft handling, further lowering costs.
Taking advantage of the Internet, direct selling to passengers through online bookings
cuts out the cost of using travel agents, with the web site now handling 96 percent of
all reservations. Ryanair does not employ an advertising agency, instead producing all
of its advertising material in-house.

With a clear and focused strategy as a low-cost carrier, future plans include manageable
growth, continuing efforts to appeal the EU commission decision to prevent acquisition
of Aer Lingus, and the possibility of entering into the long-haul market with a transat-
lantic low-cost airline.!

DISCUSSION QUESTIONS:

1. What are the major contributors to Ryanair’s
profitability?

2. Would the acquisition of Aer Lingus comple-
ment Ryanair’s key capabilities?

I NTRODUO CTTION

esources and capabilities are the bread and butter of organizational success. Better
resources and capabilities lead to higher levels of success. Poor resources and capabili-
ties lead to failure. However, not all resources and capabilities are equal in their abil-
ity to help an organization achieve sustainable performance. Because of its relentless focus
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on cost containment, Ryanair has been able to sustain a consistently high level of profitabil-
ity compared to its competitors. However, a single resource does not create a competitive
advantage; instead, resources must work together to create a firm’s capabilities. Capabilities
taken together are the source of a firm’s core competencies. These core competencies form
the basis of a competitive advantage. For Ryanair, building a core competency as a low-cost
carrier came from assembling a bundle of complementary resources, including a fleet of easy-
to-maintain aircraft, flying into regional airports, managing customer service costs, and selling
primarily through an online distribution channel. Ryanair’s enviable profits are the result of a
dedication to ensuring that all resources and capabilities reduce costs and increase capacity.
This chapter will provide tools to evaluate internal firm resources. It will help you understand
how managers may identify and/or develop those resources and capabilities that are most
likely to lead the firm to obtain a sustainable competitive advantage.

Matching a firm’s resources and capabilities to emerging opportunities in the broad envi-
ronment is the basis of strategy formulation. In Chapter 2, we explored how to examine
external and market forces; we now turn to the role that internal resources play in securing
a firm’s strategy. When a firm earns a persistently higher level of profit than its competitors,
it is believed to possess a competitive advantage.” Ryanair, for example, reports net margins
of 18 percent compared to margins of 6 percent for Aer Lingus and EasyJet, 4 percent for
Lufthansa, and 3 percent for British Airways.?

Sustainable Competitive Advantage

A competitive advantage exists when a firm has a long-lasting business advantage compared
to rival firms that is a significant edge over the competition. Usually this means that the
firm can do something competitors can’t do, or has something competitors lack. While it is
extremely difficult to sustain a competitive advantage, firms work to create advantages through
the development of resources and capabilities. The ability of resources or capabilities to lead to
a sustainable competitive advantage depends on the answers to the following six questions:

1. Does the resource or capability have value in the market? These types of resources
allow a firm to exploit opportunities and/or neutralize threats.

2. Is the resource or capability unique? If an organization is the only one with a
particular resource or capability, then it may be a source of competitive
advantage. If numerous organizations possess a particular resource or
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capability, then the situation is described as competitive parity—no company
has the advantage. Note that uniqueness does not mean that only one
organization possesses a capability or resource—only that few firms do.
The uniqueness dimension also implies that a resource or capability is
not easily transferable. That is, it is not readily available in the market
for purchase.

3. Is there a readily available substitute for the resource or capability? Sometimes, com-
peting organizations may not have the exact resource or capability, but
they have easy access to another resource or capability that will help them
accomplish the same results. For example, some car rental companies
have arrangements with airports that allow them to lease space on the
airport premises. This provides a location benefit. However, the benefit
is not as large as it could be because competitors offer frequent and con-
venient shuttle service to car rental lots just outside these airports.

Positive answers to the first two questions and a negative answer to the third question
mean that a resource or capability has the potential to lead to a competitive advantage for the
firm. However, that potential is not realized unless two other questions are also answered in
the affirmative:

4. Do organizational systems exist that allow the realization of potential? For potential
to be realized, the firm must also be organized to take advantage of it.
Disney is a master of exploiting profit potential from its animated fea-
tures. Even before a movie is released, toys featuring the major characters
and a soundtrack are available for purchase. Characters quickly become
part of parades and shows at Disney’s theme parks, and sometimes a
major attraction or ride is developed.

5. Is the organization aware of and realizing the advantages? One of the great differ-
entiators between successful and unsuccessful companies is the ability of
managers to recognize and tap into resource advantages. An organization
may have employees who have great potential in an area, but the organi-
zation does not know it. The company may have the ability to deliver a
service that is highly unique and valuable to a particular market segment,
but the firm does not realize it. In fact, an organization may even have
systems in place that would allow realization of potential. Nevertheless,
managers have to be able to identify sources of competitive advantage
and take positive actions for potential to be realized.

At this point, an organization is using its systems and knowledge to take advantage of a
unique and valuable resource or capability. However, resource advantages may not be sustain-
able. A final question determines the long-term value of a resource or capability:

6. Is the resource or capability difficult or costly to imitate? Competing firms should
face a cost disadvantage in imitating a resource or capability. The more
difficult or costly a resource or capability is, the more valuable it is in
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producing a sustainable competitive advantage.* Investing in people is one
powerful way of building capability that is difficult to imitate.

Figure 4.1 demonstrates how resources and capabilities become sustainable competitive

advantages. If a resource or capability is valuable, unique, nonsubstitutable, or difficult to imi-

tate, and if it also can be applied to more than one business area, it is called a core competency or

capability. For example, Marriott has applied its skill in managing financial assets across a broad

range of business segments, and Four Seasons has focused on building a culture of customer

care. Successful companies pay critical attention to developing and applying their core compe-

iz
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tencies. Starwood has identified several capabilities that it sees as contributing to its competitive /‘){}737
: : T - [y
advantage as detailed in the “Hospitality Focus” boxed section on page 120. &

Firm Resources
and Capabilities

Financial

Physical

Human
Knowledge and learning
General organizational

Resource or Capability
Has Potential to Lead to
Competitive Advantage
or Core Competency

Actual Source of
Competitive
Advantage

The Competitive
Advantage or
Core Competency
Is Sustainable

. Does the resource or capability have

value in the market?

. |s the resource or capability unique?
. Is there a readily available substitute for

the resource or capability?

. Do organizational systems exist that
allow realization of potential?

. Is the organization aware of and
realizing the advantages?

. Is the resource or capability difficult or

costly to imitate?

FIGURE 4.1 Six questions that determine the competitive value

of resources and capabilities
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FgémTALW STARWOOD'S CAPABILITIES
he foundation of Starwood’s business strategy includes six
f ,\_\_\:):F capabilities:
Y l

|. Strong Brands

2. Extensive loyalty program
3. Location in major cities

4. Diversified property types
5. Economies of scale

6. Diversified assets and cash flow

Starwood considers its brand capability to be the result of strong brand recognition and world-
wide global distribution. The Starwood Preferred Guest® (SPG) program has over 33 million
members, and is recognized for its outstanding customer service, hassle-free award redemption,
and member promotions. A significant presence in key markets has allowed Starwood to have
entry into premier locations that are now expensive to access and develop. Size, as one of the
largest hotel and leisure companies, gives Starwood economies of scale that help support at lower
costs such activities as marketing, reservations, insurance, energy, telecommunications, technology,
employee benefits, and operating supplies. The final capability rests in managing cash flow and
assets by having a diversity of brands, market segments, and geographic locations served.®

|
|
One way to think about organizational resources and capabilities is to visualize the activities
and processes of an organization and determine how they add value to the services that the
organization provides in the marketplace.® Michael Porter developed a framework, called
the value chain, that is a useful tool in identifying potential sources of competitive advantage.
The value chain divides organizational processes into distinct activities that create value for the
customer. In the wine industry, for example, key activities might include grape growing, wine
making, distribution, marketing, and retail, as shown in Figure 4.2.Value-adding activities are a

source of strength or competitive advantage if they meet the requirements identified in the
previous section, such as value, uniqueness, nonsubstitutability, and inimitability.

The Value Chains of Winemakers
|

Firms in the same industry may have similar value chains, but they often diftfer. New World
winemakers, for example, do not engage in the same activities as Old World producers, which



VALUE-ADDING ACTIVITIES

Wine

Growing Making

Distribution Marketing Retailing

Inbound Operations Outbound Marketing Service
Logistics Logistics

FIGURE 4.2 Value chain for the wine industry

may give them a competitive advantage over these European competitors.” Australian growers
for years have innovated in growing and grape-making activities using drip irrigation, new
trellis systems and techniques, and other developments in viticulture. These winemakers have
crafted a competitive advantage on product consistency and quality to reduce the Old World
benefits of terroir (i.e., soil) and history. In addition, clear and flexible labeling and a critical
mass of supply may give these firms a competitive advantage in distribution and marketing.
New World vineyards tend to be larger than those in, say, Burgundy, which enables econo-
mies of scale and a better ability to negotiate with mass-market retailers. With supermarkets
selling an increasing proportion of wine in many markets, New World producers are also bet-
ter positioned to take advantage of this retail trend toward high volumes and low margins. A
notable South African academic in wine marketing noted,“You shouldn’t grow grapes without
understanding marketing and business—it’s about the whole wine value chain. It beats me
how people can spend on equipment and build fancy cellars, and only then look for a market )
without having a business plan. One of the key factors to Australia’s collective wine success is Nz
market research.”® (See the “Hospitality Focus” boxed section on page 122.)

Value-Chain Activities
]

The operations of a hotel or a restaurant can be envisioned as a complicated assembly opera-
tion. Like manufacturing firms that divide their activities based on whether they are a primary
part of the production chain or an activity that supports those production activities, a similar
thought process takes place when a service firm such as a hotel or restaurant divides its activities
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F8éﬂ TALB]'Y “CRITTER” LABELS MAKE AUSTRALIAN WINES FUN
74

/))%\f elcome to critter wines, with wallabies, crocodiles, goats, emus, and
/ fLLu)fﬁ other animals featured on the labels, these new and playful wines are
Eﬁiﬁ’ attracting attention. Take, for example, R. H. Phillips Toasted Head

Chardonnay with a picture of a bear on the label, a $12.91 price tag, and lively

apple pie a la mode notes mingled with citrus and pear aromas. Sales of critter
wines have reached $600 million and appear to outperform other new table wines by two to
one. Of the 438 table-wine brands introduced in the past three years, |8 percent featured an
animal on the label, according to a recent survey by ACNielsen, a national marketing information
company. While placing a critter on a label doesn’t guarantee success, it does appeal to a group
of consumers who don’t take their wine too seriously.

Not everyone is amused by various wine marketers’ efforts to make wines look fun and dynamic.
One online review of wines has a policy that it will not review any wine with a label that, as they
put it, “prominently features an animal—no ducks, no rabbits, no swans and penguins, and abso-
lutely, positively, no f------ kangaroos’. For some, critter wines are viewed as the commoditization
of wine by large conglomerate wine companies whose market research tells them that a given
percentage of supermarket consumers want a wine with a cute raccoon on the label.

This criticism may be true, but it simply means that some in the wine industry are experiment-
ing with one key aspect of the wine industry value chain—marketing—and are striving to create
something new and valued. Unfortunately, these colorful and intriguing labels lining the shelves
may not ensure sustainability, as more and more producers are introducing wines with an animal
on the label.?

into what we will call core and support activities.'” In a hotel, these core activities include site
development and construction (by local owner), marketing and sales (by brand, regional office,
and property), service delivery and operations (i.e., check-in, checkout, and in-room services
at property level and by management company), service monitoring, and post-stay service
enhancement. Support activities allow the hotel to function and to provide the core activities.
Examples include human resources, maintenance, information technology, accounting, and
purchasing.

One of the reasons the breakdown between core and support activities is useful is that
it can help focus attention on areas in which the experience of guests or key stakeholders are
most strongly influenced. Of course, the distinction between these two types of activities is
not critical enough to argue. If you feel better about putting reservations as a support activity
or reclassifying any of the other activities, it is perfectly acceptable, and may even be better, as
long as it works for the firm. The key is to list all of the major activities of the firm that add
value to the overall process and thus influence performance.



VALUE-ADDING ACTIVITIES

Chain-Level Support Activities Property-Level Support Activities

® Technical/information systems ® Property maintenance
Accounting/budgeting ® | ocal hiring/personnel records
Human resources/training ® |ocal purchasing
Public/community relations ® Accounting at property
Purchasing

Legal

Marketing research

Property-Level Core Activities

Local sales
Chain-Level Core Activities Reservations
Bell services

°
°
) °
IR I ® Check-in/Checkout
°
°
°

® Advertising
® Property development

In-room services

) . . Housekeeping
® Franchise Relationships

) Pool/patio services
® Operations

FIGURE 4.3 Example of analysis of value-adding activities for a budget hotel chain

Figure 4.3 provides a starting point for analysis of value-adding activities for a budget
hotel chain that owns and operates its own hotels. The list is not comprehensive, nor is the
breakdown into boxes reflective of all budget hotel chains, but the example provides an illustra-
tion of how a value analysis of firm activities can be conducted. It also demonstrates that value
nalysis can be conducted at the chain or property levels in a multiunit firm. In this example,
many of the activities that lend themselves to economies of scale are centralized at the chain
level. For example, the chain provides legal services, marketing research, and purchasing sup-
port. The chain also creates a standardized information system that all of the properties use. If
an individual property manager has a problem with the system, assistance is provided by the
central office. Its core activities are reservations, property development, operating standards, and
advertising. Human resources services such as training are provided mostly at the chain level;
however, a local manager is responsible for local hiring and maintenance of personnel records.
Most of the accounting is provided centrally, but a certain amount of bookkeeping is required
at the property.

Once the core and support activities are described, the firm should compare how well it
conducts those activities relative to close competitors. A close competitor competes directly for
the same sales dollars. For a chain, close competitors include other chains in the same approxi-
mate pricing segments and geographic markets. For an individual property, close competitors
are typically defined as those in the same general proximity and price range. However, a hotel
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that aspires to be better may find it useful to expand comparisons to hotels in higher price
ranges. Also, a large resort may consider its competitors to include large resorts in other cit-
ies that could potentially lure away its business or leisure travelers. The key is to be flexible
enough to conduct an analysis at the level at which it is most relevant to the organization.

The cumulative effect of value-chain activities and the way they are linked inside the firm
and with the external environment determine organizational performance relative to competi-
tors. An organization can develop a competitive advantage in any of the primary or support
activities. For each area, the relevant question is, “How much value is produced by this area
versus our cost of producing that value?” This analysis of value and costs is then compared
with competing firms. For example, one firm may have superior human resources training,
accompanied by higher training costs, whereas another firm may have a superior reservations
systems, accompanied by higher reservation costs. These two firms may actually provide an
overall service quality that is similar in the market (as indicated by price and demand).

The Tourism Value Chain
|

Recent research has begun to apply the value-chain model to the overall tourism industry and
highlights the fact that an industry value chain or value system is often composed of many different
companies, such as airlines, rental cars, tour operators, hotels, and travel agents.!" Figure 4.4 provides

Image Not Available

in This Electronic Edition

FIGURE 4.4 Value chain for the tourism industry

Source: Adapted from Y.Yilmaz and U. Bititci, “Performance Measurement In Tourism: A Value
Chain Model,” International Journal of Contemporary Hospitality Management, 18, 4, 2006, 341-349.



TANGIBLE AND INTANGIBLE RESOURCES

a value chain that starts with winning the order, predelivery support, delivery, and post-delivery
support. As this figure shows, different tourism businesses may win the order and provide pre-
delivery, including travel agents and tour operators. Delivery of the tourism product involves
inbound transportation, accommodation, entertainment operations, and outbound transporta-
tion. Finally, post-delivery support can involve ongoing customer relationship management
by several tourism providers. Key to a value-chain analysis is isolating and separating activi-
ties to determine the activities that will produce competitive advantage and those that are
unimportant.

|

|
Chapter 1 described internal resources and capabilities as a bundle that fall into the general
categories of financial, physical, human-based, knowledge-based, and general organizational.
Figure 4.5 provides examples of the types of resources and capabilities that fall into each of’
these five areas.

Tangible resources can be seen, touched, and/or quantified."? Examples include land, build-
ings, materials, and money. These resources tend to be easy to imitate. Conversely, some of
the most important resources and capabilities are intangible, such as the brand, employee trust,
knowledge, and reputation of the firm. These intangibles are more difficult to quantify and
the most difficult resources and capabilities to imitate. For example, knowledge about how to
innovate is much more difficult to imitate than any particular architectural design or build-
ing material innovation. Organizational reputations cannot be fully imitated, even in the long
term.

Other intangibles include good relationships with external stakeholders,a high-performing
culture, and a well-known corporate brand. One of the reasons that intangible capabilities are
difficult for competitors to imitate is that it is difficult to determine exactly how the source of
capability was created (sometimes called causal ambiguity). Whereas a new product can be imi-
tated, the processes used over time to hire, develop, retain, and build loyalty and shared values
within the workforce are difficult to observe and even more difficult to imitate. Consequently,
intangible resources and capabilities are often the ones most likely to lead to competitive
advantage.

The resources and capabilities that lead to competitive advantage are different in each
industry and can change over time. For example, high-performing film studios during the
period from 1936 to 1950 built capability by having exclusive long-term contracts with actors
and theaters. However, during the period from 1951 to 1965, managing the costs and pro-
duction budgets were associated with high performance. These findings can be traced to the
capabilities needed to deal with increasing uncertainty in the film industry and rising costs.
While a strong service orientation from employees has long been a critical capability for the

hospitality industry, the importance of interior design, financial resources, and value of brand
has evolved.
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Financial

® Excellent cash flow

® Strong balance sheet

@ Superior past performance
® Strong links to financiers

Knowledge and Learning

Human

® Superior CEO characteristics

® Experienced managers

® Well-trained, motivated, loyal
employees

® High-performance structure
or culture

® Superior technology
development

® Excellent innovation
processes and
organizational
entrepreneurship

Physical ® Outstanding learning

General Organizational
processes

State-of-the-art plant or ® Excellent reputation or brand
machinery name

Superiority in a value-adding ® Patents

process or function
Superior locations or ® Superior linkages with
raw materials stakeholders
Qutstanding products and/or
services

® Exclusive contracts

FIGURE 4.5 Firm resources and capabilities

In a recent study of the impact of tangible versus intangible assets on hotel operating per-
formance, researchers at Cornell University found that greater investments in tangible resources
such as the physical asset led to performance for full-service but not limited-service hotels. In
contrast, investments in intangible resources such as brand and service employees enhanced
future performance for all types of hotels."”

Resources and Capabilities
|

The rest of this chapter will discuss resources and capabilities in five sections. For the sake of
simplicity, the term resources will sometimes be used to mean both resources and capabilities,
unless a specific capability is being described. The five sections are financial resources, physi-
cal resources, human-based resources, knowledge-based resources, and general organizational
resources. Although these resources will be discussed separately, it is important to note that in
reality, they are all tied together. This point is demonstrated in Figure 4.5.



FINANCIAL RESOURCES

An organization can enter Figure 4.5 at any point, but we will start at financial resources.
An organization with very strong financial resources can hire better managers and employees
and train them better. A strong financial position can also lead to investments in superior
physical assets, such as a hotel with distinctive architectural features or a restaurant in an
excellent location. In addition, if an organization uses strong financial resources to hire the
most-talented people and train them well, those employees are more likely to learn better and
innovate. This innovation and learning will result in better operational processes, which rein-
force investments in superior physical assets. The result should be better products and services,
which lead to a strong brand, an excellent organizational reputation, and excellent relation-
ships with stakeholders. Strong brands and superior products and services are likely to lead to
financial success. Thus, the cycle continues.

To be successful over the longer term, companies need to pay attention to all five resource
areas. Lack of attention to any of the five areas can remove a firm from the loop. A solid
investment strategy should focus on human-resource development and superior physical assets
and processes. If financial resources are misused, they will not result in better human resources
or superior physical assets and processes. Eventually, the organization will no longer be com-
petitive. Human resources need to be managed effectively so that learning and innovation are
the result. If human-resource development is neglected or misguided, learning and innovation
will cease, and the organization will eventually wear down, thus breaking out of the loop.
Knowledge creation and innovative activities should be channeled so as to produce better pro-
cesses and more innovative services. If this does not happen, the value of a company’s brand
will be eroded, and its reputation may suffer. Finally, brand names, organizational reputation,
and stakeholder relationships should be carefully guarded and developed in order to produce
strong financial results. The point here is that all of the resource areas are interdependent, and
an organization can’t afford to neglect any of them.

Entrepreneurs enter the cycle at any of several stages, but most often an entrepreneur
will begin with an idea. He or she will then seek to build an organization around the idea.
Financing will need to be arranged. Human resources will need to be acquired. Once a ven-
ture is formed, the innovation may lead to superior processes or services. If not, then it is
unlikely to be successful. However, if superior processes or services result, financial success
may be obtained. The entrepreneur then uses financial success as a platform for building the
human resources of the organization. The cycle has begun.

|
|
Financial resources can be a source of advantage, although they rarely qualify as unique or
difficult to imitate. Nevertheless, strong cash flow, low levels of debt, a strong credit rating,
access to low-interest capital, and a reputation for creditworthiness are powerful strengths that
can serve as a source of strategic flexibility, which means that firms can be more responsive to

new opportunities and new threats. Essex Partners, an independent management company
that specializes in operaing budget hotels, realized that in order to compete in a very crowded
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and competitive market, it would have to prove that its operations were more efficient and
produced a higher gross operating profit (GOP) than comparable properties. The firm has
established a system of budgeting and cost controls that allow it to perform at a level that
attracts the attention of both property owners and financial lenders. Part of this success comes
because Essex is able to obtain better financing for its owners and to reduce other expenses
usually not deemed the management company’s responsibility, such as interest rates, insurance,
legal, and audit costs." These types of firms are also under less pressure from stakeholders than
are their competitors who suffer financial constraints.

Financial Ratios
]

Financial ratios, such as the ones found in Table 4.1, may be used to determine the financial
strength of an organization and its ability to finance new growth strategies. Often companies
will track trends of key ratios over several years, assessing changes over time. Also, because
ratios are useful for comparisons, firms may compare their numbers against industry averages
from a major competitor to assess comparative financial strength.

Profitability ratios are a common measure of overall financial success. They provide a baro-
meter for management with regard to how well strategies are working, and they may also
provide warning of downward trends and thus the need for more-dramatic changes. External
stakeholders pay critical attention to profitability ratios, as they are a primary determinant of
share prices, the ability to repay loans, and future dividends. Also, other types of performance
measures are highly relevant, depending on the industry. For example, load factors, which are
basically a measure of how full planes are on average, are a key metric in the airline industry.
In the hotel industry, revenue per available room (RevPAR) is a widely used measure of
performance.

Liquidity ratios help an organization determine its ability to pay short-term obligations.
Financiers are especially interested in these ratios, because lack of liquidity can lead to imme-
diate insolvency during downturns. Insufficient liquidity may be a sign that the company is
performing poorly. However, it might also be an indication of the need for more long-term
financing. For example, an organization may have relatively low levels of liquidity, but also
low levels of long-term debt such as bonds. By selling bonds, the organization can increase
its cash flow, thus relieving tight liquidity. This often happens when firms are growing. Two
common liquidity measures, the current and quick ratios, focus on solvency of a firm if it
liquidates.

Unfortunately, these static ratios fail to capture the operating liquidity enjoyed by res-
taurants. In a recent study comparing restaurants to manufacturing firms, researchers found
that when using an integrative measure of liquidity, one that uses both operating and finan-
cial liquidity, restaurants were shown to be more liquid.”® Consequently, dynamic and static
liquidity needs to be measured against other ratios and trends to achieve an accurate picture
of financial strength.

Leverage is a common measure of financial risk, which often takes the form of a loan or
other borrowing (debt) to allow for greater potential gain, but also can lead to greater loss. The



TABLE 4.1 Commonly Used Financial Ratios

RaATIO

CALCULATION

WHAT IT MEASURES

Gross profit margin

Net profit margin

Return on assets (ROA)

Return on equity (ROE)

Current ratio

Quick ratio

Debt to equity

Total debt to total assets
(debt ratio)

Asset turnover

Inventory turnover

Average collection period

Accounts receivable turnover

Profitability Ratios

Sales — COGS

Sales ALY

Net profit after tax
Sales

X 100

Net profit after tax
Total assets

X 100

Net profit after tax
Stockholders’equity

X100

Liquidity Ratios

Current assets
Current liabilities

Current assets — inventories

Current liabilities
Leverage Ratios

Total liabilities
Stockholders’equity

Total liabilities
Total assets

Activity Ratios

Sales
Total assets

COGS
Average inventory

Receivables X 365 days
Annual credit sales

Annual credit sales
Receivables

Efficiency of operations and product
pricing

Efficiency after all expenses are
considered

Productivity of assets

Earnings power of equity

Short-run debt-paying ability

Short-term liquidity

Extent to which stockholders’
investments are leveraged (common
measure of financial risk)

Percent of assets financed through

borrowing (also financial risk
measure)

Efficiency of asset utilization

Management’s ability to control
investment in inventory

Effectiveness of collection and credit
policies

Effectiveness of collection and credit
policies
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potential for loss is greater because if the investment goes bad, money is lost and the loan still
requires repayment. For example, the U.S. airlines had so much leverage and such low liquid-
ity before the disaster on September 11, 2001, that the government had to give them billions
of dollars within weeks just to help them continue to operate.

Finally, Table 4.1 contains a few ratios that measure the efficiency of organizational activi-
ties. These ratios may be difficult for outside observers to measure. For example, annual
credit sales, a factor in two of these ratios, may not be reported. Consequently, you might
consider average accounts receivable in which you take the beginning-of-the-period plus the
end-of-the-period accounts receivable and divide by two. Don’t be frustrated if you can’t get
information to calculate all of these ratios. Instead, focus on information that is available. For
example, information on sales and total assets, used to calculate asset turnover, is almost always
available.

In addition to general financial health, special arrangements such as real estate investment
trusts (REITS) can provide financial benefits. A REIT is a financial arrangement in which
investors own shares of a holding company that invests in real estate such as hotels and resorts.
As long as the REIT pays out at least 95 percent of its income as dividends, it does not have
to pay income taxes.'® Many hotels are owned by REITs but managed by other companies.
REITs allow hotel management companies such as Marriott to greatly expand their opera-
tions by reducing the capital needed for land and buildings. Franchising offers many of the
same benefits because the franchisor typically does not have an ownership interest in the real
property associated with a particular franchise.

Strong financial resources are increasingly important in the highly competitive environ-
ments that make up the hospitality industry. Deep financial resources are needed to wage
battles in markets where other forms of advantage are not sustainable for long. In the hotel
industry, innovations are quickly imitated. Also, the ability to invest in unique, valuable,
difficult-to-imitate capabilities is often tied completely to the available financial resources. For
example, the ability to build a brand name, to create an innovative process, or to compensate
fairly and retain a highly creative workforce depends on financial resources. While financial
resources may not be unique, they provide the lever for developing those types of resources-
elsewhere in the organization.

|
|
This section is about physical assets and processes. These are the resources people see when
they observe the organization. Superior physical resources such as prime locations and out-
standing facilities are obvious sources of competitive advantage. The importance of hotel
design is reflected in the role physical space plays in delivery of service. Lobbies, for example,
are used for entertainment, while bars and restaurants are often integrated into the lobby for

evening. In the guest rooms, the boundary between the bedroom and bathroom has become
more transparent with the use of materials such as frosted glass instead of a wall."”
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GRAMERCY PARK: A LIFE STYLE HOTEL Fgéﬂ TALb‘J’Y
7
he Gramercy Park Hotel in New York City has developed a private roof /)})«),:(
club and garden in what lan Schrager envisions as “the lobby as a new ,”,L\_u:,’\\
kind of gathering place.” The club is enclosed by a retractable roof that is Ztﬁ}‘f’,’

intended to combine the look of a private London gentlemen’s club, a Viennese cof-

feehouse, and a rooftop garden. The intimate space uses artist Julian Schnabel’s bold

colors, custom outdoor furniture, lush greenery, and eye-catching lighting. Schrager explains his
focus on the physical assets, noting “l wanted to create a new kind of public space . .. a private
lobby in the sky as a counterpoint to the public lobby on the ground floor.”'®

Architectural and Sustainable Design
|

Ex-nightclub entrepreneur Ian Schrager is often credited for radically changing the mind-set
in hotel development from the creation of a banal box to an interesting, sleek, ultra-modern
tyle in the late ‘80s and’ 90s, with the help of Andrée Putman and Philippe Starck. The French
designer Philippe Starck noted, “Twenty-five years ago, we made a revolution in the hotel
business with what people call now the boutique hotel.”"” Starck is currently designing the
space station for Virgin Galactic, the space-tourism company founded by Richard Branson of
the Virgin Group, while Schrager is busy taking boutique hotels to the next level with a pos-
sible partnership with Marriott.

Boutique hotels, sometimes called design hotels or lifestyle hotels, differentiate themselves
from larger chain or branded hotels by their intense focus on the physical space through the
design of their facilities. Furnished in a themed, stylish, or aspirational manner, these hotels
are usually small and attentive to imaginative and innovative building solutions. The first
boutique hotels were opened in the early 1980s: The Blakes Hotel in South Kensington,
London (designed by celebrity stylist Anouska Hempel) and the Bedford in Union Square, San
Francisco (the first of many boutique hotels currently operated under the Kimpton Group).
In 1984, Ian Schrager opened his first boutique hotel in Murray Hill in New York City: the
Morgans Hotel.?* Since then, chains such as Starwood with its W brand and Le Meridien’s

ly
. . . A
Art + Tech group (now a Starwood brand) produced architecturally interesting hotels on a ,’)?f
RT 5 . €=
larger scale. (See the “Hospitality Focus” boxed section above.) &

While the movement toward boutique hotels is a clear example of using physical resources
to build competitive advantage, Europe and Asia continue to lead the way in producing
architecturally interesting hotels. Another element of resource capability through physical
resources is the construction and location of hospitality products. One emerging area for future
competitive positioning is the movement toward green or sustainable design. Sustainability is
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TABLE 4.2 Sustainable Hotel Design

Green Materials and Physical Asset Utilization

Lighting, air conditioning, and heating intelligent control systems that monitor guests in
room

Less furniture pieces and Green Guard—certified furniture when possible
Carpet rental and carpet tile: Green Label Plus carpets
Green products: Companies with a low carbon footprint

Materials that are recyclable or renewable, including cork, bamboo, agrifiber, and
substrates for millwork

Materials and finishes that do not offgas
Local and regional materials

Green Operating System and Procedures

Reuse water for washing dishes and laundry

Operational coordination with guest: Reuse towels and bedding for a multinight stay
Capture energy from washing wastewater, preheated water

Proper selection of light lamps for low energy and long life cycle

More efficient HVAC (heating, ventilation, and air-conditioning) systems

Renewable energy sources

Source: Lodging Hospitality, 2007.

based on the idea of providing for current needs without sacrificing the needs of future gen-
erations. Environmental concerns have motivated designers to use natural ventilation and grey
water in toilets when possible, while biodegradable materials are replacing aluminum and alu-
cobond in construction. New materials such as low-VOC (volatile organic compounds) paints
and formaldehyde-free wood substrates can enhance sustainable design.”

Table 4.2 provides a brief summary of several environmentally sensitive ideas for hotel
design and development. The green movement may attract even more hotel developers as the
cost savings become more compelling. A study conducted in conjunction with the U.S. Green
Building Council found that the current cost premium for building sustainable buildings has
come down to only 1 to 2 percent of total project cost and is recoverable in one to two years.?
What may make the green movement more important for physical resource development
is the cost savings that can accrue over the life of the building. Buildings that meet LEED-
certified (Leadership in Energy and Environmental Design) sustainability standards can obtain
energy savings ranging from 30 to 50 percent, water savings of up to 40 percent, and solid
waste reduction of 70 percent. As one expert notes, “as shortages of energy, water, and waste
disposal sites loom bigger, the cost of these resources is bound to go up significantly. This
will only make the long-term economics of green building even more compelling than they

already are.”®
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FAIRMONT RESORTS AND HOTELS ENVIRONMENTAL PROGRAM Fgéﬁ TALB

airmont Resorts and Hotels Green Partnership Program is considered /,)_\%\g
to be the “most comprehensive environmental program in the North /L\_u{};ﬂ
American hotel industry,” according to National Geographic Traveler. The Z\\%ﬂ"/

program focuses on improvements in the areas of waste management, energy,

and water conservation, as well as a strong element of community outreach
through local groups and partnerships. Some of the initiatives that incorporate clean
energy use into daily operations include:

Wind power. Currently, 40 percent of the electricity needs of the Fairmont Chateau
Lake Louise in Alberta, Canada, are met by a blend of wind and run-of-river electric-

ity generation. The Fairmont in Washington, D.C., has partnered with Pepco Energy
Services to supply the hotel with more than 3 million kilowatt hours (kWh) of electricity
generated from renewable resources, 10 percent of which will be derived from wind
farms located in the mid-Atlantic region.

Solar power. Solar systems have now been installed in nine chalets at the Fairmont
Kenuak at Chateau Montebello in Canada. These chalets draw 50 percent of their
power from solar means. This energy is used to power well water pumps, some
kitchen and furnace fans, dishwashers, supplementary lighting, and emergency
radios.

Heat recovery. The Fairmont Waterfront, in Vancouver, British Columbia, installed a
heat-recovery system that captures steam that has been condensed back into water
from domestic hot-water tanks, and then uses it to preheat incoming city water. This
process saves an estimated 305,380 kWh (1,100 GJ) per year.

Lighting. The Fairmont Sonoma Mission Inn & Spa in California replaced 4,440
incandescent bulbs with energy-efficient fluorescent lighting. As a result, the hotel
now saves more than 203,000 kWh of energy annually, representing a cost savings
of $61,000.%

Equally important to a service setting are the ways in which a firm uses its physical
resources to generate customer value. McDonald’s was able to turn a filthy restaurant in
a terrible location into a model of efficiency and quality through its standard operating
procedures:

McDonald’s has a restaurant on the eastbound side of the Connecticut Tisrnpike Interstate 95
in Darien. For years, the place had been an almost unimaginably filthy highway eatery before
being converted into a McDonald’s. Three years later, it was one of the busiest McDonald’s
locations in America.?

Competitive advantages can also be created through superior linkages with stakeholders in
the external environment. For example, building alliances with green suppliers and obtaining
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LEED certification from the U.S. Green Building Council (USGBC), a nonprofit organization
composed of leaders from every sector of the building industry, can enhance physical resources.
Fairmont Hotels and Resorts, for example, works with the Pembina Institute, a nonprofit
environmentl organization, to purchase Eco-Logo—certified wind power to offset the green-
house gas emissions generated by all of its front-desk check-in computers. (See the “Hospitality

Focus” boxed section on 133.)

The design and style of hospitality products is a key competitive resource, and location,
location, location has always been a factor in establishing a unique position. Nevertheless, the
enduring success of service organizations often rests on the daily encounters between employ-
ees and guests. We now turn to a key resource in the hospitality industry—people.

|
|
The humans that make up an organization are its lifeblood—its unique and most valuable asset.
Most of the other factors of production—such as properties and even special knowledge—may
be duplicated over the long term, but every human being is totally unique. This section deals
with the internal stakeholders of the firm, which include managers, employees, and owners. It
begins by highlighting the importance of the CEO in creating organizational success, followed
by a general discussion of effective strategic leadership. Employees, structure, and culture will

also be discussed. Analysis of the human-based resources of a firm can provide an indication of
future competitiveness, as well as highlighting areas that need attention.

Strategic Leadership
|

The highest-ranking officer in a large organization can be called by many titles, but the most
common is chief executive officer, or CEO. Most of the research evidence indicates that CEOs
have a significant impact on the strategies and performance of their organizations.”® In fact,
in some cases, a CEO can be a source of sustainable competitive advantage. A CEO such as
Isadore Sharp of Four Seasons Hotels and Resorts or Joseph Neubauer of Aramark can leave
little doubt that much of the success or failure of an organization depends on the person
at the top. Neubauer, who presides over one of the most successful managed-services firms
in the world, has experienced an array of leadership challenges, including corporate raiders.
(See the “Hospitality Focus” boxed section on page 135.)

Neubauer, who emigrated from Israel at age 14 and worked his way to the top of a highly
successful company, epitomizes eftective leadership. However, just as excellent leadership can

have an enormous positive influence on a firm, poor leadership can have a powerful nega-
tive influence. Coca-Cola enjoyed many years of double-digit growth under the leadership
of Roberto Goizueta. However, some analysts have argued that since his death in 1997, the
company has felt a leadership void and struggled as a result.”

In the traditional model of leadership, the CEO decides where to go, and then, through
a combination of persuasion and edict, directs others in the process of implementation.?®
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STRATEGIC LEADERSHIP AT ARAMARK F(?EE TALB"'Y
74
hen corporate raiders tried to take over Aramark and get CEO /)_\%\,;/
Joseph Neubauer to join them, he mortgaged his house, took out a /_L\_u{”ﬁ
personal loan, and helped lead a management buyout with 70 other Zg}i\L}’

execs to fend off the raiders. “| felt an obligation to the people who worked

with me,” he says. “We wanted to control our destiny.” It was a winning bet. In

2001, he took a larger, more successful Aramark public again to finance overseas growth. “We
made 250 people millionaires from hot dogs and dirty laundry. Only in America,” he quips. His
latest move was to join with a private investor group and acquire the company in a transaction
valued at $8.3 billion.?”

However, the traditional view of CEOs as brilliant, charismatic leaders with employees who are
good soldiers is no longer valid in many organizational settings. Turbulent global competitive
environments and multibusiness organizations are far too complex for one person to stay on top
of all the important issues. Shared leadership is needed because a leader cannot be everywhere
at once. It would be naive to assume that a leader can, at any given time, control all the actions
of members of an entire business. Also, companies are influenced by multiple stakeholders with
competing demands. Consequently, while the CEO is the most important leader in a firm, other
leaders are also vital to organizational success. While the smallest organizations may have a single
owner/manager who makes all important strategic and operating decisions, in large organiza-
tions, strategic leadership is distributed among a wide variety of individuals.”

The CEO has primary responsibility for setting the strategic direction of the firm, but
other executives and managers are expected to show leadership qualities and participate in
strategic management activities. Many effective CEOs assemble a heterogeneous group of three
to ten top executives that make up the top management team (TMT).*' Each member of the
TMT brings a unique set of skills and a unique perspective of how the organization should
respond to demands from a diverse set of stakeholders. CEOs work with TMT members to tap
their skills, knowledge, and insights. Consequently, while this section will focus primarily on
CEOs as the primary source of leadership in organizations, it is assumed that strategic leadership
is distributed among the TMT and other influential managers and organizational members.

The literature on strategic leadership is vast, and there 1s no consensus on the characteris-
tics that distinguish excellent leaders. However, most scholars would agree on five important
responsibilities of strategic leadership that seem to be evident in most successful organizations.
They are:

1. Creating organizational vision

2. Establishing core values for the organization

3. Developing strategies and a management structure
4

. Fostering an environment that is conducive to organizational learning and
development

5. Serving as a steward for the organization
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Fgéﬁ TALB]'Y ACCOR: SENIOR LEADER REFOCUSES STRATEGY
7

)\%\% n January 2006, a new Board of Directors was elected at Accor, which in
/L:)L}’\\f turn chose a new CEO, Gilles Pélisson. One of Pélisson’s first initiatives was to
:‘:}—Z\L'/’ change his senior management team and develop a clearer strategy to enable

the group to identify development priorities and focus its managerial and financial
resources. Quickly, Accor sold its equity stake in Club Mediterranee and Carlson
Wagonlit Travel. Senior management under the leadership of Pélisson developed an expansion
strategy that focuses on key acquisitions in their service vouchers business and organic growth in
hotels, especially in China and India. In addition, the upper upscale Sofitel brand was repositioned.
Rounding out his first year as CEO, Pélisson devised and communicated an “asset right” real estate
strategy of adapting operating structures to unique country and market segments.*?

CREATING ORGANIZATIONAL VISION

The traditional view of leaders in organizations is that they set the direction, make the impor-
tant decisions, and rally the followers (usually employees). ** Many CEOs have been described
as visionaries. They have a vision of what the organization should become, and they communi-
cate that vision to other managers and employees. They make their vision a reality. The French
entrepreneurs Paul Dubrule and Gerard Pelisson have presided over one of the great success
stories in the hotel industry. Beginning with a roadside hotel in Lille, France, Accor is now the
third-largest hotel group in the world, with nearly half a million rooms in almost 100 countries.
Unlike many hotel groups that focus on higher-quality segments, Accor’ vision is to appeal to the
masses, with around 90 percent of its revenues in the economy and midpriced segments. Brands
include Novotel, Etap, Ibis, Formule 1,and Motel 6,among others.* While Dubrule and Pelisson,
as founding cochairs attend board meetings in an advisory capacity, the direction of the firm is
under the guidance of CEO Gilles Pélisson. (See the “Hospitality Focus” boxed section above.)
Visionary leadership can be divided into three stages:

1. Envisioning what the organization should be like in the future
2. Communicating this vision to followers

3. Empowering these followers to enact the vision*

Paul Dubrule and Gerard Pélisson developed a vision of making their companies one
of the largest hoteliers in the world. Then they tirelessly communicated this vision in word
and deed to managers and associates. When a new CEO was selected, they and the Board of
Directors made sure that he shared their vision.

ESTABLISHING CORE VALUES

It would be naive to assume that a leader can, at any given time, control all the actions of
members of an entire business. Effective leadership is much more subtle. Leaders basically
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INTERCONTINENTAL HOTELS GROUP (IHG): CEO RESIGNS FSEE TALU’Y
7
n award-winning and highly respected senior leader at /)_\%\Z
InterContinental Hotels Group (IHG) resigned from his position as '/‘ \,\—U)thﬁ
CEQ of the Asia-Pacific Region after a routine internal investigation Z\lé_,‘i”/

revealed he had falsified his academic qualifications. Mr. Patrick Imbardelli, named

“Hotelier of the Year 2006,” had been scheduled to join IHG’s Board when an

internal review of his academic qualifications from Australia’s Victoria University and Cornell
University revealed that he had falsified his degrees and had not graduated from these universi-
ties. He promptly resigned and an acting CEO for Asia-Pacific was put in place.?

DAY HOSPITALITY GROUP: SABBATICAL PROGRAM

rederick Cerrone, president of Day Hospitality Group, believes there F8éﬁ TALB]}
F is more to life than just work. After a trip to India, he recognized that )\%\,{/

he was finally taking the time to do something that he had always ,/ 2’,\\
wanted to do. This realization inspired him to develop a sabbatical program \ E\EE“/’

for his relatively young general managers. He instituted a mandatory 90-day

paid sabbatical leave program for every general manager with five years’

tenure in his company. The sabbatical concept ties into one of the company’s |7 value
statements: “Believe in balanced living in all areas of life—career, family, spiritual, physical,
financial, social, and educational.”®

establish a social system that defines and reinforces desired behaviors. Consequently, when
members of a company face an unexpected situation, they are guided by the social system.*

One important way that leaders influence the social system in their organizations is
through the values they bring to the organization.These values can be conveyed in several ways.
For instance, they can be communicated directly through public statements, memoranda, and
e-mails. Highly visible decisions are also an effective way to communicate a value. For example,
the head of Asia-Pacific operations at InterContinental Hotels Group resigned after it was
confirmed that he had misrepresented his academic qualifications. (See the first “Hospitality
Focus” boxed section above.)

Small talk is also vital to effectively establishing organizational values. Small talk refers to
private discussions that take place in offices or in lunchrooms. Conversations of this kind are a

forum for discussing issues, problems, situations, incidents, processes, and individuals.”
Leaders can also influence value systems through the way they administer rewards. The
organization’s individuals who demonstrate the desired attitudes and behavior can be rewarded

%

with salary increases, promotions, attention (i.e., awards), or special privileges. (See the second V2
. . . (e
“Hospitality Focus” boxed section above.) S

In addition, core values can provide a basis for determining which alternative strategies
to select, how they are to be selected, how strategic decisions will be communicated, and to
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whom. If leaders are responsive to the values of key stakeholders when making and communi-
cating decisions, the decisions are more likely to be perceived as ethical by those stakeholders.

One example of communicating values is set in Arizona’s desert: “Sara Bird-in-Ground
sees her mission as telling the world about the rich culture of her community—the Pima and
Maricopa tribes of Arizona who for centuries farmed the area, sharing their bounty with trav-
elers”*” Sheraton Wild Horse Pass resort, a 500-room luxury inn in the desert, has crafted its
strategy around providing employees and guests with the Indian tribes’ history and culture.
Culturally themed programs and events, such as the Kid Club, which includes nature walks,
pottery making, and basket weaving, are designed to persuade vacation decision makers to
select Arizona hotels over other destinations with sun and great golf.

DEVELOPING STRATEGIES AND STRUCTURE

Strategic leaders are directly responsible for overseeing the development of strategies the orga-
nization should follow. When CEOs fail to deliver on these expectations, powerful stakehold-
ers often step in. For example, Jack Schuessler, CEO of Wendy’s International, retired after
30 years with the company and in the wake of franchisee complaints. The move to replace
the CEO came after more than a year of weak sales and one week after the 700 franchisees
formed a breakaway group, complaining that the company needed to devote more attention
to franchisee needs and operational issues.*' Effective strategy development implies a strong
awareness of the resources and capabilities that an organization has or can develop or acquire
that will lead to a sustainable competitive advantage.*

In small organizations, the entrepreneur typically serves as the sole strategist. As orga-
nizations grow, the top-management team is assembled for the same purpose. Furthermore,
as companies grow, they tend to have more managers and more levels of management. The
variety and number of these other managers are as varied as the businesses themselves. Strategic
leaders have the opportunity to “influence patterns of interaction and to assign responsibil-
ity to particular individuals.’* They do this by creating a management reporting structure.
As organizations continue to grow, they often become involved in more than one business
area. As this happens, typically the CEO will delegate responsibility for developing competi-
tive strategies to the managers who are responsible for each business. The reporting structure
is then altered accordingly. Specific strategies will be discussed in Chapters 5, 6, and 9, and
organization structures will be treated at length in Chapter 8.

FOSTERING ORGANIZATIONAL LEARNING

Many organizational scholars believe that the true role of a leader is to harness the creative
energy of the individual, so that the organization as a whole learns over time.* Leaders should
create an environment for organizational learning by serving as a coach, teacher, and facilita-
tor.*” A learning environment is created by helping organizational members question their
assumptions about the business and its environment: what customers want, what competitors
are likely to do, which technology choices work best, and how to solve a problem. For learn-
ing to take place, members must understand that the organization is an interdependent net-
work of people and activities. Furthermore, learning requires that members keep their work
focused on creating patterns of behavior that are consistent with strategy rather than reacting
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haphazardly to problems. Leaders play the essential role in creating an environment where
employees question assumptions, understand interdependency, see the strategic significance of
their actions, and are empowered to lead themselves.* Organizational learning will be treated
further later in this chapter.

SERVING AS A STEWARD

Finally, effective leaders are stewards for their firms: they care about the company and the soci-
ety in which it operates, both voluntary and involuntary stakeholders.”” Leaders must feel and
convey a passion for the organization, its contribution to society, and its purpose. They should
feel that “they are part of changing the way businesses operate, not from a vague philanthropic
urge, but from a conviction that their efforts will produce more productive organizations,
capable of achieving higher levels of organization success and personal satisfaction than more

traditional organizations.”*

LEADERSHIP APPROACHES AND
ORGANIZATIONAL FIT

There are many ways to lead, depending on the circumstances and the personality of the indi-
vidual. Bourgeois and Brodwin identified five distinct leadership approaches or styles.*” The
styles differ in the degree to which CEOs involve other managers and lower-level employees
in the strategy formulation and implementation process. The first two styles correspond to
the traditional model of leader as director and decision maker; the latter three styles repre-
sent more participative styles of leadership that are probably more relevant in today’s global
economy.

Commander. The CEO formulates strategy and then directs top managers
to implement it.

Change. The CEO formulates strategy, then plans the changes in structure, per-
sonnel, information systems, and administration required to implement it.

* Collaborative. The CEO initiates a planning session with executive and divi-
sion managers. After each participant presents ideas, the group discusses
and agrees to a strategy. Participants are then responsible for implementing
strategy in their areas.

 Cultural. After formulating a vision and strategy for the company, the CEO
and other top-level managers mold the organization’s culture so that all
organizational members make decisions that are consistent with the vision.
In this approach, the culture inculcates organizational members into unity
of purpose and action.

* Crescive. Under this leadership model, lower-level managers are encouraged
to formulate and implement their own strategic plans. The CEO’s role is to
encourage innovation while filtering out inappropriate programs. Unlike
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the other models, the crescive (meaning “gradual, spontaneous develop-
ment”) model of leadership uses the creative energies of all members of
the organization, which is consistent with the philosophy of Total Quality
Management (TQM).

Not only do different executives have different leadership styles, but they also have vary-
ing capabilities and experiences that prepare them for different strategic environments. While
managers are capable of adapting to changing environments and strategies, it is not likely that
they are equally effective in all situations. A manager who was part of the turbulent growth
years of a start-up company may have serious difficulty adjusting to the inevitable shifts in scale
and scope of a growing business. Take Papa John’s Pizza president and CEO Nigel Travis, who
took over from the passionate founder John Schattner. The new CEO plans to move the com-
pany forward by using a strategy that served him well as president and COO (Chief Operating
Officer) at Blockbuster Inc.® Leaders often bring experiences and capabilities they refined in
different industries with them to new positions.

The debate continues regarding whether it is appropriate to try to fit a manager to a
particular organization’s strategy.’’ Some research suggests that low-cost strategies are best
implemented by managers with production/operations backgrounds because of the internal
focus on efficiency and engineering. The research also suggests that differentiation strategies
need to be managed by executives who are trained in marketing and research and develop-
ment because of the innovation and market awareness that are needed.’ There is also some
tentative evidence that strategic change or innovation in companies is more likely to occur
with managers who are younger (both in age and in time in the company) but well-educated.®
Growth strategies may be best implemented by managers with greater sales and marketing
experience, willingness to take risks, and tolerance for ambiguity. However, those same char-
acteristics may be undesirable in an executive managing the activities of a retrenchment or
some other strategy.” For example, Stephen Bollenbach, currently of Hilton, spent time at
Trump, Marriott, and Disney/ABC/Capitol Records prior to Hilton. During those years, the
companies he was working for were pursuing aggressive growth via mergers and acquisitions;
however, Bollenbach did not remain once those phases changed.

When radical restructuring is required, an outsider may be needed. The person who helped
create problems in the organization is likely to resist selling cherished assets, closing plants, or
firing thousands of people. “In many cases, the emotional ties of the career CEO are just too
strong,” says Ferdinand Nadherny, vice chair of Russell Reynolds Associates, the nation’s larg-
est executive-recruiting firm.“The guy would be firing close friends.”>

Ownership and Management
|

In sole proprietorships, the owner and top manager is the same individual. Therefore, no
owner—manager conflicts of interest exist. This is also the case in privately held or closely
held companies in which all of the stock is owned by a few individuals, often within the same
family. In these cases, the owners have direct control over their firms. However, as soon as
ownership and management are separated, the potential for conflicts of interest exists. In this
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case, top managers become agents for the owners of the firm—they have a fiduciary duty to
act in the owners’ best interests.

Theoretically, in a publicly held corporation, both shareholders and managers have an
interest in maximizing organizational profits. Shareholders want maximum organizational
profits so they can receive high returns from dividends and stock appreciation. Managers
should also be interested in high profits to the extent that their own rewards, such as salary
and bonuses, depend on profitability. However, top managers, as human beings, may attempt
to maximize their own self-interests at the expense of shareholders. This is called an agency
problem. Entrenchment occurs when “managers gain so much power that they are able to use
the firm to further their own interests rather than the interests of shareholders.”** Chief execu-
tives can become entrenched by recommending their friends and internal stakeholders such
as other managers for board membership. Often the recommendations of the CEO are taken
without much resistance.

Agency problems are manifest in several ways. Some power-hungry or status-conscious
top managers may expand the size of their empires at the expense of organizational sharehold-
ers. For example, two decades ago, Harding Lawrence led Braniff Airways to financial ruin
through overzealous growth.”” The highly unsuccessful unrelated acquisitions of the 1960s may
have resulted, in part, from managers who were more interested in short-term growth than
in long-term performance. This agency problem can be precipitated by compensation systems
that link organizational size to pay.

EXECUTIVE COMPENSATION

Agency problems often arise because of the way executives are compensated. For exam-
ple, an executive who is compensated according to year-end profitability may use his or her
power to maximize year-end profits at the expense of long-range investments such as research
and development.®® Some business writers argue that the extremely high salaries of some
CEOs, which often reach millions of dollars, are evidence that agency problems exist.”” David
Michels, former CEO of the Hilton Group and one of the highest-paid executives in the hotel
industry, saw his total income soar by 201 percent from a reported /826,000 (approximately
$1.6 million) in 2002 to £2.5million (around $5 million) in 2005.°° During this same time,
company profits grew by 152 percent.

Because shareholders are numerous and often not very well organized, their influence on
decisions such as CEO compensation is nominal. Consequently, self-serving forces within the
organization can sometimes prevail. For example, Roberto Goizueta of Coke once received
an $81 million restricted stock award. The award was initiated by an old associate whose firm
had received $24 million in fees from Coke over the previous six years.®’ Unfortunately, con-
flicts of interest of this type are common.®

The real issue concerning salary is whether CEOs are worth what they receive. For exam-
ple, in Business Week’s annual report on executive pay, compensation is compared to the perfor-
mance of the organizations for which these executives work. This analysis is revealing, and it
often demonstrates that some CEOs are a real bargain. CEOs who have more-demanding jobs,
as indicated by the amount of information they have to process and the firm’s strategy, tend
to be more highly paid.®® Because of all of the ramifications associated with executive pay, the
decision 1s as much ethical as it is financial.

To help overcome problems with excessive compensation of some CEOs, top manage-
ment compensation should probably be linked to corporate performance.® One risk in relating
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compensation to performance is that a lot of these schemes tie annual compensation to annual,
as opposed to long-term, performance. The impact of this approach was evident in 2001 when
foodservice CEOs saw their total compensation decline for the first time in a decade as com-
pany profitability dropped in that year.”® Whenever possible, compensation packages should
be developed that encourage, instead of discourage, actions that will lead to high long-term
performance.

For example, it CEO bonuses depend on profit, board members in charge of compensa-
tion should add back research-and-development expenditures before calculating profits for
the year. This helps ensure that CEOs will not hesitate to allocate resources to potentially
profitable long-term research-and-development projects. In the restaurant industry, goals that
focus on brand-awareness levels or franchise strategies are suggested as complements to the
hard number metrics of EPS (earnings per share) or EBITDA (earnings before interest, tax,
depreciation, and amortization). Another trend in CEO compensation is rewarding with stock
instead of cash. When managers receive stock and stock options, they become owners, and
their interests should converge with those of other shareholders.®® Here is an example of how
stock options can figure into pay:

Stock options are a creative way to align CEO interests with the long-term interests of the
organization. If a stock is currently selling at $50, 2 CEO might receive options to buy 100,000
shares of stock at $50, which is called the strike price. However, the options may not be exer-
cisable for some specified time, such as three years. If, over the next three years, the stock price
rises to $100, the options are now worth $5 million, since the CEO can buy 100,000 shares at
$50 and sell them at $100. In this situation, if the stock price declines or remains the same, the
options are worthless. Thus, it is in the best interests of the CEO to maximize the share price
of the company, which is also in the best interests of the shareholders.

BOARDS OF DIRECTORS

Perhaps the greatest agency problems occur when top managers serve on the board of direc-
tors, which is often the case in U.S. corporations. In fact, it is not uncommon to find the
CEO in the position of chairperson of the board. This condition is known as CEO dual-
ity. As chairperson of the board of directors, the CEO is in a strong position to ensure that
personal interests are served even if the other stakeholders’ interests are not. For example, a
CEO/chairperson may influence other board members to provide a generous compensation
package. Also, a CEO/chairperson is instrumental in nominating future board members, and
therefore has the opportunity to nominate friends and colleagues who are likely to rubber-
stamp his or her future actions and decisions.

The fiduciary responsibility for preventing agency problems lies with boards of directors.
Some business experts believe that many boards of directors have not lived up to their fiduciary
duties. These experts argue that, for the most part, boards have not reprimanded or replaced
top managers who acted against the best interests of shareholders. However, the incidence of
shareholder suits against boards of directors has increased.”” In addition, large-block sharehold-
ers such as mutual-fund and pension-fund managers put lots of pressure on board members and
directly on CEO:s to initiate sweeping organizational changes that will lead to more account-
ability and higher performance.®
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\_L’LI
Management was confident that the newly renovated hotels would attract guests \—H’/

for a first stay, but bringing them back again would be the real return on investment

(RQOI) challenge. To meet that challenge, Canadian Pacific management looked to

its human capital and Carolyn Clark, the newly appointed vice president of human resources.
Human resources had become a strategic player at the boardroom level, and now it was time to
help the company achieve its overall goals. Clark knew that in the service-intensive hotel indus-
try, people can provide a critical competitive advantage, so her strategic HR plan focused on the
development of human capital.®’

CANADIAN PACIFIC HOTELS: HUMAN RESOURCE STRATEGY Fgém]m_
t was 1988, and Canadian Pacific Hotels had just invested $750 million in )\“
Ithe bricks-and-mortar side of the business, updating its hotels nationwide. ’ﬂ

|
|
Labor is the single greatest cost item in most hospitality businesses, which is why employees and
the way they are managed can be important sources of competitive advantage. Unfortunately,
many hospitality firms fail to realize the strategic importance of the human resource area.
Research has shown that more-sophisticated human-resource planning, recruitment, and
selection strategies are associated with higher labor productivity, especially in capital-intensive
organizations.”” Also, a large-sample study of nearly 1,000 firms indicated that “high perfor-
mance work practices” are associated with lower turnover, higher productivity, and higher

long- and short-term financial performance.”’ Chapter 7 will describe human-resources strate-
gies hospitality firms can use to maximize competitiveness. For now, the objective is to high-

ly
. . . . - . A
light the importance of this area and to provide guidelines regarding what should be evaluated ’/);77;5
during an internal analysis of the firm. (See the “Hospitality Focus” boxed section above.) &

Canadian Pacific Hotels is now known as Fairmont Hotels and Resorts, North America’s
largest luxury hotel chain. Because of their importance to competitiveness, employees are
being given increasing amounts of managerial attention in the organizational planning of a lot
of large organizations. In fact, human capital considerations, such as the ability to attract quali-
fied workers, top the list of factors that concern managers in the hospitality industry.”?

Labor productivity and employee turnover are important outcomes that are worthy of
assessment. Labor productivity is a good indication of how well managed employees are and
their levels of experience and training. For example, hotels often track how many rooms a
housekeeper can clean in an hour. Restaurants look at how many meals can be served at vari-
ous times and with various personnel configurations. Turnover is at least partially an indication
of how employees feel about their jobs and the organization, including their satisfaction with
compensation and the way they are managed. These are only examples of possible indicators.
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Human-resources systems and processes should also be examined. These include reporting
systems, hiring programs, compensation systems, training programs, and supervisory systems.
Finally, the overall quality of the laborers in a hotel or restaurant can be assessed by their moti-
vation levels, attitudes, experience, and the amount of training they have received. If a union is
present, relationships with union officials should also be assessed.

|
|
Leaders, managers, directors, and employees can all be sources of competitive advantage.
However, the way they are organized also leads to competitiveness. Organization structure
has a lot to do with how successful a firm will be. For example, in a world where innovations
are widely understood by competitors within a year, a flexible structure is a key to success in
many companies.”” Big companies are trying to increase speed and flexibility by altering their
organization structures and management systems so that they focus on one core business and
allow other firms to fill in the gaps.”* Accor, highlighted earlier in this chapter, is one such
company. Another way large organizations can improve flexibility is by decentralizing respon-
sibility and rewarding employees for innovations and flexibility.” Chapter 8 will explore in
great detail various organizational structures that are used to support strategic objectives. It is
sufficient to say at this point that structure is another potential source of sustainable competi-
tive advantage.

Closely related to structure is an organization’s culture, the shared experiences, attitudes,
values, and beliefs of its members. Organization culture often reflects the values and leadership
styles of executives and managers, and is greatly a result of past practices in human resource
management, such as recruitment, training, and rewards. Many hospitality companies realize
the benefits of a shared set of values as a potential source of competitive advantage because cus-
tomers and employees interact so frequently that supervision alone cannot sufficiently direct
employees. Culture becomes a key management tool to influence employee thoughts, feelings,
and behaviors.

According to Barbara Talbott, former executive vice president of marketing for Four
Seasons Hotels and Resorts, “Competing on service is an investment in the quality of staff
and guest experiences, which over the history of the company has been the source of superior
profitability, reputation, and growth.””® Part of the Four Seasons service culture rests on the
idea that receiving personal service powerfully encourages the ability to pass the service on to
others, and the general managers of these luxury hotels are key to building this culture, as the
example in the “Hospitality Focus” boxed section on page 145 illustrates.

Stakeholders look for an intangible quality when making decisions about the products
and services they purchase or in selecting alliance partners. They want to be able to rely on
the company. They want promises and commitments to be fulfilled. There are many pragmatic
benefits to a high-profile organizational culture that can help an organization in its recruiting,
employee development, and relationships with customers.”

An organization’s culture can be its greatest strength or its greatest weakness. Some
firms have created cultures that are completely consistent with what the company is trying
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FOUR SEASONS: POSITIVE SERVICE CULTURE F(S)EE&TA”JY
7
t the Four Seasons, general managers are largely promoted from within /,)_\/)\\,/f_/
Aand work to create a positive culture for the staff. When the Four Seasons ,’/.\,Lu}:?
began to manage a hotel in Atlanta as the third management entity in the Zb‘i“/

hotel’s brief history, the leadership expected some apprehension and concern

from the staff. As the official handover occurred at midnight, the first shift of

employees the next morning were greeted by a new leadership team that had arranged to have
the staff areas painted and cleaned. Mannequins dressed in new employee uniforms were set

up in the locker rooms. Hot coffee and donuts were ready and waiting. Along with handshakes,
the management conveyed the key role employees would play in making the hotel great. In this
hotel, the managers acknowledged the staff through empathy and respect; led through actions as
well as words; and set high but achievable aspirations in which every employee could take pride.
The Four Seasons Hotel Atlanta became the city’s first AAA Five Diamond and Mobile Five Star
Hotel, a distinction it still holds today.

The creation of a service culture is evident in other hotels in the company:

* In Singapore, the management team used a modest renovation budget to
make the new staff cafeteria look and feel like a freestanding restaurant,
called Kutulu.

* Staff in Maui are encouraged to recognize one another’s outstanding service to guests
and colleagues, on a “Maui Mahalo” board.

* In Atlanta, the human resources team created a “benefits concierge” to help
employees choose the best options for them and their families.”

to accomplish. These are called high-performance cultures. For example, JetBlue airlines has
a culture that stresses a warm and friendly atmosphere, high-quality service, and efficiency.
Table 4.3 provides guidelines for identifying the culture of an organization based on factors
such as attitude toward customers and competitors, risk tolerance, and moral integrity. For each
of these factors, an organization should ask:

1. Which characteristics support the vision and strategies of the organiza-
tion and should be sustained in the future?

2. Which characteristics do not support the vision and strategies and should
be modified?

3. What efforts will be necessary to make the required changes happen?

A strong culture can be a two-edged sword. Sometimes very successful corporations so
firmly attach themselves to their successful business practices that they exaggerate the features
of the successful culture and strategy, and fail to adapt them to changing industry conditions.



TABLE 4.3 Defining an Organization’s Culture

DIMENSIONS

DESCRIPTION

Attitude toward
customers

Attitude toward
competitors

Achievement
orientation

Risk tolerance

Conflict tolerance

Individual autonomy

Employee relations

Management relations

Goal ownership

Perceived
compensation equity

Decision-making style
Work standards
Moral integrity

Ethical integrity

Respect vs. indifference

Compliance, cooperation, or competitiveness

Industry leader or follower

Degree to which individuals are encouraged to take risks

Degree to which individuals are encouraged to express
differences

The amount of independence and responsibility given to
individuals in decision making

Cooperative vs. adversarial relationships among employees

Cooperative vs. adversarial relationships between managers and
employees

Identification with goals and concerns of organization as a whole
vs. identification with goals and concerns of a work group or
department

Perceived relationship between performance and rewards

Rational and structured vs. creative and intuitive
Diligent, high-performing vs. mediocre
Degree to which employees are expected to exhibit truthfulness

Degree to which decisions are expected to be balanced with
regard to stakeholder interests vs. focused exclusively on a key
objective such as profitability

Source: Adapted from P. McDonald and J. Gandz, “Getting Value from Shared Values,”
Organization Dynamics (Winter 1992), 68; E. H. Schein, Organization Culture and Leadership (San

Francisco: Jossey-Bass, 1985).
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Four very common organization orientations associated with excellent performance can lead
to four extreme orientations, which can lead to poor performance:

Craftspeople. In craftspeople organizations, employees are passionate about
quality. Quality is the primary driver of the corporate culture and a source
of organizational pride. However, a culture that is focused on quality

and detail can evolve to an extreme where craftspeople become finkerers.
Obscure technical details and obsessive perfection result in products that
are overengineered and service managers who are overly autocratic.
Another version of the obsessive concern for quality is a passion for low
costs, which paralyzes an organization’s ability to make timely, necessary
investments.

Builders. In builder organizations, growth is the primary goal. Managers

are rewarded for taking risks that result in growth, new acquisitions, and
new market niches. When efforts to grow and expand become careless,
builders become imperialists, with high debt, too many unrelated businesses,
and neglected core businesses.

Pioneers. Pioneers build their businesses through leadership positions in new
product and service development. The strengths of these organizations lie
in their entrepreneurial teams and flexible structures, which promote idea
sharing. Pioneers begin to decline when they evolve into escapists, who
invent impractical products and pursue service ideas with limited customer
value.

Salespeople. Salespeople are excellent marketers who create successful
brand names and distribution channels, and pursue aggressive advertising
and innovative bundling of services. They become so confident in their
marketing abilities that they ignore product needs and quality, and begin
to market imitative services that customers do not value. They evolve into
drifters.”

In all of the orientations described, the organization becomes too focused on its own
capabilities and loses sight of its customers and evolving industry conditions. One stakeholder
group becomes too dominant at the expense of others and resists change. Several contributing
factors can drive a successful organization to an unsuccessful extreme:

Overconfidence. Leadership may get overconfident from its past successes,
thinking that what has worked in the past will continue to work in the
future.

Dominant managers and subunits. One manager or unit may become overly
dominant, attracting the best managerial talent and exercising unbalanced
influence over the decisions made within other departments. The dominant
managers and areas may keep the organization focused on strategies and
policies that may no longer be relevant. An acknowledgment that change
is needed would erode their base of power and influence.
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Complacency. The successtul strategies of the past may have become embed-
ded in the routine policies and procedures of the organization. Those
policies and procedures create an air of continuity that is very resistant to
change.®

In summary, structure and culture can be added to an already impressive list of human-
based sources of competitive advantage. Just as these factors can be sources of advantage, they
can also be sources of weakness when they are neglected or poorly managed. Attention will
now be drawn to knowledge-based and general organizational resources.

|
|
We live in what is sometimes called a knowledge economy, meaning that knowledge is used to
produce economic value. A knowledge economy is driven by the importance of intangible
people skills and intellectual assets. More than 50 percent of the gross domestic product (GDP)
in developed economies is knowledge-based, which means that the GDP is based on intangible

people skills and intellectual assets.®! Consequently, wealth is increasingly being created through
the management of knowledge workers instead of physical assets. According to David Teece:

Fundamental changes have been wrought in the global economy, which are changing the basis of
firm level competitive advantage, and with it the functions of management. The decreased cost
of information flow, increases in the number of markets ..., the liberalization of product and
labour markets in many parts of the world, and the deregulation of international financial flows
is stripping away many traditional sources of competitive differentiation and exposing a new
Sfundamental core as the basis for wealth creation. The fundamental core is the development and
astute deployment and utilization of intangible assets, of which knowledge, competence, and
intellectual property are the most significant.®?

Knowledge is an intangible asset. Intangible assets differ from physical assets in fundamen-
tal ways. First, physical assets can be used only by one party at a time, whereas knowledge can
be used by several parties simultaneously. Second, physical assets wear out over time and are
depreciated accordingly. While knowledge does not wear out, its value depreciates rapidly
as new knowledge is created. Third, it is relatively easy to set a price based on how much of
a physical asset is sold or transferred, but it is difficult to measure the amount of knowledge
transferred or its value. Finally, rights to tangible property are fairly clear and easy to enforce,
whereas it is difficult to protect and enforce protection of intellectual property.®

In recent years, chefs and restaurateurs have invoked intellectual property rights concerns
regarding trademarks, patents, and frade dress—the distinctive look and feel of a business—in
an effort to defend their restaurants, their techniques, and their recipes from those who would
steal their knowledge assets. (See the “Hospitality Focus” boxed section on page 149.)

Knowledge can be divided into two general types: core knowledge and integrative knowl-
edge.® Core knowledge is scientific or technological knowledge that is associated with actual
creation of a product or service. For example, knowledge about integrated circuitry formed
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PEARL OYSTER BAR OWNER FILES AN INTELLECTUAL 'I'AL Y
PROPERTY LAWSUIT 8éﬂ b.[//
ebecca Charles, the owner of Pearl Oyster Bar in New York )\/\\\//'
RCID/, is one of the first small chef-proprietors to file a lawsuit Ve /5-'/ ?"
claiming theft of her intellectual property. The suit against her / L I\
former sous chef of six years, Ed McFarland, now the proprietor of { ’:\\:\CL ,’
Ed’s Lobster Bar, is based on her claims that he copied “each and every '\j;/

element” of Pearl Oyster Bar. She includes in her charges the white marble

bar, the gray paint on the wainscoting, the chairs and barstools with their wheat-straw backs,
the packets of oyster crackers placed at each table setting, and the dressing on the Caesar salad.
It's her Caesar salad recipe, learned from her mother, that most annoys Rebecca. “When |

taught him, | said, “You will never make this anywhere else’,” she insisted. According to lawyers
for Ms. Charles, the Caesar salad recipe is a trade secret like the formula for Coca-Cola.

Ed McFarland argues that Ed’s Lobster Bar is not an imitator. “| would say it’s a similar
restaurant,” he said. “| would not say it’s a copy.” While some believe that restaurants’ and
chefs’ discovery of intellectual property rights is long overdue given the level of competi-
tion and the high cost of opening a restaurant, others argue that the sous chef dedicated
six years of his life to that restaurant and has the right to take with him what he learned.
Top British chef, restaurant owner, and food consultant Paul Heathcote notes that most
chefs find inspiration in other chefs’ work, particularly their mentors. “All chefs are magpies
and take ideas from one another. | don’t think Charles stands a chance in court.”®

the foundation for creation of semiconductors. Integrative knowledge helps integrate various
activities, capabilities, and products. For example, an organization that wants to be involved in
selling personal computers has to understand how they are assembled and manufactured (core
knowledge), but also has to understand how computer manufacturing fits into an entire system,
which includes suppliers of component parts, marketing, financing, and even linkages between
personal computers and other types of products (integrative knowledge).

Core knowledge is comparatively easier to acquire than integrative knowledge because
integrative knowledge deals with a complex system. Consequently, integrative knowledge is
probably more likely to lead to a sustainable competitive advantage. Wal-Mart, for instance,
developed a complete and unique retailing system that involves complex coordination of codi-
fied information across suppliers, distribution centers, and stores; feedback from customers in
the form of daily sales information; information about the products; and forecasts of needs.
Innovations have included cross-docking, which occurs when merchandise is unloaded from
suppliers’ trucks directly onto Wal-Mart’s trucks for distribution to stores.™

Another way to differentiate knowledge is based on whether it is codified or tacit. Codified
knowledge can be communicated completely through written means. For example, blueprints,
recipes, formulas, and computer code are codified. “Tacit knowledge is that which is difficult
to articulate in a way that is meaningful and complete.”® Creation of an artwork such as a
sculpture or a modern dance, for instance, would be very difficult to describe in words that
would have real meaning. You have to experience it. In general, the easier it is to codify
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knowledge, the easier it is to transfer. Tacit knowledge can be very valuable to organizations
in creating a sustainable competitive advantage.

Internal Knowledge Creation and
Organizational Learning

Some organizations are clearly more innovative than others. They consistently create greater
numbers of successful products or services. Other organizations may not develop a lot of
products or services, but they are adept at creating more-efficient ways of creating or deliver-
ing them. The distinction here is between product or service development and process development.
Still other organizations seem better at both types of innovation. Knowledge creation is at the
center of both product or service development and process development.

One of the most important managerial tasks is facilitating knowledge (1) creation, (2)
retention, (3) sharing, and (4) utilization. Each of the four knowledge facilitation tasks requires
different management skills and organizational arrangements. Outstanding execution of these
tasks can lead to superior performance.® The 24-hour check-in and checkout process at the
Peninsula Hotel in Beverly Hills is an example of a hotel innovation that was created by
the general manager (GM), refined in conversation with guests, shared with staff, and is still in
use even though the GM is no longer at the hotel. (See the “Hospitality Focus” boxed section

on page 151.)

Knowledge Creation

Knowledge creation requires systems that encourage innovative thinking throughout the firm.
Most organizations tap only a fraction of the creative potential of employees and managers. An
organization that wants to create knowledge will select employees and managers who contrib-
ute innovative ideas and will reward those employees and managers through salary increases,
recognition, bonuses, and promotions. Some organizations even allow managers or employees
the opportunities to lead in the execution of their ideas. Organizations also need to establish
forums through which ideas can be conveyed to managers. A suggestion box is a rudimentary
system to encourage ideas. Work meetings and interviews are other means of sharing knowl-
edge. To create knowledge, organizations should also allocate human and financial capital to
research and development.

KNOWLEDGE RETENTION

A lot of knowledge exists in an organization. Only part of that knowledge is shared, but very
little of that sharing gets recorded unless it is associated with an actual research or development
project. Low-cost information systems have made it possible to record and store vast amounts
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THE PENINSULA BEVERLY HILLS INNOVATES WITH TAL Y
24-HOUR CHECK-IN CHECK-OUT )\“
N
“ f the day is 24 hours long, guests should be able to check in and check / ,)L’:(
. . 9 . e . . (;\7\7‘\2 J
out at any time they like,” reasoned Ali Kasikci, the charismatic and ;\l:_,"./\/
innovative GM of the Peninsula Hotel in Beverly Hills for over a decade.

The implementation of 24-hour check-in and checkout with no surcharge

to guests began as an idea Kasikci obtained during an executive education program at
Cornell’s Hotel School. The practice was tested in the summer and fully implemented

by the staff of the Peninsula Hotel a year later. Kasikci began by discussing the idea with
the marketing director, sales managers, and front-office manager. Each of these managers
informally collected feedback from customers about the concept and talked it up to other
managers in the hotel. Customers were very responsive to the idea, especially those from
Australia and New Zealand whose 14- to | 7-hour flights generally arrived in the early
morning hours and departed late in the evening.

Armed with the support of guests and various managers, the next step was to determine
whether it was operationally feasible. With the help of the executive housekeeper, data on
departures was gathered, and once the idea appeared feasible to implement, special equip-
ment was purchased to clean rooms quietly in the dark. Before the practice was put in
place, Kasikci also discussed the idea with competitor hotels in his market. These competi-
tors were the biggest critics; they said the idea would never work and that the Peninsula
would be quickly forced to give up the practice. The housekeeping staff was also hesitant,
but their attitudes changed after extensive discussions and efforts to focus on the positive
implications for the hotel.

While Kasikei is no longer the GM of this hotel, the practice, conceived in the 1990s, is still

in use. A lot of ideas are never put into practice because, as Kasikci notes, “we always make
excuses that operationally it is not possible.” This practice was easy, and it astonished the
guest, ultimately leading to both customer loyalty and repeat business, according to the hotel’s
managers. As this innovation illustrates, facilitating knowledge can lead to high performance.®’

of information very affordably. An important part of documentation is recording not only the
new knowledge, but also how a manager or the organization responded to it. Also, an organi-
zation should record information on whether such actions were a success or a failure.

KNOWLEDGE SHARING

Sharing of knowledge is as important as creating it. For example, Marriott has used knowledge
gained in the lodging industry in its time-share business. Disney applied its knowledge in staging
dramatic presentations (developed in its theme parks and moviemaking) to Broadway musicals.
Many companies have newsletters and intranets in which new ideas are shared. Creating an infor-
mation system for the sharing of ideas is, by itself, a possible source of competitive advantage.
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KNOWLEDGE UTILIZATION

An organization has to clear the way for knowledge to be translated into new processes and
programs. This sometimes means eliminating barriers to innovation. For example, some com-
panies require many signatures and approvals on even the smallest projects before they will be
funded. An organization should also encourage taking risks by not harshly penalizing manag-
ers whose projects or ideas fail and richly rewarding managers whose projects or ideas suc-
ceed. Table 4.4 reviews the four tasks associated with knowledge creation and utilization.
Attention will now be drawn to generating knowledge through partnerships with external

stakeholders.

Knowledge Creation and

Interorganizational Relationships
|

If firms perform the tasks associated with internal knowledge creation, they will still be lim-
ited in how much knowledge they acquire unless they also have a productive program for
acquiring knowledge from outside of their organizations. As discussed in Chapter 2, a part of
obtaining knowledge from the outside is studying the innovations of others in the industry,
other industries, and the technological environment in general. In fact, most of the knowledge
that will revolutionize an industry actually comes from outside the industry. For example,
semiconductors were developed in the computer industry, but had far-reaching implications
for most other industries, including the hospitality industry. Knowledge about innovations in
other industries comes into an organization through hiring people with varied backgrounds,
hiring consultants and trainers, providing educational programs and opportunities to employ-
ees, and assigning researchers to specifically follow various scientific streams through journals,
newsletters, books, and seminars.

Another important source of external knowledge comes from interorganizational rela-
tionships.” Organizations can learn from each other. In fact, knowledge is not always created
within a single firm, but rather in a network of firms working together. An example of this
phenomenon is found in the biotechnology industry, where there is a large-scale reliance on
collaborations to produce innovation.”

Several factors can lead an organization to enhance organizational learning from inter-
organizational relationships, including its relational ability, its location in a network, and its
capacity to absorb new knowledge.

RELATIONAL ABILITY

Relational ability, defined as the ability to interact with other companies, can increase a
firm’s ability to obtain and transfer knowledge.”” Firms can enhance their relational ability
through practice (e.g., increasing the use of interorganizational relationships) or through hir-
ing managers who have already developed relational skills.” Often CEOs develop excellent
relational skills.
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TABLE 4.4 Tasks Associated with Internal Knowledge Creation
and Utilization

TAsk DESCRIPTION
Knowledge Develop reward systems that encourage innovative thinking.
creation Create a forum whereby creative ideas are shared.

Invest in research-and-development programs.

Knowledge Document findings from research-and-development programs.
retention Create information systems that record and organize innovative ideas.

Document both the ideas and managerial responses or organizational
responses to them.

Document successes and failures.

Knowledge Create an information system that shares results from research-and-
sharing development projects with other parts of the organization.

Routinely pass new ideas on to managers who can act on them.

Create a database-management system to organize ideas generated
from employees and managers so that they can be retrieved
systematically at a later date.

Knowledge Reduce bureaucratic barriers that prevent knowledge from resulting in
utilization new programs and projects.

Encourage risk taking.
Reward success.

CENTRAL IN A NETWORK

The more embedded into a network of interorganizational relationships an organization
becomes, the more it is able to acquire competitive capabilities.” Consequently, increasing the
use of joint ventures, alliances, and other interorganizational relationships can position a firm
in a more central location to what is happening in its industry and across relevant industries.
Proximity can lead to enhanced learning.” The lodging industry is a good example of this,
because hotels often cluster in one geographic area.

ABSORPTIVE CAPACITY

An organization needs to be deliberate about taking steps to increase its absorptive capacity,
which refers to the ability of a firm to absorb knowledge. Just like internally generated knowl-
edge, if knowledge gained through interorganizational relationships is not retained, shared,
and used, it is of no worth to the organization.
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TABLE 4.5 Facilitating Knowledge Transfer in Joint Ventures

FAciLITATION
MECHANISM

DESCRIPTION

Flexible learning
objectives

Leadership
commitment

A climate of trust

Tolerance for
redundancy

Creative chaos

Focus on learning
despite performance

Organizations should enter into a venture with objectives
regarding what the organization would like to learn from
the venture. However, conditions often change, and
managers should be willing to adjust those objectives

if needed.

At least one strong, higher-level manager must champion the
learning objective. This person acts as a catalyst for knowledge
transfer. For example, in one case, an American president had a
long-standing relationship with the chairperson of the Japanese
partner. They worked together to facilitate transfer of both
technical and management ideas.

Trust is critical to the free exchange of knowledge. One of

the greatest disadvantages of a joint venture is the risk of
opportunistic behavior. This is the risk that one of the partners
will use information gained in the venture to the disadvantage
of the other partner. Consequently, trust must be carefully
guarded or information transfer will be stifled.

This means that there is deliberate overlapping of company
information, processes, and management activities. Redundancy
leads to more interaction among participants, and interaction
leads to more sharing of information.

Disruptive or high-stress events can enhance transfer of
knowledge by focusing partners on solving problems and
resolving difficulties.

Some ventures perform poorly, at least on financial measures,
but organizations can still learn from them. The American firms
tended to let poor performance reduce or eliminate learning,
whereas the Japanese firms took a longer-term view and were
less distracted by short-term performance.

Source: Based on A. C. Inkpen, “Creating Knowledge through Collaboration,”
California Management Review 39, 1 (Fall 1996): 123—-140.
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Andrew Inkpen, an expert on interorganizational relationships, studied 40 American—
Japanese joint ventures with the intention of finding out what organizational conditions facilitate
effective transfer of knowledge. His conclusions, contained in Table 4.5, are a fitting summary to
this section on the important role of knowledge in creating a sustainable competitive advantage.

The final category of organizational resources is a varied collection of organizational possessions
that can have a tremendous impact on financial success and survival. In this section, only a few of
many such resources will be discussed. However, the ones that are discussed have been found to
be powerful sources of competitive advantage in some instances. First, we look at patents, copy-
rights, trademarks, and servicemarks. Brands, organizational reputation, and superior relationships
with external stakeholders are also critical intangible resources that can produce strategic benefit.

Patents, Copyrights, Trademarks, and
Servicemarks

Patents, copyrights, trademarks, and servicemarks are used to protect knowledge creation from
competitive imitation. Patents protect an invention, while copyrights protect “original works
of authorship.”*® Trademarks and servicemarks protect words, names, and symbols used to
distinguish a good or service, respectively. The term mark or trademark is often used to refer
to both trademarks and servicemarks.

Organizations file for patent protection to prevent other companies from using, selling,
or importing their innovations for the term of the patent. In exchange, the patent holder
agrees to share the details of the invention. Patents can sometimes be a source of competi-
tive advantage for a period of time. However, they do not really offer much protection and,
eventually, they run out.

In 1936, Tom Carvel, the founder of Carvel Ice Cream, patented the “no air pump”
super-low-temperature ice cream machine, developed a secret soft-serve ice cream formula,
and invented the marketing concept of “buy one, get one free.” Three years later, he patented
the first soft-serve ice cream machine.”” In 1947, he patented the all-glass-front building with
pitched roof, which was later copied by McDonald’s. Like other property rights, a patent may
be sold, licensed, mortgaged, assigned or transferred, given away, or simply abandoned.

While culinary inventions have long been patented, copyrighting a chef’s dish or cook-
ing method has only recently become important. A copyright is literally “the right to copy” an
original creation and constitutes a set of exclusive rights to the use of an idea or information.
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CHEF AT MOTO'’S PATENTS UNIQUE FOOD CREATIONS

ne chef who has been proactive in protecting his foodie inventions is
F8éﬂ TALb]} Homaro Cantu, Executive Chef at Moto’s and the inventor of an edi-
/)_\%\g ble paper on which he prints his menus using organic inks and a Canon
/ "LLL,’)L’? printer. The edible paper—a soybean and cornstarch concoction—can be
3\%&'/ imprinted with virtually any image and any flavor. The chef has also developed a

spiral-handled fork, which is designed to hold a sprig of basil, adding an aromatic

element to his dishes. A useful business management tool he created involves a
camera set unobtrusively into an upper wall of Moto’s linked to a computer. The system allows
Cantu to track important aspects of kitchen operation. For example, the system can warn him
when usage rates threaten to deplete supplies and can notify the kitchen when a diner leaves for
the restroom so the chefs can adjust the spacing of preparations.

What makes Cantu’s paper, and many of his other creations, different is the fact that he is
applying to have them patented. He even goes so far as to print the following legal jargon on

his tasty paper: “Confidential Property of and © H. Cantu. Patent Pending. No further use or
disclosure is permitted without prior approval of H. Cantu.” This prolific chef says he worries
about corporations, not individual diners, capitalizing on his inventions and management systems.
The value of patenting he believes will come from the profits he will get from these ideas rather
than having to build more restaurants. In the meantime, no one can visit the kitchen at Moto’s
without first signing a multipage nondisclosure agreement.”®

We are familiar with the copyright protections that exist for, say, a Mickey Mouse cartoon, that
prohibits unauthorized parties from distributing copies of the cartoon or creating derivative
works, but you are probably less aware of the growing trend toward protecting culinary works.
(See the “Hospitality Focus” boxed section above.)

Brands and their associated trademarks ofter a higher level of protection. A trademark pro-
tects a name, logo, design, word, phrase, image, or a combination of these elements that are
associated with a business or good. Coca-Cola’s hourglass-shaped bottle and Absolut Vodka’s
widebodied, slim-necked vessel are distinctive symbols of their brands that are protected by
registered trademarks. A servicemark is the same as a trademark but distinguishes services versus

products. In a global world, it is a challenge to protect trademarks, copyrights, and patents,
because various countries have their own laws governing protection. Treaties among member
countries are often used to protect these intangible assets across boarders.

Brands and Organizational Reputation
|

The identity of a good or service is often captured in the brand, defined as the name, term,
symbol, and/or design associated with the product. Brands are viewed as a key value-creating
resource, because they are firm specific and difficult to imitate.”” A key question for developers
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of hotels is whether a brand actually contributes to market value (i.e., hotel sale price). In a
study of 2,000 recent hotel sales transactions, researchers found support for the impact of brand

1 If managed well, strong

on value, particularly for hotels in the midscale and upscale segments.
brands can be powerful sources of sustainable competitive advantage.'”! Disney takes full advan-

tage of its brand, which is one of its core competencies.

We are fundamentally an operating company, operating the Disney Brand all over the world,
maintaining it, improving it, promoting and advertising it with taste. Our time must be spent
insuring that the Brand never slides, that we innovate the Brand, nurture the Brand, experi-
ment and play with it, but never diminish it. Others will try to change it, from outside and from

within. We must resist. We are not a fad! The Disney name and products survive fads.'"

Global brands have an even greater challenge to maintain a single-minded consis-
tency while also adapting to different geographies, cultures, and customer needs. Table 4.6
summarizes the Interbrand/Business Week ranking of the top 25 global brands, based on a series
of criteria that evaluate brand value. McDonald’s and Disney are hospitality firms in the top 25
global brands.'” Others include KFC ranked 60th, Pizza Hut ranked 74th, Starbuck’s ranked
88th, and Hertz ranked 100th. The study does not include airlines, and it is interesting to note
that no hotel company brand appears in the rankings. The proliferation of hotel brands may
be one of the reasons why no single hotel brand is a top-ranked global brand. Hotel com-
panies have used their brand names to expand into different segments of the market so as to
retain customers, a strategy that has met with brand proliferation and some success.'™ Hyatt,
for example, introduced three new brands in a single year—Hyatt Place, Hyatt Summerfield

Suites, and Andaz—across three different hotel segments.'”

TABLE 4.6 Top 25 Global Brands

Text Not Available
in This Electronic Edition
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TABLE 4.6 (Continued)

Text Not Available

in This Electronic Edition

Source: Interbrand and Business Week, 2007.
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A reputation can be thought of as an economic asset that signals observers about the
attractiveness of a company’s offerings. A reputation is also an assessment of past performance
by various evaluators. It is a part of a social system and is based more on interpretation than
fact.'” Like a brand, an organization’s reputation is difficult to imitate. A good reputation
may be associated with excellent quality or highly innovative products or services, excellent
human-resource management, or other factors. Reputation, which can transcend international
borders, is thus a potential source of global competitive advantage.'” Of course, an organiza-
tion’s reputation is often linked to a well-known brand name. Destinations can also develop
reputations that help build strong customer perceptions and increased tourism expenditures.
A tourism destination that increasingly attracts visitors may do so in part on the reputation
conveyed by past visitors.

Much has been said in this book about how to develop a good reputation through socially
responsible actions and stakeholder satisfaction. Some of the potential benefits of a good rep-
utation include the ability to attract talented workers, charge premium prices, keep loyal
customers, raise capital with less difficulty by attracting investors, avoid constant scrutiny by
regulators and activists, or enter international markets with less difficulty.'®™ Some business
writers have argued that a corporate reputation may be the only source of truly sustainable
competitive advantage.'” They argue that it is the only component of competitive advantage
that can’t ever be duplicated in its entirety. Therefore, organizations should devote consider-
able time and effort to safeguarding a good reputation. Organizations with the best reputations
in the Fortune survey had strong financial performance, but it was combined with strong per-
formance in nonfinancial areas as well.""

Superior Relationships with Stakeholders
|

Stakeholder relationships were described in detail in the previous chapter. Furthermore, the
chapter demonstrated how strong relationships with stakeholders can lead to sustainable com-
petitive advantage. This section will not be redundant with Chapter 2, but it is included to
demonstrate an important point. Stakeholder theory and the resource-based view are closely
linked.

Relationships with external stakeholders can also be described as an organizational resource.
The fact is that all five areas of resources and capabilities described in this chapter are closely
linked to external stakeholders. For example, financial resources are based, in part, on relation-
ships with financial intermediaries. The strength of human resources may depend on linkages
with unions, trainers, human resources associations, communities, or educational institutions
from which an organization recruits. Valuable knowledge comes from interorganizational rela-
tionships with competitors, customers, suppliers, or other stakeholders. Inputs necessary to
develop physical resources are provided by suppliers. In managing a destination, a local govern-
ment, hotel operators, and destination marketing firms often work in cooperation, bringing
unique and complementary resources together to build the competitive advantage for a loca-
tion. Finally, contracts with many types of stakeholders are a general organizational resource.

Internal resource analysis may be combined with stakeholder analysis to identify strengths
and weaknesses, and for uncovering opportunities for cost savings or ways to add value for



i} CHAPTER 4 B ORGANIZATIONAL RESOURCES AND COMPETITIVE ADVANTAGE

customers. For instance, the intersection between activist groups and technology develop-
ment could result in low-cost solutions to problems with pollution and other externalities.
Also, customers may be able to help a firm increase the eftectiveness of its marketing, sales, or
service activities. The combination of stakeholder analysis with resource analysis holds great
potential for developing strategies that are both efficient and effective.

The conceptual link between stakeholder theory and the resource-based view has impor-
tant implications. Basically, an organization that is incapable of successful stakeholder man-
agement will have a difficult time developing resources and capabilities that will lead to a
sustainable competitive advantage. Also, an organization with weak resources and few capabili-
ties will find it difficult to develop strong stakeholder relationships, because stakeholders will
find the firm unattractive for partnerships and contracts.

KEY POINTS SUMMARY

e This chapter evaluated organizational resources and capabilities and their ability to lead
to competitive advantage.

The value of a resource or capability in leading to a competitive advantage depends on
the answers to six questions:

1. Does the resource or capability have value in the market?

. Is the resource or capability unique?

. Is there a readily available substitute for the resource or capability?
. Do organizational systems exist that allow realization of potential?

. Is the organization aware of and realizing the advantages?

N U1 B W

. Is the resource or capability difficult or costly to imitate?

If a capability or resource is valuable, unique, and not easily substitutable, it has poten-

tial to lead to a competitive advantage. If the firm has systems to support the resource
or capability and is using them, a competitive advantage is created. If the resource or
capability is difficult to imitate, then the competitive advantage will be sustainable.

* Value-chain analysis permits a firm to identify and evaluate the competitive potential
of resources and capabilities. By studying their skills in comparison to those associ-
ated with primary and support activities, firms can understand their cost structure and

identify the activities through which they can create value.

» Core activities are directly concerned with creating a product or service, whereas
support activities help the firm in its administrative processes. After these activities are

described, they are then compared with the same activities for close competitors.

* An organization can develop a competitive advantage by excelling at any of the core
or support activities, relative to competitors or by linking internal activities to external

stakeholders in unique and productive ways.
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e The cumulative effect of value-adding activities and the way they are linked inside
the firm and with the external environment determine firm performance relative to
competitors.

* Tangible resources such as money and land can be seen and touched, whereas intan-
gibles like brand and culture are more difticult to quantify.

* An organization must pay close attention to each of the following tangible and intangible
resource areas to remain competitive over the long term: financial, physical, human-
based, knowledge-based, and general organizational resources. Although these resources
were discussed separately, in reality they are all tied together.

1. Financial resources can be a source of advantage, although they rarely qualify as
unique or difficult to imitate. Nevertheless, strong cash flow, low levels of debt, a
strong credit rating, access to low-interest capital, and a reputation for credit worthi-
ness are powerful strengths that can serve as a source of strategic flexibility.

2. Physical resources were discussed in the context of the emerging importance of archi-
tectural design and environmentally sound materials and processes. The movement
toward boutique hotels is a clear example of using the building as a source of com-
petitive advantage. Environmentally sound hotel construction also offers growing
cost savings, as well as preserving scarce natural resources for future generations.

3. Human-based resources and capabilities are an organization’s most valuable and
unique asset. An organization’s structure and culture are also potential sources of
competitive advantage.

Culture often reflects the values of management, the human-resource manage-
ment practices that create the working conditions, and the experiences of employees.
Culture can be a tremendous source of advantage for a firm, or a millstone.

Owners and managers in a for-profit, publicly held corporation may experi-
ence agency problems if the managers’ self-interests are in conflict with those of the

shareholders.

4. We live in a knowledge-based economy, so knowledge management is very impor-
tant to organizational success. Internal knowledge management focuses on knowl-
edge (1) creation, (2) retention, (3) sharing, and (4) utilization. Also important is
acquiring knowledge through interorganizational relationships.

5. General organizational resources include superior brands, patents, trademarks, copy-
rights, and reputations.

* An organization that is incapable of successful stakeholder management will have a dif-
ficult time developing outstanding resources and capabilities, and an organization with
weak resources and few capabilities will find it difficult to develop strong stakeholder
relationships.
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REVIEW QUESTIONS

1. What six questions must be asked to determine whether a resource or capability will
lead to a sustainable competitive advantage?

2. Describe the value-adding activities of a typical restaurant (not a chain). Determine
which of these activities are core and support. How can the restaurant use this in-
formation to help determine ways to create competitive advantage?

3. What is the difference between tangible and intangible assets? What five resource
areas should an organization analyze to determine internal sources of competitive
advantage? Why must a firm pay attention to all five areas?

4. Describe the five distinct leadership approaches or styles CEOs use. Which of these
styles is more authoritarian? Which is more participative? Is any one style the best?
Why?

5. What is an agency problem? How can agency problems be avoided?

6. Why 1s human resource management becoming an even more important part of
strategic management in many organizations?

7.Name four common cultural orientations that are often associated with excellent
performance. How can these orientations lead to extremes that ultimately lead to
poor performance?

8. What is the difference between core knowledge and integrative knowledge? Which
type of knowledge is more likely to be associated with a sustainable competitive
advantage? Why? What is the difference between tacit knowledge and codified
knowledge? Which type of knowledge is more likely to be associated with a sus-
tainable competitive advantage? Why?

9. Name several factors and organizational conditions that can lead an organization to
enhance organizational learning from interorganizational relationships.

10. Which sources of competitive advantage are usually more sustainable: a patent or a
brand? Why?

11. What is an organizational or destination reputation? What are the benefits of having
an excellent reputation? Are those benefits typically sustainable?

CRITICAL THINKING AND APPLICATION
QUESTIONS

1. Develop a value chain for a hotel company and search for sources of added value.
Identify the primary and support activities. Primary activities are involved with a
hotel’s primary service delivery or operations. Support activities provide the assistance
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necessary for the primary activities to take place. The chain shows how a product or
service 1s developed and delivered from the input stage to the final customer. Where
in the company are various resources and capabilities adding value? What are the
key factors for success in each activity? Now identify ways to create additional value
without incurring significant costs while doing so and to capture the value that has
been created.

. Pick any pair of rivals in the industry. Explain why one company outperforms an-
other. Focus on the competitive advantage that the one firm has over the other. That
15, examine the things one organization can do that its competitor can’t or something
an organization has that its competitor lacks. List the resource base of each firm.
Include both tangible (e.g., land, building, material, money) and intangible resources
(e.g., human, innovation, and reputation resources). What resources and capabilities
must the nonleading firm acquire to outcompete the leading firm?

.Do a strengths and weaknesses analysis of any company you wish. Identify and list
factors you consider to be the strengths and weaknesses of the company.
To identify the strengths, ask yourself the following questions about the company:

* What does this company do exceptionally well?
* What advantages does it have?
* What valuable assets and resources does it have?
* What do customers identify as the company’s strengths?
To identify the weaknesses, ask yourself:
* What could this company do better?
» What is the company criticized for or does it receive complaints about?

* Where is the company vulnerable?



YOU SHOULD BE ABLE TO DO THE FOLLOWING
AFTER READING THIS CHAPTER:

. Distinguish the business-level strategy of any hospitality organization by determining if it is
a cost leader, differentiator, or best value and whether it addresses a broad or narrow market
focus.

. Identity the risk factors associated with pursuing various business strategies.
. Explain the key factors firms use to create a low-cost or differentiation strategy.

. Know the definition of creative destruction and why it is important for making sense of com-
petitive dynamics.

. List the offensive and defensive strategies firms can use to compete eftectively.

. Create a strategic group map to help you understand the strategies of competitors in an
industry.
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BETTING ON LUXURY

Picture a famous casino real estate developer and idea maker atop the 50th floor of a
$2.7 billion dollar Las Vegas casino in a television advertisement proclaiming, “I’'m Steve
Wynn, and this is my hotel—the only one I've ever signed my name to.” Steve Wynn,
formerly the Chairman of the Board, President, and CEO of Mirage Resorts, Inc., and
credited with development of the Bellagio, the Mirage, Treasure Island, and the Golden
Nugget, has now changed all the rules in his own company.

In contrast to luring guests with visible outdoor attractions like his dancing waters at the
Bellagio, pirate ship at Treasure Island, and volcano at the Mirage, Wynn’s newest high-
end creation was designed from the inside out. Wynn Las Vegas has put its waterfalls and
giant screens behind human-made mountains, reserving them for diners, gamblers,
and guests. It’s buzz, not glitz, that’s intended to draw them to the place. Dropping the
theme-hotel motif, this new luxury casino hotel has low hallways and intimate spaces.

Picture a beautiful and opulent property with flowers, mosaic tiles inlaid inside the
floors, and a 150-foot-tall artificial pine-covered mountain and a waterfall that cascades
into a human-made lake. While maintaining the Vegas focus on entertainment, Wynn
has again broken the most basic rules of casinos by flooding the new hotel with natural
light and focusing on small, calm spaces.

Wynn Resorts, Ltd. owns and operates two luxury hotels and destination casino resorts,
one in Las Vegas and a second in Macau, China. The Wynn Las Vegas, LLC is the flagship
of the company, opening in 2005 at one of the best locations on the strip. The previous
home of the historic Desert Inn Hotel was imploded to make room for this new highly
differentiated casino hotel and golf course project.

The Wynn Las Vegas features 2,716 guest rooms and suites; a 111,000-square-foot
casino; 22 food and beverage outlets; an on-site 18-hole golf course; approximately
223,000 square feet of meeting space; an on-site Ferrari and Maserati dealership; and
approximately 76,000 square feet of retail space. This luxury resort offers up food
from some of the most famous chefs in the world, including Alex Stratta (Alex), Paul
Bartolotta (Bartolotta Ristorante di Mare), Takashi Yagihashi (Okada), and Daniel
Boulud, whose New York restaurants (Daniel, DB Bistro Moderne, and Café Boulud)
have dazzled diners. The Daniel Boulud Brasserie overlooks the Lake of Dreams.
When the sun goes down, both the waterfall wall and lake become projection screens
for a light show that is visible from the Brasserie and SW Steakhouse.

Quality entertainment includes shows, such as the Tony Award—winning Spamalot, and
nightclubs. Wynn has expanded his theater’s balcony so he can sell 1,500 tickets to each
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show, and his deal with Spamalot bars the show from playing in Southern California and
Arizona, two states that provide one-third of Vegas’ visitors. To enable the show to run
twice a night, Wynn has also hired the co-writer of the musical to trim 20 minutes from
the original version. This not only lets him run two shows a night, but also gets guests
out and into the shopping, dining, and gambling areas in less time.

The Tower Suites at Wynn Las Vegas feature a private drive, check-in area, pool, and eleva-
tors. These rooms and suites were evaluated independently from the rest of the property
by both the Mobil Five Star and the AAA Five Diamond ratings, becoming the only casino
resort in the world to gain both accolades. In addition, the resort is the first Las Vegas prop-
erty in Mobil’s 49-year rating history to earn the Five Star recognition. Mobil Five Star des-
tinations are exceptionally distinctive luxury environments, offering expanded amenities and
consistently superlative service, with attention to detail and the anticipation of every need.

Technological innovations were created to offer unique features valued by customers
and perceived to be different from those of competitors. Among its many distinguishing
characteristics, the Wynn Las Vegas is the first casino to combine the room key and the
casino frequent-player card in one card, keeping track of each guest’s every purchase. It
is the first casino resort to include a luxury car dealership (Ferrari-Maserati). Each of the
rooms is connected to one another and the outside world via the largest installation of
Voice over IP technology. High-speed Cat-6 Ethernet cables help make Internet access
extremely fast. It is also the first hotel to install radio frequency identification (RFID)
tags inside chips to better discover counterfeiting.

What could possibly be more luxurious than this upscale resort? Try the Encore, a $1.4
billion project next door that is planned to be an even more upscale version of its sister
property. Encore features approximately 2,000 guest rooms, an intimate casino, 45,000
square feet of meeting space, and design details like an entrance area that is entirely
separate from the casino experience and guest rooms that are each about 100 square
feet larger than those at Wynn Las Vegas. In Las Vegas, creating a new over-the-top
casino is harder than beating the house, but Wynn Resorts Limited is giving it a go.!

DISCUSSION QUESTIONS:

1. What, if anything, makes the Wynn Las Vegas
different from other casinos on the strip?

2. Why do you think Steve Wynn plans to put
a second mega resort, the Encore, next to the
Wynn Las Vegas?
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I NTRODUU CTTION

usiness-level strategy defines an organization’s approach to competing in its chosen mar-

kets. Sometimes this type of strategy is referred to as competitive strategy. However,

all strategies are competitive strategies, so, to avoid confusion, this book uses the term
“business level” to describe strategies within particular businesses. The strategy of Wynn Las
Vegas can be described as differentiation, which is a popular approach to creating value in the
hospitality industry. Wynn Las Vegas achieves differentiation by creating a distinctive luxury
experience in gaming, rooms, entertainment, and food and beverage. Offering unique spa and
golf amenities, superlative service with attention to detail and guest needs, all in a prime loca-
tion are other differentiating features of this casino resort. A differentiation strategy requires
creating something that is perceived as unique and provides superior value for customers, not
an easy feat in the extravaganza-focused gaming business of Las Vegas.

The golf course, for example, is the only one on the Las Vegas Strip that is restricted to
hotel guests and costs more than $500 per round, illustrating one way in which Steve Wynn
has sought to develop a value-added unique feature to his operation.2 More than 800,000
cubic yards of earth were moved to create the dramatic elevation changes designed into the
I8-hole course developed by Tom Fazio and considered impossible on the Las Vegas Strip.?
The success of Wynn'’s differentiation strategy will depend on his being able to charge a pre-
mium price to cover the additional costs.

This chapter will begin with a discussion of the basis for competing in particular markets
through specific business-level strategies. Attention will then turn to competitive dynamics—
the moves and countermoves of firms and their competitors. Some of the major strategic
management responsibilities of business-level managers are listed in Table 5.1. They include
establishing the overall direction of the business unit, conducting ongoing analysis of the chang-
ing business situation, selecting a generic strategy and the specific strategies needed to carry
it out (strategic posture), and managing resources to produce a sustainable competitive advan-
tage. These responsibilities and the methods for carrying them out are similar in for-profit and
nonprofit organizations. They are also similar in both manufacturing and service settings.

'

'
Business strategies are as different as the organizations that create them. That is, no two busi-
ness strategies are exactly alike. However, classifying strategies into generic types helps firms
identify common strategic characteristics. For example, a firm that is trying to achieve a com-
petitive advantage by producing at lowest cost should seek some combination of efficiency,
low levels of overhead, and high volume. Also, because generic strategies are widely under-
stood, they provide a means of meaningful communication. Instead of having to explain the
strategy each time, managers can simply use the generic label.

The generic strategy types proposed by Michael Porter are perhaps the most widely used
and understood. Porter advanced the idea that a sustainable competitive advantage is related to
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TABLE 5.1 Major Business-Level Strategic Management Responsibilities

MaAjoRrR RESPONSIBILITIES

KEY IssUEs

DIRECTION SETTING

Establishment and communication of mission, vision, ethics, and

ANALYSIS OF BUSINESS Compilation and assessment of information from stakeholders, broad

SELECTION OF STRATEGY Selection of a generic approach to competition—cost leadership,

MANAGEMENT OF Acquisition of resources and/or development of competencies leading
RESOURCES

long-term goals of a single business unit
Creation and communication of shorter-term goals and objectives

environmental analysis, and other sources
Internal resource analysis

Identification of strengths, weaknesses, opportunities, threats, sources
of sustainable competitive advantage

differentiation, focus, or best value

Selection of a strategic posture—specific strategies needed to carry out
the generic strategy

to a sustainable competitive advantage

Ensuring development of functional strategies and an appropriate
organizational design (management structure) to support business strategy
Development of control systems to ensure that strategies remain relevant
and that the business unit continues to progress toward its goals

the amount of value a firm creates for its most important stakeholder, the customer.® According
to Porter, firms create superior value for customers by oftering them either a basic product or
service that is produced at the lowest possible cost or a preferred product or service at a somewhat
higher price, where the additional value received exceeds the additional cost of obtaining it.

The first option, called low-cost leadership, is based on efficient cost production. In this
book, as in practice, the terms low-cost leadership and cost leadership are used interchangeably. The
second option, referred to as differentiation, requires the company to distinguish its products or
services on the basis of an attribute such as higher-quality product features, location, the skill
and experience of employees, technology embodied in design, better service, or intense mar-
keting activities. Both of these strategies assume that an organization is marketing its products
or services to a very broad segment of the market.

Porter identified a third strategic option, called focus, in which companies target a narrow
segment of the market. According to Porter, a firm can focus on a particular segment of the
market through either low-cost leadership or differentiation. Consequently, Porter’s original
generic strategies were low-cost leadership, differentiation, and focus through either low cost
or differentiation (for a total of four strategic approaches). JetBlue Airlines, for example, pursues
a strategy of low-cost leadership for a broad market, whereas Four Seasons Hotels and Resorts
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F8éﬁ TALB‘J'Y CASA CUPULA: FOCUSES ON GAY/LESBIAN CLIENTELLE
7«

/)\%\% t’s just like a mini—Four Seasons for gay people!” says Don Pickens, founder
’ \_L)L”,\\ of Milagro Properties Development. Don opened Casa Cupula in Puerto
:E}—Z\L, Vallarta in 2002 to cater to gay travelers. A member hotel of the World’s

Foremost Gay and Lesbian Hotels—an international alliance of upscale gay and/

or lesbian hotels, resorts, guesthouses, and inns—Don recognized the need for
upscale accommodations as Vallarta’s reputation as a gay destination became more well known.
Combining the elegance of an upscale boutique hotel (a differentiation strategy) with the friendliness
and comfort of a gay-friendly guesthouse (focused market segment) led to the establishment of Casa
Cupula. The hotel has become incredibly popular, with more than 50 percent of guests now being
return guests or referrals.

Casa Cupula provides the kind of romantic environment his guests appreciate. As the hotel
tells its guest, “no kids, no package-deal cruise ship patrons to look at you funny because you’re
with your boyfriend. Go ahead: hold hands, kiss, and swim naked!” The hotel believes it is small
enough to feel comfortable, but large enough to find a private spot to snuggle.

Don notes that it has been extremely rewarding to have made a difference in the lives of hundreds
of guests. For some, it’s their first time at a gay hotel. Others have returned half a dozen times and
have made Casa Cupula their vacation home. The hotel offers a welcoming and warm embrace to
people from every walk of life: men, women, bisexuals, straight friends, singles, couples, threesomes,
circuit boys, bears, nerds, politicos, older, younger, people of every color and nationality. This focused
hotel was named one of the “Top 5 Most Luxurious Gay Guesthouses” and one of the “Top 10

North American Gay and Lesbian Guesthouses” by the editors of Out & About and Gay.com.®

relies on a strategy of differentiation. An example of a differentiation focus strategy would
be the hotels catering to gay and lesbian travelers developed by Milagro Properties. (See the
“Hospitality Focus” boxed section above.)

Porter referred to companies that were not pursuing a distinct generic strategy as “stuck-
in-the-middle”” According to Porter, these uncommitted firms should have lower performance
than committed firms because they lack a consistent basis for creating superior value. He
argued that companies that exclusively pursue one of the generic strategies center all of their
resources on becoming good at that strategy. More recently, many firms have succeeded at
pursuing elements associated with cost leadership and differentiation simultaneously. In this
book, we refer to this hybrid as best value. Increasing global competition has made a best-value
strategy increas