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Abstract

Agency theory identifies the problems that may arise when ownership is separated
from control (Jensen and Meckling, 1976) and concerns the ability of the principals
to ensure their agents are fulfilling their objectives. Hotel management contracts
(HMCs) are used worldwide as a mechanism for separating the ownership of hotel
properties and their management. The research reported here examines the
application of agency theory to these management contracts and the issues associated
with the use of HMCs in Thailand, as perceived by Thai property owners and the

international hotel chains.

In this thesis there are two distinct but related foci. The first focus is concerned with
the application of agency theory to HMCs, particularly in relation to issues arising
from a potential conflict of interest arises. Here an effort is made to better
understand the nature of the contractual relationship between the hotel owner (as
principal) and the hotel management company (as agent) than is currently found in
the extant literature. Moreover, while previous studies concerning HMCs were
found to be very descriptive, this research attempts to develop a more theoretical
perspective. This provides the first/primary research problem tackled by this thesis:
‘the extent to which agency theory is a useful lens to examine the nature of the
relationship between the hotel owner and the hotel management company in hotel

management contracts’.

The second focus concerns an attempt to gain a better picture and understanding of
the nature of the use of HMCs in Thailand. In Thailand, most of the international
hotel management companies come from developed countries (e.g. USA, France)
and these companies are continuing to expand around the world in both developed
and developing countries through the use of HMCs. However, certain key issues and
problems can arise along with the use of HMCs in Thailand. This addresses the
second general research problem of establishing ‘the extent to which the nature and
associated issues of hotel management contracts in Thailand are similar to those

identified in previous research’.



Given that the emphasis of this research is upon surfacing the perceptions of Thai
hotel owners and the international hotel management companies (who have entered
into a management contract arrangement in Thailand), it was decided that a
qualitative approach was appropriate as this would enable the specific views of the
individual participants to be captured. Another factor leading to this approach being
adopted was that little or no previous research exists on HMCs in Thailand and in
such circumstances a qualitative approach is considered appropriate (Creswell,
2003). The specific technique chosen for data collection was semi-structured, face-
to-face, elite interviewing of selected participants who accounted for approximately
twenty-five per cent of the total population of the management contracts awarded to

international hotel companies in Thailand.

The research findings suggest that agency theory can be an extremely useful and
powerful theoretical lens for examining the relationship between the hotel owner and
the hotel management company under a HMC. 1t is suggested that the agency
relationship within a HMC is more usefully viewed as a ‘principal/professional’ type
relationship (Mill, 1990; Sharma, 1997; Webber, 2000; Mason and Slack, 2005)
rather than a traditional ‘principal/agent’ relationship (Jensen and Meckling, 1976;
Sharma, 1997; Besanko et al., 2000; Ekanayake, 2004). However, it is also
suggested that neither relationship fully captures the characteristics of the HMC,
which is effectively a hybrid of the two types of agency relationships. Drawing upon
these findings a new framework is presented one which is based upon the key
features which characterise the nature of the agency relationship found in typical
HMCs.

It is also suggested that the traditional control approaches (i.e. outcome and
behaviour control) might not be so effective in controlling the hotel management
company (as agent) in HMCs when applied with the standard control instruments
(e.g. contract document, specified monitoring mechanisms). In the context of
HMCs, the control of outcome tends to be a priority of the hotel owner. THus, there

might be a need for the hotel owner (as principal) to utilise additional control



approaches (e.g. self-control, bureaucratic control, community control, and client
control) through control instruments in order to foster confidence and effectiveness

in controlling the hotel management company (as professional agent).

Finally, the findings also suggest that many of the issues associated with HMCs in
Thailand are broadly in line with those reported in previous studies on HMCs
elsewhere. However, there is evidence of some important variations and these would
appear to be driven by the Thai cultural context which places greater emphasis upon
relational and subjective factors than typically found in traditional hotel markets such

as the USA.
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CHAPTER 1: INTRODUCTION

1.0 Introduction

This thesis addresses the application of agency theory to HMCs and the key issues
associated with the use of HMCs in Thailand. This chapter will provide an
introduction to the research, beginning with the background of the research. This is
followed by key information about Thailand, an overview of the research focus and
problems, the significance of the study, and the limitations of the study. Lastly, the

structure of the thesis is outlined.

1.1 Background of the research

When there is an opportunity for a hotel company to internationalise, the correct
choice of entry mode would be a crucial strategy. In the international hotel industry
competition, placing the hotel properties in the most appropriate location and
expanding the network are significant to a company’s competitive position.
However, with less interest in investing for ownership, the hotel companies now
focus more on property management and strategic alliances in the form of HMCs are

commonly used.

HMCs are widely used as a mechanism for separating the ownership of hotel
properties and their management. As defined by Eyster (1988a), the management
contract is a written agreement between the owner of a hotel and an operator, by
which the operator is appointed to operate and to manage the hotel on behalf and for
the account of the owner in return for the payment of a management fee. The
business model of using HMCs was introduced in the US lodging industry in the late
1960s. Since then, the industry has readily adopted the use of HMCs (Eyster,
1988a). The HMC has become a key business model for both international and

domestic expansion in the hotel business. As competition in the hotel business is
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strong, international expansion has become an important strategy for managing

competitiveness.

Research by Contractor and Kundu (1998a) suggested that in the hotel business, high
equity and control modes are not always feasible, nor desirable for large global
operations. Consequently, to be a global player, hotel companies will frequently
place considerable reliance on non-equity partners and franchisees. Through
developing a network of franchisees and operating hotels under management
contracts can enable global chains to capture some of the vital economies necessary
for competitive international operations. These can be in the form of advantages in
areas such as global logistics, supplies, architectural design, reservations, training,
and brand recognition. Nonetheless, equity based arrangements or direct ownership
have traditionally been the preferred options for ensuring greater operational control
and a greater level of operating profits. This preference for control tends to be
particularly evident where a firm’s top management have a greater concern for
maintaining quality levels. That said, many hotel management companies are
continuing to expand around the world (not only in the developed countries, but also
in the developing countries) through the extensive use of HMCs. In fact, HMCs
have become increasingly popular as a mode of business, as these companies specify
hotel operations and not hotel ownership as their key area of competence. In this
situation, the use of HMCs as a business model tends to be driven by the hotel

management companies.

In relation to this, in the context of the industry, hotel management companies tend
to work under long-term management contracts and on establishing their brand in
order to gain new capital sources and develop more predictable revenue streams. On
the other hand, the hotel owner (as a local partner) might make a hotel investment
without having the requisite management ability. By its very nature, a hotel is a
capital intensive business and it needs a specific level of expertise to take care of the
investment in order to achieve a positive business performance. This creates the
need for professional hotel management services, operating the property on the

owner’s behalf under a formal commercial agreement. Hotel management

20



companies bring their professional expertise to ensure a positive cash flow and a
satisfactory return on investment as well as the effective operation, maintenance, and
development of a hotel property. This type of arrangement is termed a HMC and is
frequently combined with a franchise arrangement. Thus, there is a clear separation

of the hotel’s ownership and its actual operation (Litteljohn, 2003).

Under these circumstances, the hotel property owner (as principal) and the hotel
management company (as agent) are clearly engaging in an agency relationship, in
which there is a partial conflict of interest between them. Consequently, an agency
problem might arise in their relationship. This can be supported by Eyster (1997a)
who noted that important court decisions in USA in the late 1990s clarified the
concept of agency, whereby the courts determined that HMCs are agency agreements
between owners (principals) and operators (agents) and are thus subject to agency
law. Agency law places a fiduciary duty on agents, which is to place the principal’s
interest over their own; precludes agents from competing with their principals; and

precludes self-dealing without full disclosure to, and approval, of their principal.

Thus, by nature of using a HMC as a form of strategic alliance, co-operation is
achieved. However, Chathoth and Olsen (2003) suggested that although both parties
combine specialised assets/resources, it does not resemble a true collaborative
alliance contract due to the imbalance of risk sharing. Indeed, to some extent, the
relationship between hotel owners and their operators could possibly be viewed as a
client-professional service agent employment situation, where hotel owners act as a
principal (who is in need and appoints the hotel business expertise to run the property
for them) and operators become an agent (who have the hotel business expertise,
offer the service of hotel management, and manage the hotel property in return for
management fees). This highlights the potential for agency-related problems and the

subsequent importance of agency theory.
In a theoretical context, agency theory identifies the problems that may arise when

ownership is separated from control (Jensen and Meckling, 1976). An agency

relationship exists when one individual (as agent) is hired to act, i.e. the delegation of
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decision making authority, on behalf of another (the principal). If the aim of both
parties is to maximise their economic position, then there is good reason to believe
that the agent might not always act in the best interests of the principal (Jensen and
Meckling, 1976; Fama and Jensen, 1980; Eisenhardt, 1989; Sharma, 1997); Besanko
et al, 2000; Shapiro, 2005). Thus, the concept of agency theory is concerned with the
ability of the principals to ensure their agents are fulfilling their objectives.
Principal-agent relationship frameworks have been developed from the relationships
between owners and managers of large public corporations, employers and
employees, clients and lawyers, and buyers and suppliers, but the main concern of
agency theory is the governance mechanisms that limit the agent’s self-serving
behaviour including various control and incentive mechanisms (Jensen and
Meckling, 1976; Eisenhardt, 1989). This thesis is primarily concerned with the
application of agency theory to HMCs, and in particular how agency theory deals
with issues that may arise whenever a potential conflict of interest exists as is often
the case with HMCs. Here, through the lens of agency theory, an effort is made to
gain a better understanding, than is currently found in the extant literature, of the
nature of the relationship between the hotel owner (as principal) and the hotel

management company (as agent) in a HMC.

Additionally, as a developing country, Thailand’s hotel industry is growing along
with its tourism industry. Due to the business potential, Thai hotel owners continue
to invest in hotel properties and a number of new hotel/resort properties have been
developed each year. However, not all hotel owners have the necessary knowledge
and know-how in managing a hotel property. Currently the business model of a
HMC is widely used in Thailand by Thai hotel owners and international hotel
management companies. However, since most of the international hotel
management companies come from developed countries (e.g. USA, France), one
issue that this research seeks to address is the extent to which the context of a
developing country may influence the use/application of hotel management
contracts. The international hotel companies in Thailand all use HMCs in their

domestic markets and the extent to which the local context influences their use is of
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interest. As a secondary concern of this thesis, this research attempts to identify and

to explore the key issues associated with the use and operation of HMCs in Thailand.

1.2 Background information about Thailand

This section will provide background information about Thailand’s tourism and hotel

industry as well as foreign hotel companies and their expansion within Thailand.

1.2.1 Tourism industry in Thailand

Since 1960 when it established the Tourism Organization of Thailand (reformed as
the Tourism Authority of Thailand — TAT in 1979), the Thai Government has been
slowly developing its tourism industry. However, the government only began to
develop the tourism industry attentively and systematically in 1979, when tourism
was included in the Fourth National Economic and Social Development Plan (1972-
1981). The plan was aimed at strengthening the Thai economy in the areas of
international trade, investment, and tourism in order to boost foreign exchange

earnings and to create and expand employment opportunities.

Today tourism plays a crucial role in the growth of Thailand’s economy. Itis a
major source of foreign exchange income for the country and has consistently been
the second highest income generating industry for Thailand (Bank of Thailand,
2003). Furthermore, the tourism industry has had a positive multiplier effect on
other industries, such as the hotel industry, the food industry, the souvenir industry,
and the construction and land development industry. As such, this multiplier effect
supports the development of small and medium business enterprises, which is crucial
to the economic growth and strength of the country’s economy (National Economic

and Social Development Board - NESDB, 2003).

Many promotional campaigns have been launched by the Tourism Authority of

Thailand in the past fifteen years, such as ‘Visit Thailand Year’ (1987-1990),
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‘Amazing Thailand’ (1995-2000), and ‘Unseen Thailand’ (2003). Various kinds of
packages with different incentives have been introduced by tour operators and
agencies. Furthermore, international marketing activities have been organised
through exhibitions in the main tourist markets throughout the world including
Europe, North America, Asia, and Australia, by both the government and the private
sector. Through strong marketing efforts, the number of international visitors and
the amount of revenue has grown steadily every year during the past decade (TAT,
2005b).

As reported by the World Tourism Organization (WTO) in 2003, Thailand is one of
the major tourism destinations in the Asia and Pacific region. In comparing
international tourist arrivals, Thailand welcomed approximately 10 million visitors
which is less than China, 36 millions; Hong Kong, 16 millions; and Malaysia 13
millions. In addition, in terms of international tourist receipts, Thailand received 7.9
billion US$ which is less than China, 20 billion US$; Hong Kong, 10 billion USS$;
and Australia, 8 billion USS$.

As reported by Ngamsom Rittichainuwat, Qu, and Brown (2001), the popularity of
Thailand is a result of many factors, including its beautiful beaches, diverse culture
and historical attractions, numerous world-class hotels and resorts, gourmet
restaurants, and good shopping. Thailand is viewed as a safe and friendly
destination, that features considerable cultural, natural and historical attractions.
Most tourists agreed that a trip to Thailand returned value for money and that the
access was easy. Furthermore, there was to be found a significant positive
relationship between good value and a return visit, increasing the likelihood that
travellers intend to return to Thailand. In addition, Yau and Chan (1990) mentioned

that Thailand is often regarded as a destination of choice for European tourists.
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Table 1.1: Thai hotel statistics during 1992 - 2004

No. of Average Thai Foreigner
Year Rooms Occupancfr Rate Length of Stay (persons) % (persons) : % Total
1992 133,715 46.38 2.73 5,983,796 38.41 9,594,781 61.59 15,578,577
1994 158,948 50.46 2.48 8,695,750 42.28 11,873,207 57.72 20,568,957
1996 187,334 5143 2.27 14,243,068 51.74 13,283,569 48.26 27,526,637
1998 202,188 47.49 2.19 14,055,769 47.39 15,603,761 52.61 29,659,530
2000 215,582 50.84 2.18 15,827,064 46.33 18,331,410 53.67 34,158,474
2002 239,214 52.66 2.14 19,325,157 47.66 21,219,865 52.34 40,545,022
2004 281,605 52.57 2.22 25,669,837 52.37 23,344,678 47.63 49,014,515
Source: Tourism Authority of Thailand, 2005a
Table 1.2: Comparison of hotel statistics of major destinations in Thailand during 1998 - 2004
. s 1998 2000 2002 2004
Major Destinations
No. of Room (%) OR No. of Room (%) OR No. of Room (%) OR No. of Room | (%) OR
Bangkok 55,381 54.76 57,899 57.17 55,745 63.90 60,924 63.14
Cha-am 4,022 39.69 3,746 47.68 3,799 55.77 4,514 45.68
Hau Hin 2,955 54.33 3,038 54.78 3,731 52.74 4,147 55.08
Pattaya 23,427 56.14 23,608 60.20 24,648 61.08 26,503 57.15
Phuket 17,952 58.87 19,574 67.14 26,637 57.00 32,076 65.47
Krabi 4,251 47.59 4,873 54.55 9,088 43.22 10,950 47.54
Phang-nga 984 36.00 1,873 4921 2,591 50.50 6,369 53.69
Samui 8,780 46.88 9,192 59.68 9,870 60.51 12,315 62.04
Chaing Mai 14,344 42.55 14,344 40.24 13,466 44 .47 14,103 50.50
Chaing Rai 3,465 40.95 3,465 41.78 2,935 45.90 5,491 32.49
Total 135,561 47.78 141,612 53.24 152,510 53.51 177,392 53.27
All Areas in Thailand 202,188 47.49 215,582 50.84 239,214 52.66 281,605 52.57

Source: Tourism Authority of Thailand, 2005a
Note: OR = Occupancy Rate
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1.2.2 Thai Hotel Industry

Over the last ten years, the Thai hotel industry has grown alongside the expansion of
the tourism industry, when comparing Thai hotel statistics between 1992 and 2004 as
reported by the Tourism Authority of Thailand (see Table 1.1), the number of rooms
has increased from approximately 130,000 rooms to nearly 290,000 rooms and the
number of guests, both Thai and foreigner, has increased from 15.5 million to more
than 49 million. The ratio of Thai to foreign guests, staying in hotels during the
stated period, is nearly half and half, while the average occupancy rates remained

almost the same (i.e. approximately 50 %) throughout the past ten years.

More than 55 percent of the total number of rooms in the country are in the major
destinations. This includes not only Bangkok, but also those hotels and resorts
situated in other tourism and business destinations throughout the country (see Table
1.2), e.g. Phuket, Samui, Cha-am, Hua Hin, Chiang Mai, Chiang Rai, and Pattaya.
Between 1998 and 2004, the number of rooms in Phuket, Krabi, Phang Nga, Pattaya,
Hua Hin, and Koh Samui increased steadily. However, during the same period there

was a slight decrease in rooms in Chiang Mai and Chiang Rai.

According to the Tourism Authority of Thailand (2005a), hotels are categorized into
5 groups by using the room rate, Group 1: 2,500 baht and above; Group 2: 1,500-
2,499 baht; Group 3: 1,000-1,499 baht; Group 4: 500-999 baht; and Group 5: below
500 baht (£1 = approximately 70 baht). The hotels in groups 1-3 are considered
luxury to economy properties and their occupancy rates are higher than the hotels in
groups 4-5, particularly those hotels in group 1 which have had nearly a 70 percent
occupancy rate in the last two years. The number of hotel rooms in groups 1-3 has
increased steadily since 1998. Moreover, most of the hotels in groups 1-3 are
situated in the major destinations, in particular Bangkok, Pattaya and Phuket. Thus,
the majority of foreign tourists tend to stay in hotels from groups 1-3 rather than

groups 4 and 5.
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1.2.3 Foreign hotel companies and their expansion in Thailand

Foreign hotel companies first expanded into Thailand in 1967 with Hilton, Hyatt,
InterContinental, and Mandarin Oriental among the first hotel groups to do so
(Bangkok Post, 2004). Now, however, most other major foreign hotel companies
have also established their names and properties in Thailand, for example, Accor,
Starwood Hotels and Resorts, Marriott, Hilton, InterContinental Hotel Group, Four

Season Hotels and Resorts, etc.

The major indigenous hotel companies are currently Dusit Hotels and Resorts, The
Imperial Hotels Group, Amari Hotels and Resorts, and Central Hotels and Resorts.
In the past these companies have concentrated on expanding their hotels and resorts
within the country itself. However, the growing internationalisation of the Thai hotel
company has been a major trend of the past few years. Compared to foreign hotel
companies, Thai hotel companies are small and immature in term of size and
worldwide networks (see Table 1.3). Many hotel and resort properties in Thailand
are currently managed by foreign hotel companies, who use HMCs as a form of
doing hotel business with local investors. Table 1.3 suggests that apart from Thai
hotel companies, there is one foreign hotel management company (company A)
which is particularly significant in the Thai hotel market. In terms of the number of
properties in Thailand, company A has 18 properties while the next closest foreign
companies are company E and company I, both with less than 6 properties (see

Figure 1.1).

Due to the growth of tourism in the major destinations, most of the properties
belonging to hotel companies, both Thai and foreign, are situated in Bangkok and
Phuket (rather than on other major destinations). Since these is a high business
potential in the luxury and upper class markets, most of the brands launched in
Thailand by hotel management companies are aimed at these upper class and luxury
brands (see Table 1.4). However, foreign hotel companies tend to have most of the

market share in the luxury market (5 star properties). The number of properties
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under foreign hotel companies is still increasing significantly compared to Thai hotel
companies. More than 20 properties with more than 3,500 new rooms will have been
opened by 2006-07 in Bangkok and the other major destinations (Bangkok Post,
2004).

It is important to note that because of the significant growth of the tourism industry
and its steady growth and healthy economic situation, Thailand is one of the most
attractive Asian destinations for investment in the hotel business. However,
investment by foreign nationals is, to some extent, restricted. Under the Alien
Business Act 1999, a foreign investor and a majority foreign owned company
registered in Thailand are restricted from carrying out certain types of business
activities unless prior approval is granted by the relevant authority. For example,
investment in the hotel industry (except for hotel management service), is regulated
by the Alien Business Law (which covers those industries which Thai nationals are
not yet ready to compete with alien). Foreign investors must first obtain permission
from the Director General of the Department of Commercial Registration (Ministry

of Commerce) and the approval of the Foreign Business Board.

According to the Broad of Investment, a person (Thai or alien) may engage in a
number of business forms such as a single proprietorship, limited company,
partnership, a joint venture, a branch of a foreign corporation, or a
representative/regional office. A company may be wholly owned by aliens, except,
in those business activities reserved for Thai nationals, where aliens’ participation
must not exceed 49%. Consequently, investment in the hotel business is restricted,
whereby a foreign investor or a majority foreign owned company registered in
Thailand may not fully own the hotel property because the maximum equity allowed
is 49%. However, there are no such restrictions on foreign owned companies

conducting business via hotel management services in Thailand.
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1.3 Research aim and objectives

The overall aim of this research is to undertake research into HMCs. There are two
objectives in this research, which are 1) to explore agency theory and its value; and

2) to develop an insight into issues associated with the use of HMCs in Thailand.

The primary objective of this research is to explore the value of agency theory for
developing a more sophisticated understanding of the nature of the relationship
between the hotel owner and the hotel management company in the HMC. The

primary research problem developed is thus:
‘The extent to which the agency theory is a useful lens to examine the
nature of the relationship between the hotel owner and the hotel

management company in hotel management contracts’

Table 1.5: List of research question 1 and 2

Re h .
searc Details
Question
1 What is the nature of the agency relationship and the associated agency
problems present in hotel management contracts?
2 How is agent opportunism restrained in the operation of hotel

management contracts?

2a: Within hotel management contracts to what extent are behaviour
and outcome controls used to restrain against opportunism and
how suitable are these controls for hotel management contracts?

2b: To what extent are additional principle/professional agency
relationship controls utilised in hotel management contracts to
guard against agent opportunism?

Within the literature review (see section 2.2, Chapter 2), two specific research
questions are identified which are concerned with addressing the primary research

problem, see Table 1.5 above.
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Agency theory identifies the problems that may arise when ownership is separated
from control (Jensen and Meckling, 1976). Agency problems may arise whenever
owners have difficulty in verifying and/or monitoring the behaviour of individuals
working within/for a firm, specifically where owners are not directly involved in
overseeing a firm’s operation. This implies that agency theory seeks to discover
ways in which owner/investors in organisations can ensure that their resources are
being used for the good of the organisation in which they have an ownership interest.
In a service encounter, the client/customer and the service provider seek to maximise
the utility of the outcome, but from different perspectives (Mills, 1990; Webber,
2000). The client/customer works to maximise the value of the service while the
service provider is only tangentially concerned with the value or quality of the
service. Therefore, control systems need to be used to ensure that the professional is
operating in the best interests of the client and is accomplishing the work as
delegated by the principal. Additionally, in situations where agents possess more
specialised knowledge than the principal, the potential for opportunism is increased.
This is normally the case where professional service companies are hired by

organisations and given limited decision making.

In the context of HMCs, a hotel owner (as a principal) might employ a hotel
management company (as an agent) to maximize the asset’s value, if the hotel owner
owns some asset but lacks the necessary management skills or technical knowledge.
This highlights the agency relationship, where the principal (who is in need of such
specific skills and technical knowledge) is dealing with the professional/expert (who
possesses the required skills and technical knowledge). Previous studies concerning
HMCs were found to be very descriptive. Therefore, in this research, there is an
effort to develop a more theoretical perspective (e.g. agency theory) by focusing on
the application of agency theory to HMCs. Agency theory deals with issues that

occur where a potential conflict of interest arises as it does in HMCs.
The secondary objective of this research is to develop an insight into issues

associated with the use of HMCs in Thailand and to make a comparison between the

use of HMCs in Thailand and elsewhere. In Thailand, most of the international hotel
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management companies come from developed countries (e.g. USA, France). These

international hotel management companies are continuing to expand around the

world in both developed and developing countries through the use of HMCs.

However, certain key issues and problems can arise along with the use of HMCs in

Thailand. Drawing upon a review of the extant literature (Chapter 2), the key issues

associated with the use of HMCs by the hotel property owners and international hotel

management companies are identified. Thus, the secondary research problem is

developed:

‘The extent to which the nature and associated issues of hotel

management contracts in Thailand are similar to those identified in

previous research’

Table 1.6: List of research questions 3 to 9

Research
Question

Details

What are the key areas and issues in the hotel management contract

3
documents?

4 What are the motivations of (a) owners and (b) foreign hotel management
companies for using hotel management contracts?

5 What are the partner selection criteria of (a) owners and (b) foreign hotel
companies when using hotel management contract?

6 What are the key issues associated with, and the nature of, hotel
management contract negotiation?

7 What are the roles of the three parties and their working relationship in the
operation of hotel management contracts?

g What control methods are used in the operation of hotel management
contracts?

9 What are the on-going issues in the operation of hotel management

contracts?
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The literature review (see section 2.3, Chapter 2) identifies seven specific research
questions which are concerned with addressing the secondary research problem of

this thesis, see Table 1.6 above.

1.4 Significance of the study

This research seeks to contribute to and to expand the existing knowledge of
hospitality and strategic management, concerning HMCs, agency theory, and

international strategic alliances.

As previously intimated, a key focus of this research is to expand the existing
research on agency theory. Previous research tends to be concentrated on ownership-
management, and in particular on the principal-agent relationship in larger public
firms owned by a diverse group of shareholders (Jensen and Meckling, 1976;
Eisenhardt, 1989; Barney et al., 1996; Scott, 1998; Fosberg, and Rosenberg, 2003;
Mason and Slack, 2005; Shapiro, 2005). However, the agency paradigm can be
generalised to any situation where the principal depends on an agent to fulfil some
actions (Daily, Dalton, and Cannella, 2003; Shapiro, 2005). Recently, researchers
have applied the ideas of agency theory to the client-professional relationship (Mill,
1990; Sharma, 1997; Webber, 2000), while Logan (2000) and Sharma (1997) noted
that little research has been done to systematically evaluate the principal-professional
relationship. Therefore, this research aims to extend the existing knowledge and to

fulfil this research gap using the context of HMCs.

The HMC is now a key business model used extensively by hotel management
companies. However, there is a lack of previous research on or study of, HMCs.
Guilding (2003) commented that although management contracts are widely used,
they have not attracted much attention from management researchers. Similarly,
Field (1995) mentioned that HMCs have been a major part of the development of the
hotel industry, especially during the 1990s, yet, there has been remarkably little
published research. Moreover, although the business model of the HMC is popular
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amongst the owners and the international hotel management companies in Thailand,

there is no record of any previous research on this topic.

Therefore, since this research aims to develop an insight into the use of HMCs in
Thailand and to make a comparison between the use of HMCs in Thailand and
elsewhere, it could usefully extend the study of HMCs. Additionally, there is no
previous research concerning the application of agency theory to HMCs. Agency
theory explicitly concerns an examination of the relationship between two parties in
circumstances very similar to those found within a HMC. Consequently, this
research seeks to introduce and develop agency theory as a useful theoretical lens for

the academic study of HMCs.

Lastly, in terms of the broader strategic management literature, this research also
aims to expand the existing research on international strategic alliances. There is no
previous research concerning the motivations and partner selection criteria of the
local partner and the foreign partner in developing an alliance in the form of a HMC.
This research seeks to address this research gap. In addition, this research
contributes to and extends the use of agency theory more generally in the

international strategic alliances research area.

1.5 Limitations of the study

There are three limitations of this study which should be pointed out. First, since
much of the individual management contract data and the operational details
collected were of a confidential nature, the researcher has grouped the data and does
not specifically identify the original data sources. Second, this study represents a
business approach to the use of HMCs and focuses on the business and economic
objectives of both hotel owners and hotel management companies. It does not
discuss the status or the operation of any individual contract. Lastly, this study
focuses upon the key issues associated with the use of HMCs, and not on the

potential benefits derived from these contracts.
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1.6 Structure of the thesis

The organisation of the chapters is as follows:

Chapter 1
This chapter presents the general background of the research, and provides
background information about Thailand, the research aim and objectives, the

significance of the study, the limitations of the study, and a brief outline of the thesis.

Chapter 2

This chapter provides a review of the key literature, divided into three sections.
First, the strategic context will be outlined, examining hotel internationalisation,
strategic alliances, and the background of HMCs. Second, in exploring the
theoretical context, an application of agency theory to the HMC will be illustrated.
Along with the exploration of previous studies, the specific research questions that
are used to address the primary research objective of this study will be developed.
Lastly, looking at the industrial context, the practice of HMCs will be discussed.
Along with the exploration of previous studies, the specific research questions that

are used to address the secondary research objective of this study will be developed.

Chapter 3

This chapter discusses the methodological choices of this research by providing a
general insight of the philosophical assumptions, a justification for the use of the
exploratory study as a research strategy, the data collection techniques and analysis,

and the limitations that result from the adopted approach.
Chapter 4

This chapter illustrates the findings on the use of HMCs in Thailand. These are

presented relative to each of the research questions in turn.
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Chapter 5

In this chapter the findings presented in Chapter 4 are considered in the context of
the literature review (Chapter 2) which was undertaken with regard to the strategic
context, the theoretical context and the industrial context as well as cross referencing
to other chapters and headings, this chapter provides a discussion and conclusion
(which will be structured around the research objectives and their associated research
questions). The chapter begins with the primary research objective and a discussion
of the application of agency theory to HMCs. This is followed by, as the secondary
research objective; a discussion of the use of HMCs in Thailand and elsewhere.

Final conclusions on the research are drawn. Research implications and

contributions are highlighted. Lastly, recommendations on future research are made.

1.7 Summary

This chapter has introduced the background of the research including background
information about Thailand, the research aim and objectives, the significance of the
study, the limitations of the study, and a brief outline of the thesis. The extensive

literature review will be illustrated in the next chapter.
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CHAPTER 2: LITERATURE REVIEW

2.0 Introduction

In the hotel business, competition is strong, and international expansion is one
strategy for managing competitiveness. In addition to other methods (i.e.
franchising, and marketing consortia), the practice of developing alliances through
HMCs has been utilised in the hotel industry and has become increasingly popular.
However, along with the use of HMCs a number of key issues and problems have
arisen. This chapter will provide a review of the literature on this topic in which
most of the research specific to HMCs is shown to be very descriptive, divided into
three sections. First, the strategic context will be outlined, examining hotel
internationalisation, strategic alliances, and the background of HMCs. Second, in
exploring the theoretical context, the application of agency theory to HMCs will be
illustrated. Agency theory deals with issues, that arise where a potential conflict of
interest exists (is often the case in HMCs). Through the exploration of previous
studies, the specific research questions that are used to address the primary research
objective of this study are developed. Lastly, looking at the industrial context, the
practice of HMCs will be discussed. Along with the exploration of previous studies,
the specific research questions that are used to address the secondary research

objective of this study are developed.

2.1 Strategic Context: Hotel Internationalisation, Strategic Alliances
and the Hotel Management Contract

This section illustrates the strategic context of hotel internationalisation and strategic
alliances. An overview of strategies for hotel internationalisation is provided, which
includes the choice of expansion mode (non-equity and equity mode), determinants
of entry mode (the factors influencing the decision on entry mode e.g. capital
availability, firm specific factors, and country specific factors), strategic alliances as

a choice of expansion mode, and theoretical issues in strategic alliances. At the end
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of this section, HMC:s are introduced, including the concept of HMCs, the nature of
using HMC as a form of strategic alliance, key differences between the awarding of a
HMCs and hotel franchising, types of hotel management company, facts and figures
regarding the use of HMCs and hotel franchising, the evolution of HMCs, and the
anatomy (i.e. structure) of a typical HMC.

2.1.1 Strategies for hotel internationalisation

The continuing economic growth around the world, particularly in Asia, is closely
linked to the development of the tourism industry and creates significant
opportunities for international hotel firms to expand both their markets and their
revenues. As Lafferty and van Fossen (2001) noted, larger firms are more profitable
because they cannot only exploit market power, but are also able to garner
efficiencies through economies of scale. This phenomenon is a powerful incentive

for hotel firms to seek out opportunities to expand into new overseas markets.

When an internationalisation strategy is decided, the choice of entry mode into that
particular market/country represents a crucial decision for multinational firms since,
as Hill et al (1990) indicated, it is this more than anything which will determine the
success of a firm’s international operations. Having decided to enter a foreign
market, a multinational firm has to determine the appropriate mode for organizing its
foreign business activities. Each mode of entry has different implications for the
degree of control that a corporation can exercise over the foreign operation, the
resources it must commit to the foreign operation, and the risks that it must bear to
expand into the foreign country. In addition, the wrong choice of entry mode may
give rise to opportunity costs and in some cases undermine future activities in

international markets (Bradley and Gannon, 2000).
Unlike manufacturing businesses where exporting goods is an option, the hotel

industry offering, being predominantly intangible (i.e. service), must physically

locate at the site of final consumption. Consequently, the international hotel industry
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proportion of equity committed, the higher the level of ownership and the greater
effective control of the operation achieved. In contrast, the non-equity mode, while
less demanding in terms of financial resources (as no degree of ownership is sought),
does provide less control of the hotel property. Thus, the hotel firm’s level of control
will vary depending on the specific contractual mode of engagement chosen. For
example, where franchising is involved, the hotel firm would normally have control
over codified strategic assets i.e. brand, and reservation system, but typically have
less control over tacit expertise and effectively no control over daily management,
quality control and physical assets. However, where a management contract is

involved (this frequently is in conjunction with a franchise arrangement) the hotel

Figure 2.2: Entry mode and the degree of control

2.2 (a)
Ownership
Yes No
Full
Fully owned Management Contract
Daily Control Majority joint venture
C Franchising
Weak Minority joint venture
2.2 (b)
Mode
High Arm’s
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Commitment Relationship
Fully Partly Management .
Owned Owned Contract Franchise
Strong
Control a,b,c,d d d d
Control Weak b e .
Control 7 ’
Non-Existent
Control b a,b

a = daily management and quality control

b = control over physical assets

Source: Contractor and Kundu (1998b)

¢ = control over tacit expertise
d = control over codified strategic assets
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firm gains full control over codified strategic assets, and a greater degree of control

over tacit expertise, daily management, and quality control but will have no control

over the physical assets (Contractor and Kundu, 1998b). These alternatives are

captured and summarised in Figure 2.2. The actual selection of the expansion (or

entry) mode will be influenced by a number of factors as discussed below.

2.1.2 Determinants of entry mode

The selection of the appropriate entry mode should enable the hotel firm to reduce its

level of risk and to increase the potential for generating greater income at the outset,

improve its capability for increasing or sustaining a given level of income, and

ultimately for expanding the number of units in the future. The specific entry mode

deployed is likely to be influenced by the interaction of three groups of variables: (i)

capital availability; (ii) firm-specific factors; and (iii) country-specific factors

(Taylor, 2000b). These influences are summarised in Figure 2.3 below.

Figure 2.3: Factors influencing the hotel firm decision on expansion mode
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the perceived property value of hotel investments over and above their strict business
value. Another possible reason is that the region’s hotel market benefits from excess
liquidity because of ego capital associated with hotels (Mattila, 1997). This situation
arises because hotel property can be viewed as being a more prestigious investment
than other types of real estate. The perception of such non-economic benefits may
drive up prices for hotels and consequently make it possible for investors to accept
relatively low yields in comparison to other real estate opportunities or investments

in other global markets.

The above factors mean that there is a high possibility that there will be a demand for
hotel properties from investors who may have little or no specific knowledge of
operating hotels. In such instances owners are likely to seek out third parties who
have the necessary knowledge and expertise to manage the property on their behalf.
Such a situation provides an opportunity for international hotel firms to expand by
using franchising and/or management contracts. The presence of such a demand was
noted some time ago by Dunning (1981) who underlined that such an arrangement
can be mutually beneficial. Thus, while the property owner benefits by being able to
access the services of hotel management experts, the hotel firm can also gain. This
can occur in situations where the hotel firm may be unwilling to invest in the
ownership of the hotel either because it regards itself as having little expertise in
property development or because it regards ownership as a high risk venture, or

because expansion would be reduced by the need to borrow large sums of capital.

2.1.2.2 Firm-specific factors

As suggested by Contractor and Kundu (1998a), there are two groups of factors
specific to the hotel firm that could influence modal choice. These are: (i) objective
factors — those which are related to the characteristics of the actual firm and (ii)
subjective factors — those which are related to the perceptions and attitudes of the

hotel firm’s top management.
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Objective factors

This first group of factors includes firm size, its level of international experience and
degree of internationalization. With regard to firm size, Agarwal and Ramaswami
(1992) found evidence that firm size influences mode selection and that larger firms
prefer full-control entry modes. Similarly, Erramilli and Rao (1993) found that large
firms tended not to use shared control modes and commonly preferred a full-control
entry mode. Bradley and Gannon (2000) also suggested that the larger the firm, the
greater was the likelihood that it would use a high-control mode to enter its principal
foreign markets. Conversely, other research (Gatignon and Anderson, 1988;
Contractor and Kundu, 1998a) has suggested that being a global player requires an
effective scale of operations and this means hotel firms were likely to utilize non-
equity modal forms, such as franchising, management contracts or joint ventures as a

primary means of expansion in an effort to gain the desired benefits from size.

In respect of factors such as a firm’s level of international experience and degree of
internationalization, Agarwal and Ramaswami (1992) found that the sole venture
mode is preferred by established multinational firms, and in those markets perceived
to have higher economic potential. Erramilli (1991) suggested that previous
experience in international entry reduces the risk and cost of entry. Firms achieve
these reductions in risk and cost by developing systems for dealing with new market
entry. Both Agarwal and Ramaswami (1992) and Erramilli (1991) found that
companies with greater international experience typically prefer full control entry
modes. Similarly, Contractor and Kundu (1998a) found that the more international
experience a hotel firm has and the greater its degree of globalization, the more
unlikely it was to use non-equity modes (i.e. franchising and management contracts)
or any form of partnership because they prefer higher equity and control mode. In
contrast, less experienced and less globalised international hotel groups are likely to
prefer non-equity modes. More recently, however, the opposite now appears to be
evident due to strategic shifts in the use of HMCs by major hotel management

companies (see section 2.3.1 for further discussion).
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Subjective factors

This second group of factors concerns the perceptions and attitudes of a firm’s top
management toward issues such as global scale, branding, central reservation

systems, training, management control, and quality.

As Taylor (2000b) noted, the extant literature as to the mode of operation likely to be
favoured where a hotel firm’s top management perceive global scale as being
strategically important, appears to be somewhat unclear. One claim is that obtaining
global economies of scale necessitates high levels of control and ownership of modes
of operation (Yip, 1989). In contrast, another view is that achieving globalization
necessitates that firms form partnerships in host countries to achieve the desired scale
of operations which will tend to favour franchising and management contracts
(Galbraith and Kay, 1986). However, Taylor (2000b) suggested that in the case of
international hotel operations (as opposed to manufacturing businesses upon which
most of the research has been based), could be viewed as depending upon the
establishment of electronic distribution systems, unit design and the development of
associated operating process and standards. As such, international hotel firms could
obtain the desired scale effects without direct ownership or a high level of direct day-
to-day control. Thus a high degree of control in key strategic areas may be

achievable without the need for direct ownership.

This ability to achieve a high degree of control without resorting to direct ownership
is further supported by research by both Dunning and McQueen (1981) and Viceriat
(1993) who found that global reservation systems (GRS) and hotel brands will
always be fully controlled by international hotel firms, as they represent their major
knowledge capital and are directly significant to their economic value. Indeed,
Contractor and Kundu (1998a) have suggested that the very nature of these assets
supports and increases the potential of hotel firms to engage in non-equity based
arrangements such as franchising and management contracts, since control of these
provides a very powerful barrier against opportunism by contractual partners (a
further discussion on agency theory will be in section 2.2). In addition, while adding

new franchises or management contracts can significantly increase a hotel firm’s
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revenue, providing contractual partners with direct access to its knowledge-based

assets would tend to increase the costs of the hotel firm.

Accordingly, in the international hotel business, the traditional relationship of
achieving a high degree of control via a high equity stake is not necessarily seen as
crucial for success in large global operations. In order to be a global player hotel
firms frequently place considerable reliance on non-equity partners and franchisees.
Operating a network of franchisees and hotels under a management contract enables
a hotel firm to capture some of the economies of global logistics, supplies,
architectural design, reservations, training, and brand recognition. That said, equity-
based arrangements or direct ownership are, it is claimed, likely to be preferred for
the purposes of greater operational control and a greater level of operating profits,
and where a firm’s top management are concerned more with quality and/or size per

se (Contractor and Kundu, 1998a).

2.1.2.3 Country-specific factors

The external environment would also influence a hotel firm’s behaviour concerning
modal choice (Taylor, 2000b). In particular, a hotel firm would consider the
pertinent conditions specific to a foreign market as these will affect the hotel firm’s
commitment toward a given country. Typically the main variables that a hotel firm
would consider are (i) political and economic risk, (ii) the level of economic

development, (iii) cultural distance, and (iv) institutional conditions.

Political and economic risk

Political and economic risk, and the level of economic development, are concerned
with the stability of a government and the level of development and economic risk in
a country. Contractor and Kundu (1998a) found that the non-equity based
arrangements (i.e. franchising and management contracts) will be preferred in high
income countries, but for countries with a lower level of income, equity based

arrangements are preferred. This is because the cost of transferring knowledge
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assets, maintaining quality, and protecting intellectual property rights are higher in
developing economies than in developed economies. Furthermore, in a country with
high political and economic risk, non-equity based arrangements will be preferred as

the royalty fees are more certain than returns on equity.

Figure 2.4: Modal preference as a function of income levels and political/economic
risk in host nation

Political / Economic Risk

Non-Equity
HIGH Modes ?7?
Preferred
Equity-Based Non-Equity
LOW Modes Modes
Preferred Preferred GDP Per Capita
LOW HIGH

Source: Adapted from Contractor and Kundu (1998a)

Level of economic development

According to Figure 2.4, Contractor and Kundu (1998a) suggested that there are four
categories of country, these are: (1) low per capita income and low risk country,
where an equity based involvement would provide larger levels of income compared
to non-equity mode of involvement and would provide hotel firms with access to a
growing return if the income levels of the country were to increase; (2) high income
and low risk country, where a non-equity based arrangement will be preferred as
royalty returns will be high to provide an attractive revenue stream combined with
significant system wide growth potential; (3) low income and high risk country,
where a non-equity based arrangement would provide less risk to the hotel firm as
there will be less potentially return from an equity based arrangement, and royalty
fees are more certain; finally, (4) high income and high risk country, an unlikely

combination, but should it happen, hotel firms would consider and select which one
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of the two modes (i.e. equity or non-equity mode), provided less risk and more

income potential from its specific perspective.

Culture distance

The issue of cultural distance is a factor that most international hotel companies must
carefully consider when they set up their establishments in an unfamiliar area.
Lindquist and Jacque (1995) suggested that the risk of cultural misunderstanding is
higher, especially in a service industry, and one with high local labour content. The
cross-cultural transfer of formatted services requires an understanding of foreign
consumers and communicating with both foreign employees and/or agents whose
work ethics are embedded in different languages, mental sets, and cultural traditions.
Luostarinen (1980) suggested that some of the operations involved not only a good

working knowledge of business language but also of the everyday language.

Kogut and Singh (1988) suggested that the greater the cultural distance then the
greater the reliance will be on non-equity based modes, such as franchising and
management contracts, because hotel firms have less familiarity with the local
market, therefore, they need local market knowledge and support. Kim and Hwang
(1992) mentioned that due to the uncertainty inherent in culturally distant markets,
firms attempt to minimize their resource commitments by utilizing joint ventures,
instead of using more costly wholly owned subsidiaries. These studies could support
Erramilli (1993), as he suggested that the greater the cultural distance, the more
likely non-equity arrangements or shared-control modes were chosen. He also found
that as cultural distance increased, service firms preferred shared-control modes over
full control options. However, Lindquist and Jacque (1995) suggested that the closer
the cultural relationship, the more mixed arrangements will be as other factors
become important. Prestige locations in terms of reputation and the possibility of

above average revenues may be possible considerations.

Institutional conditions

The factor institutional conditions recognises that every country will have different

conditions in respect of their particular political and legal environment. The
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regulations and the policies of the host country would directly impact upon firms in
both positive and negative ways. Agarwal and Ramaswami (1992) suggested that in
cases where firms have a higher preference for investment entry modes, they are
sensitive to investment/contractual risk related attributes. The governments in host
countries, therefore, will not only have to develop policies that make it attractive for
foreign firms to invest in their markets, but more importantly, will have to reduce
potential investors’ risk perceptions through regulations that permit repatriation of
profits, majority ownership and control, patent protection for technology/products

and enforcement of contracts.

2.1.3 Strategic alliances as choice of expansion mode

International hotels are a capital intensive business and the placement of additional
units to strengthen and to expand a network is crucial in competition. A hotel
company could invest and operate alone, but a strategic alliance might be a viable
alternative, thereby removing barriers and providing the company with the
opportunity to strengthen and expand its network through various business models in
the form of equity alliances (i.e. majority, 50-50 or minority joint ventures); and non-

equity alliances (i.e. franchising, consortia or management contracts).

‘Almost anything is, in principle, possible through collaboration
because you are not limited by your own resources and expertise. You
can, in principle, achieve whatever visions you may have by tapping
into resources and expertise of others. As a partnership facilitator once
put it to us, when it works well you can feel the collaborative energy.’

(Huxham and Vangen, 2005, p.3)

Strategic alliances are defined by Dussauge and Garrette (1999) as the linkage which
is formed by two or more independent companies. The key purpose is to carry out a
project or specific activity jointly by co-ordinating the necessary skills and resources,

rather than pursuing the project or activity on their own, and thereby taking on all the
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risks and confronting the competition alone; perhaps even merging operations or
acquiring and divesting entire business units. Parkhe (1991) also defined a strategic
alliance as a cooperative agreement involving two or more firms where linkages are

built to share resources, leading to the joint accomplishment of individual goals.

Child et al (2005) considered that this kind of relationship might be special and
difficult to manage. A strategic alliance might be treated as a special type of
relationship because the key element is that each firm involved in the partnership
remain independent despite the agreement linking it to its partner. The partner
companies join forces in pursuit of common goals without losing their strategic
autonomy and without abandoning their own specific interests. It is these

characteristics which can make alliances so difficult to manage.

In strategic alliances, the partner’s contributions to the venture tend to be reciprocal
and the relationship is more balanced, which creates management problems of a
completely different nature. True strategic alliances are aimed at creating and
enhancing the competitive positions of the firms involved, in a high competitive
environment. An alliance can be described as ‘strategic’ when it contributes
significantly to the strategies pursued by the partner companies and when it involves

pooling and combining the partners’ capabilities (Dussauge and Garrette, 1999).

2.1.4 Concept and the use of the hotel management contract as a form of
strategic alliance

A hotel management contract (HMC) can be defined as a written agreement between
the owner of a hotel property and an operator, by which the operator is appointed to
operate and manage the hotel, on behalf of the owner in return for a management fee
(Eyster, 1988a). Consequently, the management contract acts to create a long-term
co-operative relationship between the owner and the operator. As noted by
Litteljohn (2003), the hotel asset ownership and the hotel’s operation are separated in

this situation, and there is an expectation on the part of the owners that the contractor
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Figure 2.5: Hotel franchising

Owner Franchisor
(& operator)
A
Brand-Name,

Reservation System &
Other Components

Ownership
& Operation

Franchise Agreement

v

Hotel Property

Source: Based on Hasst (2000)

As defined by Taylor (2000a), a hotel franchise involves an agreement between a
franchisor (hotel company) and a franchisee (hotel owner), which enables the
franchisee to gain access to use the brand name and other support services within the
agreed length of agreement in return for a fee payment. In hotel franchising (see
Figure 2.5), each additional property under the brand name of a hotel management
company (as a franchisor) is financed by the investor (as a franchisee), who pays an
ongoing franchise fee. The investor retains ownership of the asset and almost full
control of the operating business, subject to meeting certain basic operating criteria
and product standards established by the franchisor (Hasst, 2000). In return the
franchisee benefits from being able to use the franchisor’s assets such as brand name,
reservation system, and other forms of support (bulk purchasing agreements,

employee training, and development and financing advisory services).
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Figure 2.6: Relationship between owner and first tier operator
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Figure 2.7: Relationship between owner and second-tier operator
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2.1.7 Facts and figures regarding use of hotel management contracts and hotel

franchising

The different patterns of hotel affiliation are indicative of the types of capital which

are available in different global regions, see Table 2.1 (Slattery, 1996). Franchising,

management contracts or leasing have traditionally not been a key business model
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so instead the firm might: (1) outsource its search for new resources in the
marketplace through distributors, advertising agencies, etc.; (2) acquire other firms to
access their firm-specific assets, especially knowledge assets; and (3) consider a joint
venture or alliance in order to tap into their partner’s knowledge assets without

committing to a single market price or buying the partner in whole or part.

Agency theory is concerned with the ability of principals to ensure that their agents
are fulfilling their objectives (Jensen and Meckling, 1976; Fama and Jensen, 1980;
Fisenhardt, 1989; Sharma, 1997; Besanko et al, 2000; Child et al, 2005; Shapiro,
2005). The principal-agent relationship frameworks have been developed from the
relationship between owners and managers of large public corporations, employers
and employees, clients and lawyers, and buyers and suppliers. The main concern of
agency theory is the governance mechanisms that limit the agent’s self-serving
behaviour. This includes various control and incentive mechanism (Jensen and
Meckling, 1976; Eisenhardt, 1989). Further discussion on agency theory will be

conducted in the next section (see section 2.2).

The overview of each theory clearly shows that TCE, MPT and RBT are mainly
concerned with the strategic motive in the establishment of any form of cooperative
relationship, while agency theory is mainly concerned with controlling or managing

the cooperative relationship, and is the primary concern of this thesis.

2.2 Theoretical Context: Application of Agency Theory to Hotel
Management Contracts

As mentioned in section 2.1.4, any cooperation between the hotel owner and the
operator in the HMC could possibly be viewed as a client-professional service agent
situation where the hotel owners act as principal (who need to appoint someone with
hotel business expertise to run the property for them) and the operators become an
agent (who provide the hotel business expertise and manage the hotel property in

return for management fees). Therefore, the concept of agency theory can be applied
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From the perspective of agency theory, owners could try to get managers to act in a
manner that would maximise the utility of owners. Barney and Hesterly (1996)
criticised that agency theory has been focused on increasing the welfare of the
principals, rather than on altering the terms of the contract to benefit both parties.
However, Alchian and Demsetz (1972) considered the principal-agent relationship to
be one that must be acceptable to both the principal and the agent, otherwise one

party would not agree to contract with the other.

Additionally, the key concern of agency theory is to resolve problems which could
occur in the principal-agent relationship. There are two major streams in the
development of the agency theory (Eisenhardt, 1989; Jensen, 1983). First, positivist
agency theory aims to pinpoint situations in which the principal and agent are likely
to have a conflict of interest/goal and to describe the governance mechanisms that
limit the agent’s self serving behaviour. The positivist researchers tend to focus
almost exclusively on the special principal-agent relationship which exists between
owners/shareholders and managers/CEO of large, public corporations. The positivist
agency theory tends to be less mathematical. Second, principal-agent research is
concerned with a general theory of the principal-agent relationship, a theory that can
be applied to employer-employee, lawyer-client, buyer-supplier and others.
Characteristically of formal theory, the principal-agent paradigm involves
specification of assumptions, which are then followed by logical deduction and

mathematical proof.

Although these differences provide a background for understanding criticism of the
theory, Eisenhardt (1989) noted that the two streams are complementary because
positivist theory identifies various contract alternatives and the principal-agent theory
indicates which contract is the most efficient under varying levels of outcome
uncertainty, risk aversion, information, and other variables. Therefore, the focus of
the principal-agent literature is on determining the optimal contract, behaviour versus

outcome, between the principal and the agent.
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2.2.3 Nature of agency relationships (traditional principal-agent relationship
versus principal-professional relationship)

From previous research, it is possible to distinguish the type of agency relationships
by the type of work being delegated to the agent. This section will provide an
overview of the principal-agent relationship in traditional agency theory, the concept
of the principal/professional (variant to principal/agent relationship in traditional
agency theory), differences between the principal/professional and the traditional
principal/agency perspective, and the nature of the agency relationship between the

hotel owner and the hotel management company in HMCs.

2.2.3.1 Principal-agent relationship in traditional agency theory

Previous research on agency theory tends to be concentrated on the ownership-
management relationship, in particular, the principal-agent relationship in larger
public firms owned by a diverse group of shareholders (Jensen and Meckling, 1976;
Eisenhardt, 1989; Barney et al., 1996; Scott, 1998; Fosberg, and Rosenberg, 2003;
Mason and Slack, 2005; Shapiro, 2005). Agency problems arise wherever owners
have difficulty in verifying and/or monitoring the behaviour of individuals working
within/for a firm, specifically where owners are not directly involved in overseeing a
firm’s operations. This implies that agency theory seeks to uncover the ways in
which owners/investors can ensure that their resources are being used for the good of

the organisation in which they have an ownership interest.

Jensen and Meckling (1976) noted that if both parties are utility maximisers there is
good reason to believe that the agent will not always act in the best interests of the
principal. Thus, this leads to a conflict of interests which underpins the agency
model. An agency problem arises where the agent acts selfishly to the detriment of
the principal while acting on behalf of the principal. In terms of the employment
relationship, the basic agency problem is characterised in terms of structuring
monitoring and compensation systems so that they will induce self-interested, utility-

maximising, risk-and-effort averse agents (managers who want to maximise their
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Therefore, the key step is to decide, depending on the particular circumstances,
whether the behaviour oriented contract (e.g. salary, hierarchical governance) is more

efficient than the outcome oriented contract (e.g. commission, stock options, transfer

of property right, market governance). An overview of agency theory is shown in

Table 2.3 below.

Table 2.3: Agency theory overview

Dimension

Traditional agency theory (owner-manager)

Unit of analysis

Contract between principal and agent

Problem domain

Relationships in which the principal and agent have partly differing goals and
risk preferences

Key idea

Principal-agent relationships should reflect efficient organization of
information and risk-bearing costs

Human assumptions

Self-interest
Bounded rationality
Risk aversion

Organizational
assumptions

Partial goal conflict

Efficiency as the effectiveness criterion

Information asymmetry

Agent delegated the task by passive owner principal

Assumption about
oversight

Market (corporate control/reputation)

Information
assumptions

Information as a purchasable commodity

Contracting problems

Agency (moral hazard and adverse selection)

Source: Eisenhardt (1989)

Fosberg and Rosenberg (2003) noted that agency theorists have recognised that

separation of ownership and control (common in most corporations) creates conflicts

of interest between a firm’s managers and shareholders. These conflicts arise

because managers have the opportunity to use the resources of the firm in ways that

benefit themselves personally, but which decreases the wealth of the firm’s

shareholders. As noted earlier, previous research on agency theory focused on the

owner-manager as a principal-agent relationship (Jensen and Meckling, 1976;

Eisenhardt, 1989; Barney et al., 1996; Scott, 1998; Fosberg, and Rosenberg, 2003;

Mason and Slack, 2005; Shapiro, 2005). Typically in corporate shareholder cases,

the relationship between the owner and the manager will be governed by a contract

that determines what duties are to be performed and how the manager is to be

compensated. Shapiro (2005) also noted that although the theory is often applied to

the relationship between an organisation’s stockholders/owners and managers, it also
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can be applied to the relationship between managers and employees (e.g.

salesperson).

Daily, Dalton, and Cannella (2003) suggested that although the agency theory has
become the predominant theory of governance and that its research applications
focus on owners and CEOs of large organisations, the agency paradigm can be
generalised to any situation where the principal depends on an agent to fulfil some
actions. For example, joint venture co-operation (Reuer and Ragozzino, 2006),
franchisor-franchisee relationship (Lafontaine, 1992; Kehoe, 1996; Quinn and
Doherty, 2000; Pizanti and Lerner, 2003; Vazquez, 2005), headquarter-subsidiaries
(O’Donnell, 2000), mergers and acquisition (Graebner et al., 2001; Lane et al.,
1998), representative negotiation (Fassina, 2004), and sport organisation (Mason and
Slack, 2005).

Additionally, in some situations, a principal might use an agent if the principal owns
some asset but lacks the skills or technical knowledge to maximize the asset’s value
as is often the case in the context of HMCs. Thus, this kind of agency relationship,
where the principal (who is in need of specific skills and technical knowledge) is
dealing with the professional/expert (who possesses the specific skills and technical
knowledge), might also be different from the traditional agency theory (owner-

manager).

2.2.3.2 Concept of principal/professional relationship (variant to principal/agent
relationship in traditional agency theory)

Professional service firms have become increasingly prevalent in today’s society due
to increased demand for consultants, lawyers, accountants and other individuals who
utilise abstract knowledge to solve organisation problems (Abbott, 1988; Sullivan,
2001). As noted by Sharma (1997), occupations such as accounting, architecture,
engineering, law, advertising, investment banking, and management consulting, are
considered as professionals who apply in their work a body of knowledge and

techniques acquired through training and experience, have a service orientation and
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distinctive ethics, and have a great deal of autonomy and prestige in the modern
economy. By nature, professionals generally have a great deal of say in how their
work is done and how their services are delivered. The impracticality of external
control induces society to place trust in such professions to control and regulate their

own practices.

Recently, researchers have applied the ideas of agency theory to the client-
professional relationship (Mill, 1990; Sharma, 1997; Webber, 2000). In a service
encounter, the client/customer and the service provider seek to maximise the utility
of the outcome, but from different perspectives (Mills, 1990; Webber, 2000). The
client/customer works to maximise the value of the service while the service provider
is only tangentially concerned with the value or quality of the service. Therefore,
control systems need to be used to ensure that the professional is operating in the best
interest of the client and is accomplishing the work as delegated by the principal.
Additionally, in situations where agents know more than the principal, the potential
for opportunism is increased. This is normally the case where professional service
organisations are hired by organisations and given limited decision making.
Although it is crucial, Logan (2000) and Sharma (1997) noted that little research has

been done to systematically evaluate the principal-professional relationship.

Self-interest and altruism are recognised as dual motives governing the behaviour of
professionals (Sharma, 1997). In return for authority and the privilege to control
their own work, professionals are bound both by a commitment to service ethos and
by the ethics of their profession to act with responsibility and diligence in the best
interest of their client. However, sometimes the behaviour of the professional
favours economists’ maximal self-interest over altruistic self-claim. This implies a
tension between the calling to serve and the imperative of doing business.
Professionals engage in market exchange as they sell services in return for

compensation, therefore, this raises the imagery of agency theory.

Although principal-professional exchanges share many characteristics of the more

widely studied agency relationship, the very nature of professional work also creates
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some distinct differences, such as power asymmetry, oversight, and co-production

(Sharma, 1997; Mason and Slack, 2005).

In relation to ‘power asymmetry’, the key assumption in agency theory that the
principals have the power to design and enforce contracts is violated (Sharma, 1997).
The greatest distinction of the principal-professional agency exchange would be not-
knowing how the agent does a job, which is rather different from the problem of not
knowing what the agent does (Sharma, 1997; Shapiro, 2005). The power of
principals is implicit in the agency models as it enables principals to write and
enforce efficient contracts to limit the presumed self-serving behaviour of the agent.
Therefore, agency theory assumes that principals have the power to curb the
potentially self-serving behaviour of agents, and the emphasis remains on the ability
of principals to reduce information asymmetry by installing appropriate information

systems.

Since the principals typically do not possess the technical knowledge to evaluate the
effort invested or the outcome accomplished by professional agents, knowledge
asymmetry arises from the differences in task-related knowledge (Sharma, 1997,
Shapiro, 2005). The principals do not know what standards of practice need to be
applied in order to accomplish and evaluate the task at hand. Therefore, in this
situation the professional agent not only determines what needs to be done and how
to do it but also draws upon extraprofessional sources of credulity and legitimacy to
decide whether certain minimum standards of practice have been met. Professionals
control the knowledge resource in the exchange with lay-principals so that in this
situation the shift of power has possibly occurred because the jurisdiction over this

resource is an important source of power (Pfeffer, 1992).

In addition, Sharma (1997) also noted that professionals have power over lay
principals by virtue of their expertise, functional dispensability and intrinsic
ambiguity associated with the services they provide in the principal-professional
exchange. Consequently, the power asymmetry assumed in agency theory is

reversed in exchanges involving agents who have power over lay principals because
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they control relevant task-related knowledge and have the expert authority to

influence (if not drive) greatly the standards of exchange.

In terms of ‘oversight’, the mainstream of agency theory covers two main scenarios
(Eisenhardt, 1989): (1) where the principal can observe and decipher the agent’s
actions; and (2) where the principal can establish causality from this action to
measurable performance and thus sort out the agent’s relative contribution in
achieving the observed outcome. In other words, where costs of monitoring or

metering, or both, are low, agency theory yields clear options for solutions to the

principal’s problem.

In contrast, the costs of both monitoring and metering are high during provision of
knowledge-intensive professional services because the lay principal only limitedly
understands the specialized services and execution of associated task (Mills &
Moberg, 1982; Mills et al, 1983). To the lay principal, the agent’s behaviour is
opaque. Thus, there is a great deal of ambiguity as to the true contribution of the
agent’s efforts on the observed outcomes. As mentioned by Walsh and Seward
(1990), the machinery of agency theory relies on both internal (organization-based)
and external (market-based) forms of control to curb opportunistic behaviour by
managers of public corporations. However, these forms of control also are

applicable, albeit limitedly in the professional-principal context.

As noted by Sharma (1997) and Shapiro (2005), because the professional agents’
behaviour is opaque to non-professionals, and the indeterminacy intrinsic in highly
specialized tasks makes it difficult either to specify clearly on the observed outcome
or to sort out the true contribution of the agents’ effort in the observed outcome,
organization and market based controls that typically rely on clear measurement of
performance remain only partially effective. Shapiro (2005) used as examples
several incidents, such as how some patients get better despite their physician is
negative prognosis, how the clients of superb lawyers sometimes lose, or how bright
students may become great sociologists despite incompetent or opportunistic

professors. Due to the inadequacy of direct control of professionals by lay principals
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and of impersonal control by the market at large, the restraints on the opportunistic
inclinations of professional agents are accomplished more readily via supervision by
professional peers in bureaucratic settings and via profession-wide measures (i.e. a
code of ethics, licensure, or auditing). Therefore, these shift the emphasis from
impersonal agency control to formal and informal checks by a community of

professional peers.

In respect to ‘co-production’, the emphasis on impersonal controls in the owner-
manager context is largely because agency theorists have been concerned with the
lack of direct involvement of owners in how their affairs are being managed by
agents. Passive ownership, arising from the absence of shareholders routinely
managing their company’s operations, is a unique feature of owner-manager agency

(Jensen and Meckling, 1976).

In contrast, professional agents usually do work in consultation with their clients to
create jointly a product that incorporates values, ethics, and very specific
instrumental as well as cultural needs. Mills (1990) noted that there is a great deal of
consultation and interaction between the professional and the lay principal, as the
former customizes a well-defined set of specialized knowledge to serve the particular
needs of the latter in face-to-face service encounters. Sharma (1997) suggested that
unlike owners and managers, the lay principal and professional agent co-produce the
service in question so that issues such as social influence, interpersonal attraction,
and trust become vital when examining the principal-professional exchange.
Moreover, this could also exhibit the social embeddedness in the relationship.
Therefore, the active involvement of principals (as clients) in the development of the
service product by professional is a unique and distinctive feature of
principal/professional agency. The theoretical significance of co-production of
services 1s that it emphasizes economic as well as social aspects of exchange, and it
highlights the need for agents and principals to work together to attain joint

outcomes.
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2.2.3.3 Differences between principal/professional relationship and traditional
principal/agent relationship and the true nature of the agency relationship
between the hotel owner and the hotel management company under a hotel
management contract

From sections 2.2.3.1 and 2.2.3.2, it can be seen that although principal-professional
exchanges share many characteristics of the more widely studied owner/manager
agency relationship (Eisenhardt, 1989 and Sharma, 1997), the very nature of
professional work also creates some distinct differences (see Table 2.4). These
include the presence of altruism, role of social embeddedness, risk neutrality, and

information not being considered as commodity.

Table 2.4: Comparison of theoretical assumptions: professional and manager

Assumption Principal-Professional Owner-Manager

Self-interest

Bounded rationality

Altruism

Social embeddedness

Risk aversion

Efficiency as effectiveness criteria

Partial goal conflict

Information asymmetry

O ||| O X4 | XK
KRR OO [ X[ <

Information as commodity

Note: X is assumption made; O is assumption not made
Source: Based on Eisenhardt (1989) and Sharma (1997)

According to Sharma (1997), in situations where professionals are agents, the
division of labour is also a division of knowledge. Therefore, the importance of
knowledge is affirmed expressly in the context of the principal-professional
exchange. Consequently, the knowledge asymmetry favouring professional agents
undermines, in turn, the principal’s prerogative to design and enforce agreements
vested in them from a fundamental reliance on property rights in agency theory
(Eisenberg, 1976). In this context, this might more accurately reflect the true nature
of the agency relationship between the hotel owner and the hotel management

company operating under a HMC.
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In certain situations a principal might use an agent if the principal owns some asset
but lacks the skills or technical knowledge to maximize the asset’s value. Indeed,
this is often the case in the context of HMCs (Eyster, 1988a). This kind of agency
relationship, where the principal (who is in need of specific skills and technical
knowledge) is dealing with an external professional/expertise (who possess the
specific skills and technical knowledge), is somewhat different from that outlined in
traditional agency theory (owner-manager). Understanding the nature of this type of
co-operation, and the possible associated agency problems, is likely to be crucial for
both the hotel owner and the hotel management company. In relation to this,

Research Question 1 is developed below:

Research Question 1: What is the nature of the agency relationship and the

associated agency problems present in hotel management contracts?

In order to tackle this research question, it is necessary to establish criteria for
distinguishing between the two types of agency relationships. Based on the overview
of principal-professional and owner-manager (see Table 2.5), six criteria are
developed: 1) the problem domain and the key idea; 2) human assumption; 3)
organisational assumption; 4) assumption about oversight; 5) information
assumption; and 6) contracting problems. In this research, these six criteria will be

used as a means of distinguishing between the two types of agency relationship.

Research Question 1 intends to examine the relationship between the hotel owner
and the hotel management company under HMCs, and to identify the nature of their
relationship (whether being more akin to the principal-professional form or to the
owner-manager form). Therefore, to address this research question, it is necessary to
draw upon the theoretical framework of the overview of principal-professional and
owner-manager, and the six criteria derived from this (see Table 2.5). The criteria
and associated questions will be used as a means of examining the nature of the
relationship between the hotel owner and the hotel management company under
HMCs as illustrated in Table 2.6. After clarifying the six criteria in the context of

the relationship between the hotel owner and the hotel management company under
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to address the problem of information asymmetry and who incur risk-bearing costs as

a result.

Human assumptions

In terms of the assumptions of agency theory pertaining to human nature, it is clearly
suggested that principal/professional exchanges only shared characteristic with
traditional agency theory (owner/manager) concerns bounded rationality (Eisenhardt,
1989; Sharma, 1997, Shapiro, 2005). Bounded rationality refers to a boundary of
action/behaviour (i.e. decision making, argument) based on reasons rather than

emotions, in the agency relationship.

Unlike the traditional agency relationship (owner-manager) in which each party is
driven by self-interest or its specific objectives (Eisenhardt, 1989; Jensen and
Meckling, 1976), Sharma (1997) noted that for the professional, apart from self-
interest, there is recognition of altruism (goodwill) because they take pride in their
craft and are attracted to their profession by a calling to serve the public. However,
sometimes the behaviour of the professional favours economists’ maximal self-
interest over altruistic self-claim. Due to the presence of self-interest and altruism
within the same individual, this would represent a more complex picture of human
agents than is presented in the traditional agency theory. Upon answering a calling
to serve the public, professionals then engage in market exchange as they sell
services in return for compensation. This highlights a tension between the desire to

serve and the necessity of doing business.

Another difference is that in traditional agency theory (owner-manager), the owners
tend to be passive and the managers tend to have more individual autonomy. Jensen
and Meckling (1976) identified that within the organisation or corporation, owners
(as principal) turn over control of their property to managers (as agent) hired to run
the organisation. In this situation, the principals are passive owners who enjoy the
gains made from their investment without taking any active role in the management
of the firm. Meanwhile, the agents are responsible for management of the firm.

Therefore, this would highlight limited social interaction between two parties and the
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Another difference concerns the co-production of service (i.e. involvement of the
principal in affairs which are managed by the agent). In the principal/professional
relationship there is a great deal of consultation and interaction between professional
agents and principals so in this case the principal is active (Sharma, 1997; Mill,
1990). In contrast, between owners and managers, there is a lack of direct
involvement by the owners in affairs which are managed by the managers/agents. As
owners are absent from the operation of the company, these owners (as the principal)

are thus likely to be passive owners (Eisenhardt, 1989; Jensen and Meckling, 1976).

In measuring the issue of partial goal conflict, there is a need to examine to what
extent the goals of each party (i.e. the principals and the agents) are in conflict. In
order to clarify this issue, this research intends to explore the motives of the hotel
owner and the hotel management company for using HMCs. On the issue of
efficiency (i.e. an achievement of the promised outcome or behaviour) as the
effectiveness criterion, exploring how the performance of the agent can be evaluated
by the principal will clarify whether that an achievement of the promised outcome or
behaviour is an effective measurement or not. This research will also explore how
the overall performance of the hotel management company is evaluated by hotel

owners; thereby clarifying the issue of efficiency as the effectiveness criteria.

On the issue of knowledge asymmetry, examining to what extent the principal knows
how the agent does the task will reveal any imbalance of knowledge between the
principal and the agent (i.e. whether the agent knows more than the principal or vice
versa). Thus, this research intends to examine how well hotel owners know how
their operators perform tasks. If there is an imbalance of knowledge between the two
parties, then this would indicate that the issue of knowledge asymmetry exists in the
relationship between the hotel owner and the hotel management company under the
HMC. Lastly, on the issue of whether there is co-production of service involving
both parties, or tasks are delegated to the agent by the principal, an exploration on the
characteristics of the principal would clarify whether the principal is passive or

active. This research intends to examine the characteristics of the hotel owners. This
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would clarify whether there is any co-production of service between the two parties
(indicating the hotel owner is active) or if the hotel management company is being

delegated tasks by a passive hotel owner.

Assumption about oversight

In relation to the assumption on oversighting, in traditional agency theory (i.e. owner
and manager), Eisenhardt (1989) noted that: (1) the principal can observe and
decipher the agent’s actions, and (2) the principal can establish causality from this
action to measurable performance and thus sort out the agent’s relative contribution
in achieving the observed outcome. Therefore, the use of organisation or market
based control (i.e. internal control mechanisms such as reporting, business
performance, etc.) might be effective. In contrast, the behaviour of the professional
agent is opaque to non-professionals and the indeterminacy intrinsic in highly
specialised tasks makes it difficult either to specify the outcome or to sort out the true
contribution of the professional agent’s effort (Shapiro, 2005; Sharma, 1997; Mills et
al., 1983; Mills & Moberg, 1982). Sharma (1997) suggested that there is an
emphasis on the use of formal and informal checks by a community of professional
peers via profession-wide measures (i.e. a code of ethics, licensure, and auditing),
rather than the organisation and market-based control, which is only partially

effective in principal/professional relationships.

In order to measure oversight assumption, an examination on the ability of the
principal to monitor and evaluate the performance of the professional, would clarify
whether there is more emphasis on the use of formal and informal checks by a
community of professional peers, or on the organisation and market-based control,
(or vice versa). Thus, this research intends to examine to what extent hotel owners
are able to monitor and evaluate the performance of hotel management companies in

the HMC.

Information assumptions

Regarding the assumption of information, in traditional agency theory (i.e. owner-

manager), by its nature, the principal knows what the agent does. By installing or
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investing in the appropriate information system, the principal might be able to
observe and decipher the agent’s actions and to establish causality from this action to
measurable performance, thus highlighting the agent’s relative contribution in
achieving the observed outcome. Therefore, in this situation, information is a
purchasable commodity (Eisenhardt, 1989). In contrast, for in those agency
exchanges where a much more informed professional agent provides knowledge-
intensive intangible service goods to a lay principal (who normally not knowing what
the agent does), the principal can purchase the requisite knowledge only at great cost,

or in most cases not at all (Sharma, 1997).

In measuring the information assumptions, an examination on the ability of the
principal to reveal/obtain the information on what the agent actually does to
complete a task, would clarify whether that information is a purchasable commodity
or whether the principal can purchase this knowledge only at very great cost (or,
probably, not at all). Therefore, this research intends to examine how the hotel
owner is able to obtain/reveal the information (i.e. what the operator actually does) in
the HMC. The ability of the hotel owner to reveal such information in the hotel
management contract would reflect the nature of this information, i.e. whether or not

it is a purchasable commodity.

Contracting problems

Lastly, the contracting problem, in traditional agency theory (i.e. owner-manager),
the problem is concerned with moral hazard (low level of effort) and adverse
selection (misrepresentation of skill or ability) of the agent. Moral hazard might
occur when the agent possess hidden action or information; while adverse selection
could occur when principals are unable to verify the skills or ability of the agent
either at the time of hiring or working (Ekanayake, 2004; Besanko et al, 2000;
Eisenhardt, 1989; Jensen and Meckling, 1976). However, in the
principal/professional relationship, the problems are concerned with the
indeterminacy (when something cannot be easily or exactly identified) and opacity
(i.e. transparency) of behaviour of the professional agent. This is because the

behaviour of the professional agent is opaque to non-professionals and the
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indeterminacy intrinsic in highly specialised tasks makes it difficult either to specify
the outcome or to sort out the true contribution of the professional agent’s effort

(Shapiro, 2005; Sharma, 1997; Mills et al., 1983; Mills & Moberg, 1982).

In order to measure contracting problems, examining the ability of the principal to
verify the behaviour of the agent would clarify whether there is a problem of
indeterminacy and opacity of behaviour, or that of moral hazard and adverse
selection. Thus, this research intends to examine whether hotel owners are able to

verify the behaviour of hotel management companies or not.

2.2.4 Resolving agency problems

The implications of agency theory extends to forms of co-operative strategy, i.e. a
relationship in which each partner becomes an agent for the other. In such a
relationship, there is a risk that one partner will engage in self-seeking opportunistic
behaviour at the expense of the other. Consequently, this raises the question of what
form of monitoring or control may be appropriate within a cooperative relationship
(Child et al, 2005). The role of control systems is to help principals curb the
opportunistic behaviour of agents by reducing the opportunities and incentives for

such behaviour (Ekanayake, 2004).

As noted by Kaplan and Atkinson (1989), there are two types of principal-agent
relationships present in the management control system of a typical firm. These are
between the firm’s owners or shareholders (the principal) and the firm’s top
management (the agent), and between the firm’s top management group (the
principal) and the divisional managers, who manage the decentralized units (the
agents). Additionally, Sharma (1997) revealed that the nature of the
principal/professional relationship represents the uniqueness and has different
features when compared with the traditional principal-agent (manager-owner)

relationships. The concept of agency theory would be crucial for the control system
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designer in understanding the nature of these relationships. Managing the

relationship to achieve the goals is the key task of any management control system.

Agency theory’s implications for management control are wide ranging (Ekanayake,
2004). First, an agent’s self-interested behaviour can be monitored by both formal
information systems (e.g. budgeting and management reporting) and informal
information sources (€.g. managerial observation and surveillance). These are
important aspects of control that can be studied using an agency theory perspective.
Second, agency theory views control system aspects of compensation and incentive
schemes as tools for aligning agent’s motives with organizational goals. Third,
agency theory brings into focus uncertainty and risk considerations that need
attention in devising control systems. If the outcomes are highly uncertain, it will be
costly to contract on outcomes, since transferring risks to employees (agents) risk-

averse will be inefficient.

In a cooperative relationship, where one partner becomes an agent for the other, there
is a risk that one partner will engage in self-seeking opportunistic behaviour at the
expense of the other (Child et al, 2005). One way to curb such behaviour is to design
an effective contract or monitoring mechanism. In HMCs, it is important for the
hotel owner (as the principal) to curb the possible opportunistic behaviour of the
hotel management company (as the agent). Accordingly, the design of the
monitoring and controlling system to be used in the relationship between the hotel
owner and the hotel management company might be crucial. In relation to this,

Research Question 2 is developed below:

Research Question 2: How is agent opportunism restrained in the operation of hotel

management contracts?

This section will provide an overview of control instruments for resolving agency
problem, control approaches in traditional agency theory (owner-manager), and
additional control approaches in controlling the principal/professional relationships.

Additionally, in order to address Research Question 2, two sub-research questions
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will be developed and used as theoretical frameworks to explore how agent

opportunism is restrained in the operation of HMCs.

2.2.4.1 Control instruments for resolving agency problem

Traditionally the focus of agency theory is on developing the most efficient contract
(as control instrument) for governing the principal-agent relationship, assuming self-
interested people and corporations. Some agency theorists focus on which contract is
the most efficient under different levels of outcome uncertainty, risk aversion,
information, and other variables (Eisenhardt, 1989). Additionally, the development
of other control instruments can also be a focus of agency theory, for example,
Shapiro (2005) noted that the most popular streams of literature focus on incentive
alignment (i.e. compensation policy). The empirical studies consider types, and
correlate of and trade-off between behaviour-oriented and outcome-oriented
compensation. Another stream of literature examines corporate governance and

control (monitoring mechanism).

In addressing the moral hazard problem (i.e. low level of effort), Ekanayake (2004)
noted that it can, to an extent, be addressed by monitoring (e.g. information systems),
outcome controls (e.g. entering into contracts based on outcome/targets), and
incentives (e.g. compensation schemes). Eisenhardt (1989) also noted that agents are
more likely to behave in the interest of the principal when contracts are outcome-
based, or where the principals have information to verify égent behaviour. Similarly,
Jensen and Meckling (1976) concluded that information asymmetry and incentives
combine and pose a moral hazard to agents, which owners can reduce by monitoring
agent conduct, gaining access to their firm’s internal information flow, and providing
incentives that encourage agents to act in the owner’s best interest. The cost of
reducing information asymmetries and the accompanying moral hazard is lowest

when owners directly participate in the management of the firm.
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In order to deal with the issue of adverse selection, Ekanayake (2004) suggested that
the principal would try to select an agent with the appropriate level of skills rather
than attempting to induce the appropriate level of effort from a specific agent through
a contract. The principal will write contracts in such a way that only the agents with
the desired ability will accept them. This shows the importance of individual

contracts, incentives, and agent selection in management control.
In a review of the agency literature, there are a number of popular instruments used
to resolve the agency problems. These are (1) monitoring mechanisms, (ii) incentive

or compensation schemes, and (iii) legally enforced contracts.

Monitoring mechanisms

Monitoring mechanisms are useful in situations where the performance of the agent
can be easily evaluated. Information asymmetry tends to be a central concept in
agency theory because when information is distributed evenly between principals
and agents, agency problems are less likely to arise (Levinthal, 1988). Rutherford, et
al. (2007) suggested that information asymmetry plays a vital role in the logic of both
the moral hazard and adverse selection problems. Agents are able to act
opportunistically because the principals have difficulty in monitoring them to ensure
that they are acting in the principals’ best interest. Thus, principals are often unable

to verify agents’ claims as they lack the information necessary to do so.

Accordingly, the principal might increase their level of monitoring by improving the
information they possess. Eisenhardt (1989) noted that when the principal has
information to verify the behaviour of agent, the agent is more likely to behave in the
interests of the principal, thus the agents are less likely to shirk their responsibilities
when they are being monitored and opportunistic behaviour can be reduced. The
behaviour of agents can be discovered by investing in information systems such as
budgeting systems, reporting procedures, boards of directors and additional layers of

management.
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by tying large percentages of CEO compensation to outcomes such as firm
performance (Eisenhardt, 1989). When CEO pay is tied to performance, agency
problems are less likely to occur as stockholders and CEOs share a common interest

in the performance of the firm (Walsh and Seward, 1990).

Creating performance-based contract, however, might involve a transfer of risk from
the principal to the agent (Mason and Slack, 2005; Eisenhardt, 1989). Agents will
make beneficial decisions that may affect the whole organisation and are then
rewarded with a portion of the result (e.g. commission, bonus). On the other hand,
agents who make bad decisions or perform poorly might not receive any reward at all

(if using a completely performance based reward system).

Thus, performance-based contracts may encourage agents to act in ways that
guarantee them a minimum level of reward, rather than seeking out opportunities that
are in the best interests of the organisation. Therefore, if the agent is risk-averse, the
result will be loss of welfare to the principal because the agent will choose activities
and seek opportunities to reduce risk. As suggested by Mason and Slack (2005), the
solution to the risk problem would be to apportion a higher degree of compensation
to factors not directly related to output or performance such as part salary and part
commission-based contracts. Therefore, the appropriateness of the use of either
behaviour or performance based compensation/contract might be highly dependent

on the level of risk-aversion that the principal and agent have.

Creating a boundary or limiting the freedom of decision making can be used to
control agent opportunism. Fama and Jensen (1983) noted that the separation of
ownership and control creates the agency problem. To change the structure of the
decision making process within an organisation may reduce the likelihood of agents
diverting resources for their own use. The creation of decision hierarchies would
make it more difficult for one person to divert resources for personal use, to the
detriment of the firm as a whole. Similarly, Michael and Pearce (2004) suggested
that principals might implement rules and policies that limit agents’ decision making

authority in order to constrain the potential for agent opportunism. For example,
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Mason and Slack (2005) mentioned that the International Olympic Committee (I0C)
created hierarchies in the selection process for hosting the Olympic Games that
ideally reduce the likelihood of certain members obtaining perks and taking bribes in
order to influence the outcome of the selection votes. Watts and Zimmerman (1983)
found that an audit changed the expectations of a firm and reduced the agency costs
borne by the manager. However, this was only effective if it was expected that the
auditor would report discovered breaches of contracts. In addition, Bathala and Rao
(1995) noted that a firm can use a board of directors as a mechanism to reduce the

agency problem.

2.2.4.2 Control approaches in traditional agency theory (owner-manager)

The focus of agency theory is to limit the agency problems which might arise in the
relationship between the principal and the agent. To this end, the necessity for
selecting the appropriate control approach and to apply this using the correct control
instruments might be crucial. In traditional agency theory (owner-manager), there
are two typical control approaches, which are behaviour-oriented control and
outcome-oriented control. One of the challenges for the principal is to decide on the
control approach used (behaviour-oriented, outcome-oriented, or a mix of these) for
controlling an agent. From the previous literature, there are certain variables which
might influence the suitability of the control approach, depending on the particular
principal-agent relationship. This section will illustrate behaviour-oriented control
versus outcome-oriented control as control approaches in traditional agency theory
(owner-manager), key variables influencing the suitability of control approach, and
the use of traditional control approaches in the relationship between the hotel owner

and the hotel management company under HMCs.

2.2.4.2.1 Behaviour-oriented control versus outcome-oriented control as control
approaches in traditional agency theory (owner-manager)

From the previous literature, there are two typical control approaches in traditional

agency theory, namely behaviour-oriented control and outcome-oriented control.
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Conlon and Park (1995) noted that a behaviour-oriented contract may result in higher
quality settlements because the volume and frequency of information sharing
between the principal and agent are increased. Thus, enhanced communication
results in better collaborative efforts by the principal-agent team. Accordingly, since
information systems inform the principal about what the agent is actually doing,
these are likely to curb agent opportunism because the agent will realise the difficulty
of deceiving the principal (Eisenhardt, 1989). Additionally, behaviour-oriented
control might reduce the occurrence of unwanted agent behaviour such as escalating
commitment to a failing course of action (Eisenhardt, 1989; Tosi, Katz and Gomez-

Majia, 1997; Kirby and Davis, 1998).

Outcome-oriented control

The outcome-oriented approach coaligns the preferences of agents with those of the
principal because the rewards for both depend on the same actions. Consequently,
any conflict of interest between the principal and the agent is reduced. Thus, the
agent is likely to extend greater effort in the interests of the principal (Jensen and
Meckling, 1976; Eisenhardt, 1989). This type of control approach can be applied in
the form of compensation schemes or legally enforced contracts. Fassina (2004)
noted that the agent is commonly rewarded for the negotiated settlement (e.g. a

commissioned real estate agent).

Under less than ideal conditions, agency theory posits that a principal may not have
the requisite knowledge or ability to monitor the agent’s behaviours and may be
unaware of exactly what the agent is doing. In fact the agents may be able to hide
behaviour or misrepresent their skills to the principal (Eisenhardt, 1989; Gillespie
and Bazerman, 1997). In such situation, the outcome-oriented control approach
might be used to hold the agent responsible for the final settlement (the principals

may align the goals of the agent with their own).
However, where the principal (who is in need of specific skills and technical

knowledge) is dealing with the professional/expert (who possesses these), it might

actually be difficult for the principal to judge the outcome, as this can be a highly
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complex undertaking. Moreover, a principal who is unable to identify and evaluate
an agent’s behaviour may be unable to determine whether a settlement was the result

of an inappropriate or irrational decision by the agent (Ross, 1973; Sharma, 1997).

By focusing on controlling the outcome, there might be a transfer of risk from the
principal to the agent (Mason and Slack, 2005; Eisenhardt, 1989). Agents will make
beneficial decisions that may affect the whole organisation, yet are only rewarded a
portion of the result (e.g. commission, bonus). On the other hand, agents who make
bad decisions or perform poorly might not receive any reward at all (if using a
completely performance based reward system. Similarly, Kowtha (1997) noted that
under pure outcome control, the employee is held accountable for specific outcomes
and stands to forfeit income in the event of failure. Outcome control implies that the
employee bears all the effects of any uncertainty associated with the outcome;

therefore, the employee bears all the risk.

In such situations, agents may be encouraged to act in ways that ensure a minimum
level of reward for them is achieved, rather than seeking opportunities that may be in
the best interests of the organisation. Therefore, the result will be loss of welfare to
the principal if the agent is risk-averse (i.e. the agent will choose activities and seek
opportunities to reduce risk). As suggested by Mason and Slack (2005), the solution
to risk problems would be to apportion a higher degree of the compensation to
factors not directly related to output or performance such as part salary and part
commission-based contracts. Ideally, a compensation scheme would be generated to
accommodate the risk preference of each individual party. Therefore, both the
principal and agent must be aware of their risk preferences in determining the most
efficient contract. The appropriateness of the use of either behaviour or performance
based compensation/contract might be highly dependent on the level of risk-aversion

that the principal and agent have.
As noted by Ekanayake (2004), the advantage in outcome-oriented control is that

both the principal and agent can observe outcomes. In contrast, efforts exerted by an

agent cannot be observed by the principal and are known only by the agent. In spite
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of this, principals frequently use behaviour-oriented control to monitor agent’s
efforts, thus effort is a disutility for the agent. In addition, Eisenhardt (1989)
suggested that when the outcome-oriented approach is used and when the principal
has information to verify the behaviour of the agent, it is likely that the agent

behaves in the interests of the principal.

In traditional agency theory (owner-manger), there are two typical control
approaches, behaviour control and outcome control. The approach chosen may
minimise the potential for an agent to exhibit self-interested behaviour and maximise
the probability of an optimal settiement for the principal (Eisenhardt, 1989; Jensen
and Meckling, 1976). Thus, both approaches of control are essential because they
not only enable monitoring but also provide the necessary motivational force for the
employee to make the expected contributions (Kowtha, 1997). In relation to this
area, the consensus of available literature is that it is likely that the opportunistic
behaviour of the agent can be restrained when traditional control approaches

(behaviour control and outcome control) are used.

2.2.4.2.2 Key variables influencing the suitability of control approach

The focus of agency theory is to limit the agency problems which might arise in the
relationship between the principal and the agent. Moreover, it is necessary to
understand the nature, characteristics of the relationship, or any variables in order to
select the appropriate approach for resolving the agency problem through control
instruments (e.g. monitoring mechanisms, incentive/compensation schemes, and the

legally enforceable contracts).

In traditional agency theory, behaviour-oriented control and outcome-oriented
control are two typical control approaches. One of the challenges for the principal is
to decide the most appropriate control approach (i.e. behaviour-oriented, outcome-
oriented, or a mix of these) for controlling an agent. From the previous literature,

there are several variables which might influence the suitability of the control
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becomes increasingly less risk-averse (e.g. a wealthy agent), it becomes more
attractive to pass risk to the agent using an outcome-based contract to co-align the
interest. Similarly, Ekanayake (2004) noted that an agent’s risk preference impacts
on the suitability of contracts. Outcome-based contracts transfer risk from the
principal (who is risk-neutral because of the opportunity to diversify), to the agent
(who is risk-averse because employment cannot be diversified). Logan (2000)
suggested that outcome-based controls/contracts align the goals of the agent with the
principal so that rewards for both depend on the same action, thereby, shifting the
risks involved in the contract towards the agent. In contrast, behaviour-based
controls or contracts shift the risk to the principal, because the agent is being paid for
behaviour regardless of the results. In relation to this, the consensus of the literature
is that the less the risk aversion of the agent, the more suitable will be a behaviour-

oriented approach and an outcome-oriented approach less so.

Information asymmetry

Regarding asymmetry of information, this can dramatically affect the selection of the
control approach (Mason and Slack, 2005; Eisenhardt, 1989). In cases where there is
complete information, the principal knows what the agent has done by virtue of the
agent’s behaviour. Eisenhardt (1989) noted that in this situation, a behaviour-
oriented control approach is most efficient. On the other hand, when the principal
does not know exactly what the agent has done (and assuming the agent’s self-
interest), the agent may not behave as agreed. In this situation, Eisenhardt (1989)
suggested that there might be a need to install an information system (e.g. budgeting
system, reporting procedure, boards of directors, or additional layer of management)
to discover the agent’s behaviour. If the existence of an information system reveals
the agent’s behaviour to the principal, then the situation reverts to the complete
information case. Additionally, if it is difficult for the principal to ascertain what an
agent is doing and how well the agent has performed, an outcome-oriented control
(e.g. rewards based on the cumulative performance of the firm) should be considered
(Mason and Slack, 2005). This is because the principal cannot ascertain the
individual agent’s contribution, therefore, outcome-oriented control motivates the

agent’s behaviour by coaligning the agent’s preferences with those of the principal,
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albeit at a price that of transferring risk to the agent. The issue of risk arises because
outcomes are only partly a function of behaviour, and in relation to this, the
consensus of the literature is that the higher the information asymmetry, the less it
favours a behaviour-oriented approach and the more it favours an outcome-oriented

approach.

Length of the agency relationship

The length of the principal-agency relationship might influence the control approach
selected (Shapiro, 2005; Stroth et al, 1996; Eisenhardt, 1989; Lambert, 1983). When
the principal and the agent engage in a long-term relationship, Lambert (1983) noted
that it is likely that the principal will learn more about the agent and will be able to
assess their behaviour more readily. In contrast, in a short term relationship, the
information asymmetry between the principal and the agent tends to be greater. In
this situation, according to Eisenhardt (1989) an outcome-based approach/contract is
more attractive. Similarly, Stroth et al (1996) noted that when organisations expect a
relationship with a manager to last, they tend to have behaviour-based control
systems. The organisations are interested in socialising their manager into their
culture and tend to emphasise their manager’s behaviour rather than the outcomes the
managers are accountable for. On the other hand, organisations that do not expect a
long-term relationship to develop, and do not expend much effort in socialising their
managers, put less emphasis on behaviour and more on actual outcomes and would
be expected to place greater emphasis on outcome-based controls. The consensus of
the literature is, the longer the length of the agency relationship, the more this
favours a behaviour-oriented approach and the less this favours an outcome-oriented

approach.

External variables (market condition or competition)

External variables could influence the relationship, for example, market
conditions/competition will reduce shirking as other potential agents will offer their
services for a smaller reward (Alchian and Demsetz, 1972). The degree of
environmental munificence that a firm is operating within will also affect the

principal and agent relationship. Environmental munificence refers to the scarcity or
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2.2.4.2.3 The use of traditional control approaches in the relationship between the
hotel owner and the hotel management company under hotel management
contracts

The focus of agency theory is to limit the agency problems which might be arise in
the relationship between the principal and the agent. Moreover, the necessity of
selecting the appropriate control approach and control instruments might be crucial.
In traditional agency theory (owner-manager), the typical control approaches used
are, specifically, behaviour-oriented and outcome-oriented (or sometimes a mix of
these). One of the challenges for the principal is to decide what would be the best
control approach for controlling an agent. From the previous literature, there are
several variables which might influence the suitability of the control approach, and
which need to be considered before deciding the control approach for a particular

principal-agent relationship.

In certain situations a principal might use an agent if the principal owns some asset
but lacks the skills or technical knowledge to maximize the asset’s value, as is often
the case in the context of HMCs (Eyster, 1988a). This kind of agency relationship,
where the principal (who is in need of such specific skills and technical knowledge)
is dealing with an external professional/expertise (who possess the specific skills and
technical knowledge), is somewhat different from that outlined in traditional agency
theory (owner-manager). Understanding how traditional control approaches
(behaviour control and outcome control) can be used in the context of hotel
management contracts is likely to be crucial for both the hotel owner and the hotel
management company. In relation to this, the first sub-research question is

developed below:

Research Question 2a: Within hotel management contracts to what extent are
behaviour and outcome controls used to restrain against opportunism and how

suitable are these controls for hotel management contracts?

In order to address this sub-research question (see Table 2.8), this research intends,

firstly, to explore how traditional control approaches (i.e. behaviour and outcome

106









Muller (2004) in co-operation on projects between project owners and project

managers, and Logan (2000) in transportation outsourcing.

Apart from behaviour-based and outcome-based control, it has been suggested that
professional opportunism could be restrained by a combination of additional control
approaches including self-control, bureaucratic control, community control, and
client control (Sharma, 1997; Logan, 2000; Turner and Muller, 2004; Mason and
Slack, 2005), see Figure 2.9. In addition, Turner and Muller (2004) noted that
among these four control mechanisms professional certification is increasingly used
to foster confidence on the side of the principal in the agent’s competence and
trustworthiness. In relation to this, it is likely that the opportunistic behaviour of the
professional agent (who knows more than the principal) can be restrained when these

additional control approaches are used.

Figure 2.9: Restraints on professional agent opportunism

Self-Control Community Control
Agent Opportunism
Bureaucratic Control Client Control

Source: Sharma (1997)

Self-control

In respect of ‘self-control’, it arises from scepticism about the widely held belief that
people are motivated by self-interest, and from the presumption of altruism among
professionals. Professional agents are, in fact, driven by a complexity of motives,
including not only self-preservation but also pride in their craft calling to serve the
public (Sharma, 1997). The limitation of control mechanisms outlined in the

mainstream of agency theory has been highlighted by the asymmetry of knowledge
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in principal-professional exchange, i.e. both monitoring and metering are highly

problematic when knowledge-intensive service products are involved.

Unlike the traditional agency relationship of owner-manager where the principal
might be proactive in seeking information to verify the agent’s behaviour, excessive
attempts by the principal to control could end up having a negative effects for both
the principal and professional agent. As Ghoshal and Moran (1996) have argued the
surveillance of one party (e.g. employee) by another (i.e. employer) can induce
feelings of anxiety and reduce productivity through a loss of motivation.
Furthermore, Frey (1993) suggested that although agency theory deems it necessary
to reduce information asymmetry by monitoring behaviour, the lack of trust implicit
in this approach can induce feelings of resentment and invoke suspicions of motives
among all involved. In particular, the lack of a professionals’ intrinsic motivation
could diminish the quality of service received by lay principals in situations where
the professionals use a great deal of discretion (i.e. when they bring an abstract body
of esoteric knowledge to bear on the specific problems). Thus, Ghoshal and Moran
(1996) suggested that excessive rational control in one situation might encourage

agents to ‘play the system’, in other important but less accessible areas.

Although the inclination to behave opportunistically might remain in professionals
who retain power by virtue of a competence gap, the behavioural assumption of self-
interest can be counterproductive in the context of the principal-professional agency
exchange (Sharma, 1997). This is because the professional relies on the notions of
altruism, trust, and self-control, derived from the view that professional work is a
calling to which those people who respond have not only an orientation to make a

living but also a desire to serve unselfishly others in need.

Unlike owner-managers, professional agents and their principals typically are
engaged actively in the joint creation (or co-production) of the service product.
Pfeffer (1992) suggested that interaction and routine consultation between these two
parties enable a sharing of information, exercises social influence, reduces

misunderstandings, and builds trust between them. For example, interaction between
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lay principals and professional agents increases trust and generates the expectation
that one will not undermine the other’s interest, even in the face of countervailing
short-term opportunities. Thus, Chiles and McMackin (1996) claimed that a high
degree of trust is likely to strengthen the presumed altruistic orientation of
professionals and further constrain their opportunistic inclination in professional

agency exchanges.

Community Control

Controlling by community can be used becasue reputation effects are believed to
extend beyond a single agent-principal exchange, and the value of human capital is
presumed to be degraded if word spreads that a particular agent has not previously
served principals in good faith. The adverse reputation of an agent in the market at
large might deter other potential principals from engaging them in exchange. Unless
an agent does not intend to remain in business beyond one transaction, or the
principal has a short memory or is of a forgiving kind, concern about reputation and
potential for future business inhibits opportunistic behaviour (Sharma, 1997). This
was evident in sporting organisations where the opportunism of players’ agents in
professional ice hockey was reduced by agent competition and concern for reputation

(Mason and Slack, 2003).

Agents who behave opportunistically are likely to affect their reputation adversely
only if their behaviour is made common knowledge, and if the public at large can
determine easily that the principals themselves were not the ones to break the
agreement whether in letter or in spirit (Williamson, 1985). However, Sharma
(1997) noted that the inability of principals to give opportunistic agents a poor
reputation is greater when the task contracted is knowledge intensive and the agents
are professionals. It is very difficult to determine whether a particular agent failed
because of opportunistic behaviour, managerial incompetence, or exogenous factors
beyond anyone’s control. This is not only because of the lack of transaction-specific
information available to outsiders, but also because of the involved nature of the task,
which few non-professionals can understand without substantial investment in

acquiring the relevant knowledge base. Moreover, as a result of presumed structural
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autonomy, the standards of professional work are defined by the professionals
themselves and usually are not amenable to evaluation by outsiders. The market for
reputation is incomplete and is an inadequate safeguard against the opportunistic

inclinations of professional agents.

Agent opportunism in exchanges involving professionals is, therefore, expected to be
curbed by the institutions and collective organizations of the professions themselves
(Noreen, 1988; Sharma, 1997). Formal associations can exercise self-regulation and
discipline members by threatening expulsion and loss of associated privileges.
Scrutiny by professional peers neutralizes the agent’s advantage of unique access to
an esoteric body of knowledge and exposes the behaviour of agents for comparison
against the work and ethical standards of their respective community of
professionals. Without any asymmetry of knowledge, the professional control of
agents is accomplished by such means as determination and enforcement of a code of
ethics, a formally organised audit of individual members, informal relations among

colleagues, and licensure.

As noted by Von Glinow (1988), although professional agents are likely to be
concerned about their reputations among lay principals, they are more loath to risk
professional sanction and acquire poor reputation among their peers. Consequently,
agents’ opportunistic inclinations are likely to be curbed by the particular
circumstances and effectiveness of internal control within their own profession rather
than by the general market for reputation and the threat of being fired by the

principals.

In practice, Noreen (1988) noted that while an ethical code could reduce
opportunistic agent behaviour, it could not be enforced by means of traditional
control mechanisms (e.g. sanctions for observed contractual breaches). Rather, the
effectiveness of controls applied by peers depends on the clarity of the code of ethics,
and standard of work, as well as on systematic and judicious enforcement of
professional rules of conduct (Noreen, 1988; Sharma, 1997). Furthermore, the threat

of harm to their general reputation is likely to influence a professional agent’s
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behaviour whenever any opportunistic behaviour can be advertised easily and when
principals have a strong reputation. Social interaction and solidarity among

principals is likely to make their claims more credible to one another.

Bureaucratic Control

In terms of bureaucratic control, restraining opportunistic inclinations is dependent
on the nature of the internal structure and systems within the professional firm
(Galbraith, 1973; Sharma, 1997; O’Donnell, 2000; Webber, 2000). Most
professionals work in large firms and answer to professional peers and super-
ordinates through the organizational hierarchy (Sharma, 1997; O’Donnell, 2000).
Professionals are considered as the ‘administrative elite’. They serve in executive or
supervisory roles have hierarchical authority and are as subject to pressures regarding
performance and corporate reputation. Internal organizational controls, when
deployed with the help of loyal professionals in management and supervisory roles,

serve to restrain the opportunistic inclinations of the professional employee.

Organisational control systems foster varying attitudes toward opportunism and risk
in a given situation because of how and with what they reward individuals (Ghoshal
and Moran, 1996; Sitkin and Pablo, 1992). The emphasis on internal process control
systems is likely to result in less opportunistic behaviour by individual professional
agents because there are standard practices against which they can be held
accountable, and are usually rewarded for following these practices in order to serve
the interests of the principal (Sharma, 1997; O’Donnell, 2000). This monitoring of
individual behaviour will normally be done via systematic internal controls or via
informal oversight by knowledgeable peers and superiors inside the professional
firm, thus it is likely that professional agents interacting with clients will not behave
opportunistically. In contrast, an emphasis on outcome control systems often results
in greater discretion for individual professionals and therefore reduces the principal’s
ability to measure the professional’s behaviour and practice against well-defined
internal standards. This reduces internal accountability and makes possible

opportunistic behaviour by less ethical professional agents.
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Client Control
Client control works by principals (as client), creating a mechanism to control the
professional agent’s opportunistic behaviour, eventhough they lack the professional

specialist knowledge.

Apart from the particular structures and systems in place within professional firms,
the relative knowledge attributes of client firms can also influence an agent’s
behaviour (Sharma, 1997). Since the principal often lacks specific knowledge
regarding the agent’s trade (needed to determine how much service is required, and
how much is actually performed), it may not be possible to design control
mechanisms and agreements in which the agent’s compensation is based on outcome
of effort. In this situation, the problem can be reduced if the principal has sufficient
knowledge, and these two ways that the principal can acquire the expertise needed to
neutralise the expert power of professional agents. First, the principal might
unbundle the given service into several parts and utilise independent specialists for
each part (Wolinsky, 1993). Second, the principal may hire, or obtain on retainer,
specialists who understand the business of the external agents (Baker and Faulkner,
1991), thus principals can lessen or even neutralize their vulnerability to agent
opportunism by internalizing specialized knowledge. Sharma (1997) noted that the
internalization of relevant knowledge in practice is an acknowledgement of the
problem arising from the asymmetry of expertise, and it is actually a solution to that

problem in the principal-professional context.

Principals can structure the exchange so as to raise the agent’s costs if opportunistic
behaviour becomes known or suspected (Sharma, 1997; Henderson et al, 2006).
Moreover, they could reduce the hazards of opportunism by demanding agents invest
in assets that are idiosyncratic to the exchange (depending on the permission of
competitive context). If while defining the task or constructing the compensation
contract, professional agents are aware that there are many competing providers of
the same services (rivals) or similar services (substitute), then they are more likely to

accommodate principals by assuming greater risk themselves. In contrast, when
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principals have only limited options, transferring risk to the agents is unlikely to

occur.

In a long-term relationship, not only would the agent minimise opportunism so as to
improve the chances of a repeat contract, but the principal would also have a greater
opportunity to observe and to assess the agent’s behaviour and truthfulness (Shapiro,
2005; Sharma, 1997; Stroth et al, 1996; Eisenhardt, 1989; Lambert, 1983).
Principals and professional agents engage in an arms-length contract, in which the
co-production attribute of exchange encourages repeat contact. This would allow
principals to make a judgement of the integrity of professionals and to build trust.
The professional agent would not have an interest in behaving opportunistically in
the relationship because if the opportunistic behaviour is suspected or revealed, all

agency business relationships with the principal could be jeopardised.

2.2.4.3.2 The use of control approaches for controlling professional agent in hotel
management contracts

Unlike a traditional agency relationship (owner-manager), where the professional
agent knows more than the principal, the potential for opportunism is increased. The
feasibility of holding the agent accountable for her or his behaviour becomes highly
limited without prior knowledge of what behaviour to expect (Eisenhardt, 1989).
Because of their distinctive characteristics, there are difficulties in controlling
professional agents, who are more powerful than principals by virtue of their
expertise, and who cannot be restrained easily via behaviour or outcome-oriented
controls (Sharma, 1997). Thus, apart from behaviour-based and outcome-based
controls, professional opportunism could be possibly restrained by a combination of
additional controls including self-control, bureaucratic control, community control,
and client control (Sharma, 1997; Logan, 2000; Turner and Muller, 2004; Mason and
Slack, 2005).

In this context, in certain situations a principal might use an agent if the principal

owns some asset but lacks the skills or technical knowledge to maximize the asset’s
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2.3 Industrial Context: The Hotel Management Contract in Action

This section will illustrate industry practice regarding HMCs, and is divided into four
sub-sections. First, the evolution of HMCs will explore the past, current, and future
uses of these. Second, the anatomy of the HMC will illustrate the keys elements of a
HMUC, including core structure/content, and key provisions. Third, the pre-contract
signing stage will focus on several key themes: the motivation for utilising HMCs,
partner selection, and the nature of the contract negotiation process. Lastly, the post-
contract signing stage will look at the roles and working relationships of the three
key parties (i.e. owner, general manager, and head/regional office of the hotel
management company), the control methods used and the on-going issues in HMC
operations. In addition, along with an exploration of previous studies, the specific
research questions used to address the secondary research problem of this study will

be developed.

2.3.1 Evolution of hotel management contracts (past, current, and future uses of
the hotel management contract)

The management contract has been a cornerstone of the hotel industry’s rapid
development over the past 20 years (Eyster, 1993). However, the key characteristics
of the HMC have changed throughout this time due to the influence of a number of
factors. This section will illustrate HMCs before and after 1990s (a decade which
marks a key stage in the evolution of HMCs) and the factors influencing the changes

which have occurred.

2.3.1.1 Hotel management contracts before the 1990s

According to Eyster (1993), the 1970s and 1980s were a period during which there
was a huge demand for new hotel construction in the US and world markets. The
number of the hotel management companies was limited and the typical owner of a

hotel property did not have much experience or knowledge of running a hotel as a
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business. The inception of the management contract (the concept of separating
ownership from operation) created an opportunity for hotel management companies
to sell their services and to expand their network and market share. Lloyd-Jones and
Rushmore (1996) noted that the majority of management contracts signed in the
USA before the 1990s involved new properties. In order to be financed, as both the
debt and equity markets placed a high degree of importance on the brand name and
management affiliation of the property, the property had to be affiliated with a major
lodging chain. Since the number of acceptable/recognised brand names was limited,
this provided the major hotel management companies with an advantage in the

negotiation process.

As a consequence of the balance of power, most of the HMCs in the early years were
written in favour of the hotel management company rather than the owner. The
general characteristic of the contract was: (1) there was no or minimal contribution
(i.e. equity or loan) and investment from the operator toward the hotel property; (2)
the operator gained full control / freedom to operate the hotel property, and there was
only loose monitoring and control by the owner; (3) the length of the contract tended
to be long with rarely any cancellation clause; and (4) the management fee was
commonly based on a basic fixed management fee. Therefore, in these
circumstances the hotel management company had minimal risk, minimal monitoring
from the owner and could generate revenue from managing each hotel property by
virtue of management fees. Consequently, the owner was the risk bearer and

occupied an entirely passive role.

As noted by Lloyd-Jones and Rushmore (1996) and Armitstead (2004), there is a
lack of operator financial involvement in traditional management contracts. Not only
has the owner developed the hotel and provided all the finance for it, but they
provided the finance for the working capital and pre-opening costs, and funded any
losses. The operator/hotel management company provided the intellectual capital,
i.e. they provided the brand name and operational management, and acted to manage
the hotel on behalf of the owner, supporting this with sales and marketing (access to

the reservation and distribution system, loyally programme, etc.). It is important to
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note that under this arrangement 100% of the risk stays with the owner, and that

normally all staff, except perhaps the GM, are the employees of the owner.

Eyster (1993) noted that contract negotiations during the 1970s and 1980s (a period
of rapid expansion) specifically delineated operators’ rights and responsibilities as
separate from those of the owner, providing the operator with the freedom to operate
the hotel without interference or significant input from the owner. The hotel owner
and the lender were thus entirely passive parties to the deal. Lloyd-Jones and
Rushmore (1996) pointed out that the operators also enjoyed a high degree of
freedom with respect to reporting and controlling issues and expense allocation. In
addition, Adams (2000) also suggested that in the early years management contract
companies did not normally look for a stockholding in the contractual arrangement,

as their input was purely operational.

In traditional hotel management contracts, the length of the contract tended to be
long and very rarely was there ever cancellation clause. The longer the length of the
contract, the more stability in managing the hotel property for the hotel management
company. Thus, at the early stage of the Hilton expansion as reported by Strand
(1996), Hilton fought hard to gain the best terms in the management contract
including the length of the contract, which extended up to 50 years, and had no
earnings test or cancellation clauses. Generally, as Lloyd-Jones and Rushmore
(1996) noted, it was common for the term of a contract to be long, and termination

provisions or performance standards were rarely evident.

The management fee was commonly based on a basic management fee. Lloyd-Jones
and Rushmore (1996) indicated that fees were largely based upon a percentage of
gross revenues. Strand (1996) stated that during the early stage of Hilton’s
expansion, they tried to negotiate for management fees at 3 to 5% of revenue, plus

10% of Gross Operating Profit (GOP).
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2.3.1.2 Factors influencing the changes in hotel management contracts

From the previous section, it can be seen that the hotel management companies
traditionally possessed a superior bargaining power in respect of contract
negotiations. However, this position has now shifted from the end of the 1980s,
owners began to obtain greater bargaining power within management contracts, and
by the early 1990s, the shifts toward owner bargaining strength had become well
established. While today, owners have a stronger position in terms of negotiation,
there are several factors which influenced this shift in the bargaining power of

owners and operators in HMC negotiation.

Today owners are more sophisticated and have access to experienced negotiators,
asset managers, and lawyers. Eyster (1997a) suggested that most of the hotel owners
have substantially increased their understanding and sophistication of hotel
operations through their own industry experience or by hiring third party or in-house
asset managers. Hotel owners are also relying increasingly on input from lenders
who themselves have expanded their knowledge of the hotel industry. The lender’s
interests are usually aligned more closely with those of the owner than the operator’s
concern. Consequently, the lender’s influence and requirements typically boost the
owner’s bargaining power in contract negotiations. In addition, as Goddard and
Standish-Wilkinson (2002) have suggested, hotel developers, owners and lenders
alike understand the hotel business much better than previously and they realize that
the quality of the agreement has a direct bearing on the saleability and value of the

hotel.

A higher degree of competition is now present among hotel management companies,
for as Goddard and Standish-Wilkinson (2002) indicated, there are now more
international-standard operators competing for fewer property management
opportunities. Eyster (1997a) also indicated that the intensity of the competition
gave the hotel owners more bargaining power as the operators scrambled to lock up
newly constructed properties. In order to expand, the operators may now be in direct

competition with other operators to reflag their properties.

120



As mentioned by Eyster (1997a), important court decisions in USA in the late 1990s
clarified the concept of agency, whereby the USA courts determined that
management contracts are agency agreements between owners (principals) and
operators (agents) and are, therefore, subject to agency law. Agency law places a
fiduciary duty on agents, which is to place the principal’s interest over their own;
precludes agents from competing with their principals; and precludes self-dealing
without full disclosure to and approval of their principal. In addition, by law, agency
agreements are revocable by the principal at will, unless the agent has ‘an interest

that runs with the property’ (Eyster, 1997a).

2.3.1.3 Hotel management contracts from the 1990s onwards

According to Lloyd-Jones and Rushmore (1996), the balance of power shifted from
the operator to the owner during the 1990s. In fact, the negotiation position of the
management company has now been eroded while that of the owner has been
enhanced. As a result, the management contract might now be perceived to primarily

serve the purpose of the owner.

The characteristics of HMCs after the 1990s changed in many ways, when compared
to the period before 1990s. Specifically, the contracts now generally favoured the
owner more than before, characterised by: (1) shorter contract terms; (2)
management fees within more emphasis on incentive fees; (3) owners more involved
in hotel operations; (4) the inclusion of a performance standard and a termination
clause in the contract; and (5) the operators contributing more in terms of equity,
loan or some other form of investment. In addition, in some cases, lenders and asset
managers are now frequently part of the contract negotiations. However, although
the owner may now have a better contract negotiation outcome, the overall business

risk still resides with them.
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The term of the contract is now shorter (Lloyd-Jones and Rushmore, 1996; Sangree
and Hathaway, 1996; Eyster, 1997a; Goddard and Standish-Wilkinson, 2002) and
shorter terms tend to benefit the hotel owner. As Eyster (1997a) noted: (1) compared
to the past, contract terms better match the noticeably shorter holding periods of
hotel real estate, which is being treated today more of as a commodity than a long
term investment; (2) the shorter terms give owners more flexibility by reflagging and
repositioning their properties in today’s changing markets; (3) with shorter contract
duration, owners decrease the extent of damages they must pay operators if they
remove operators unilaterally without cause; and (4) many owners believe that a
shorter contract duration provides on added incentive for operators to perform

(eventhough the operators often say the opposite is true).

The management fee now emphasises on incentive fees (Lloyd-Jones and Rushmore,
1996; Sangree and Hathaway, 1996; Eyster, 1997a; Jones Lang LaSalle Hotels,
2002; Goddard and Standish-Wilkinson, 2002). Jones Lang LaSalle Hotels (2002)
noted that the current trends of globalization and consolidation in the hotel
investment market are affecting the management agreement negotiation balance
between hotel owners and operators. Owners are recognizing the benefit of
providing hotel operators with adequate incentives to deliver superior profits and
results, over and above pre-agreed hurdle rates. There has been a strong trend
towards financial performance criteria, with failure to achieve a specific benchmark
resulting in possible termination of the management agreement. An operator
guarantee gives a degree of certainty of return to the owner, but it comes at a price.
These trends show that owners are increasingly willing to share profit risk with
operators. In addition, Lloyd-Jones and Rushmore (1996) suggested that the strategy
behind this structure is to align the operator with the owner’s position by exposing
the operator to a similar level of risk, related to both the operation and the capital

structure of the deal.
The owner has now got more involved in the hotel operation, for as Eyster (1993)

noted when the hotel and real estate industries crashed in the early 1990s, hotel

operating results and cash flows drastically decreased and owners and lenders
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became active in the monitoring of their properties. The involvement of the owners
and the lenders in operations has increased significantly, and this has radically
changed the way owners, operators, and lenders do business with management
contracts. Furthermore, Goddard and Standish-Wilkinson (2002) and Eyster (1997a)
noted that increasing competition among operators and the greater sophistication of
owners has resulted in owners insisting upon greater control over areas such as

budgets, spending and personnel.

Performance standards and termination clauses have now been inserted into many
management contracts. As Eyster (1997a) mentioned, most operators are willing to
accept performance standards as long as they are reasonable, flexible, and based on
agreed-upon operating projections. Armitstead (2004) noted that an increasingly
popular scenario is for an operator to provide a guarantee, whereby if a pre-agreed
level of performance is not met, then they will make up any shortfall. Again, this is
usually for a level of debt service (as opposed to a return on equity), and operators
will usually only provide cash after a stand-aside of the incentive fee. Some
operators will only provide these guarantees during the riskier (earlier) years of the
hotel while it is becoming established, while others see this as being the owner’s risk,

and will only provide guarantees from the point of stabilization.

Operators now tend to contribute more equity, loans or other forms of investment
(Eyster, 1997a; Armitstead, 2004). As mentioned by Armitstead (2004), some
management companies will participate in the share capital of the owing company, or
alternatively give loans to assist in funding the development. In some cases,
operators fund the working capital and pre-opening costs or, even the furniture,
fixtures and equipment (FF&E). However, Eyster (1997a) noted that some owners
have displayed decreasing interest in accepting such contributions, because even
though operators are willing to make equity contributions, this may create an
irrevocable agency relationship, whereby owners might have less flexibility and find

it more difficulty to making changes.
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Table 2.10: Comparison of general characteristic of hotel management contracts before and after 1990s

Issues

Before 1990s

1990s Onward

Equity, Loan or Investment Contribution

there was normally no or a minimal contribution
(equity or loan) and investment from the operator
toward the hotel property

the operators tended to contribute more on equity,
loan or other forms of investment

Length of the Contract

length of the contract tend to be long

term of the contract is shorter than before

Owner’s Input in Hotel Operations

the operator gained control / freedom to operate
the hotel property

the owner more involved in hotel operation

Management Fee Structure

management fee was commonly based on basic
management fee

the management fee has an emphasis on incentive
fees

Performance Standard

loose monitoring and controlling by owner

tight control and monitoring by owner

performance standard has been put in the contract

Cancellation / Termination Clause

there was rarely a cancellation clause

termination clause invariably has been put in the
contract
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In summary, it appears that most of the early HMCs were written in favour of the
hotel management company rather than the owner. However, at the end of the
1980s, the owners were beginning to gain greater bargaining power and from the
beginning of the 1990s, the shifts toward owner bargaining strength had become well
established. There are several factors that have influenced this shift of bargaining
power between the owners and the operators in HMC negotiation: (1) owners are
more sophisticated and have access to experienced negotiators, asset managers, and
lawyers; (2) a higher degree of competition is now present among hotel management
companies; and (3) the recent court decisions in USA regarding the applicability of
agency law to management contracts. As a result, the characteristics of the HMC
have been changed in many areas (see Table 2.10). Presently, owners have a much

stronger position in negotiation than they have held previously.

2.3.2 Anatomy of the hotel management contract

Following on from the previous section, which highlighted that the traditional
characteristics of HMC have changed, this section will illustrate the keys elements of
the HMC including the core structure/content of the contract, and the key provisions

in typical HMCs.

2.3.2.1 Core structure/content of the hotel management contract

It is common for each hotel management company to have its own standard format
for the HMC, which would be used as a template contract in any negotiations with a
property’s owner. However, although each management contract is likely to be
different from the other in the specific details, the structure will typically be the

same.

From the content analysis of a sample of HMCs (see section 3.3.1 in chapter 3), the

contract can be seen to be structured into several parts, namely: (i) a brief description
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of the hotel, which will provide such general information as site, specification of the
hotel, owner’s name, the operator’s name, etc.; (ii) the operating term/date of effect
and duration/extension of contract, which would indicate the length of the contract
including start and end dates, as well as an optional condition for contract extension;
(iii) the financial/commercial terms and conditions, whereby, types, the amount of
fee, all of the financial or loan contribution, and payment will be indicated; (iv) the
use and operation of the hotel/the management of the hotel, to identify what the hotel
management company’s obligations are; (v) the general covenants of the owner and
the hotel management company (including any particular issues which either parties
may wish to raise); (vi) successor and assignor, the conditions regarding the
assignment of the contract (to a person, whose property or right are legally
transferred), clearly identified for both parties; (vii) early termination/termination
rights, for both parties if things turn out wrong, with the condition of termination
indicated; (viii) arbitration covering the settlement of disputes should they occur; (ix)
definition of key technical terms, providing clarification to ensure both parties
understand the meaning of key technical terms (e.g. gross operating profit, gross
revenue, capital improvement), which must be clearly defined in the contract; and (x)
protections in term of exclusivity, condemnation, damage, destruction of hotel, and
force majeure, with the conditions of these terms indicated since these would effect

operations, competitiveness, and benefits for both parties.

2.3.2.2 Key provisions in the hotel management contracts

In the USA during the late 1980s and early 1990s a series of important changes,
driven by economic and legal developments, became increasingly evident in the
content of HMCs and their operation. Research undertaken by Eyster (1997b) sought
to identify the nature and scope of the changes which had taken place and to provide
an insight into likely future developments in this area. This research identified
twelve key areas/issues surrounding the use of HMCs in the USA: (1) operator equity
and loan contribution; (2) initial terms and renewals; (3) management fee and

structure; (4) operator-system-reimbursable; (5) operator performance standard; (6)
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contract termination by owner; (7) owner input in operational decision-making; (8)

financial and operational report; (9) restrictive (non-compete) covenants; (10) books
and records; (11) insurance issues; and (12) dispute-settlement mechanism. The key
areas and issues, identified by Eyster (1997b) and the other researchers, are outlined

in the section below.

Operator capital contribution can be in form of loan, equity, or exemption of
technical assistance service. Commonly, the operators tended not to contribute any
form of capital to the hotel property, because minimal investment would enable them
to save costs. However, Eyster (1997b) found that an increasing percentage of USA
operators were taking equity stakes in the ownership of a property and/or providing
loans to the property owner as part of the requirements for the award of a HMC. He
also noted that due to a number of legal cases — based upon the application of agency
law and its implications — the frequency of operators’ sliver equity (i.e. small
amounts of equity) investments would probably decline. The rationale here was that
rather than accept a small equity contribution from the operator, owners will seek the
flexibility accorded to them by the courts of maintaining a pure owner-operator
agency relationship. Only when operators make substantial equity contributions will
owners be willing to accept them. In addition, from the perspective of the owner, a
contribution on capital from the operators would show a commitment toward the

project.

With regard to initial and renewal terms, Goddard and Standish-Wilkinson (2002)
stated that an operator will argue for a longer term, based on the premise that a
company’s initial set-up costs and effort can take up to five years to recoup, and a
longer period will provide stability to the property and continuity in the market.
However, the market is currently progressively favouring shorter management
contract periods. Eyster (1997b) also found that the initial term had decreased in
comparison to recent years and that an operator’s options to renew were frequently
being tied to an explicit performance provision as agreed and detailed in the formal
contract at the outset. Typically, operators were likely to negotiate an 8-10 years

term for the initial contract with one or two 3-5 year renewals. Such renewals were
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subject to the operators achieving the negotiated performance level. Owners can
often negotiate soft commitments on the initial term by including operator
performance provisions and owner rights to terminate without cause after a
negotiated time period. For instance, a 12-year contract term might typically include
an operator-performance provision effective after the first year of operation, and

allowing an owner to terminate without cause after the fifth year of operation.

In respect of the management fee and structure, Goddard and Standish-Wilkinson
(2002) found that fees tend to be structured as a basic management fee, a basic
management fee plus an incentive fee, or an incentive fee only. Eyster (1997b) also
identified three distinct trends had emerged in the management fee structure by the
mid 1990s in the USA. First, basic-fee percentages were found to be continuing to
decline and much greater flexibility in base-fee formulas was present. This included
such provisions as graduated (stepped-up) basic-fee percentages and the
subordination of a portion of the base fee to the achievement of negotiated operating-
cash-flow levels. Second, the emphasis on the incentive-fee portion of the total
management fee payout had increased. Third, the bases for incentives fees had
shifted from being calculated on a performance level of income before fixed charges
to that of achieving a more challenging negotiated cash-flow level to service debt

payments, often to achieve a negotiated return on the owner’s equity.

Eyster (1997b) reported that median basic fees, for the chain operator managing full-
service hotels, decreased to 2.25% of gross revenues (with no operator equity
contribution) and to 2.5% of gross revenue (with operator equity contribution)
respectively. Typically, the incentive fee structure would be based upon one of the
five following calculations: (i) a percentage of operating cash flow after debt service
(CFADS) or negotiated debt-service amount; (it) a percentage of operating cash flow
after debt service and a stipulated return on equity (CFADS and ROE); (iii) a
percentage of improved income before fixed charges (improved IBFC); (iv) a
percentage of income before fixed charges with the fee subordinated to debt service,
to debt service and a stipulated return on equity (usually 8-12%); or finally, (v) a

negotiated amount of operating income cash flow. In addition, some owners had

128






When new management contracts are being negotiated, the termination provision is
often the most crucial. Lloyd-Jones and Rushmore (1996) said that termination
provisions set forth the circumstances, in which a management contract may be
cancelled, by either the owner or the operator. The frequency of provisions for
contract termination by owner without cause, termination on sale, and termination on
foreclosure has steadily increased in recent years. Eyster (1997b) found that in the
case of the chain operators, no contracts existed that provided for the owner to
remove the operator without cause at any time. Some 23% of contracts had
provisions which permitted the owner to terminate the operator after a predetermined
number of years. The termination fees typically were negotiated as a multiple of the
most recent 12-month management fee. This multiple, depending on the length of
the contract’s term, ranged from 2 to 4 times the management fee. This multiple

normally fell as the period of unexpired contract decreased.

Two specific areas where owners are likely to seek effective termination provisions
concern the sale or foreclosure of a property. Termination-on-sale provisions have
increased in frequency as holding periods have decreased. In these provisions,
operators usually received some protection or compensation if an owner sold. The
presence of termination-on-foreclosure provisions in most contracts is due primarily
to lenders requiring flexibility when foreclosing on hotel properties. Termination
fees for operators, when they existed, were usually at lower multiples than those

found in termination-on-sale provisions.

With reference to the extent of operator independence and owner control, both Eyster
(1997b) and Goddard and Standish-Wilkinson (2002) found that the owners appeared
to have gained substantial input in two major areas of operational decision making,
which are budgeting and personnel. In the case of budgeting, owners were found to
have become increasingly active in the entire budgeting process than hitherto.
Increasingly, owners had negotiated contracts giving them the right to provide input
and to ‘sign-off> annual operating budgets. Additionally, owners frequently

demanded the right of approval on competitive bids concerning all reserve-for-
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replacement/capital expenditure requests and cost-benefit analyses on major

expenditures over a negotiated amount.

On the issue of personnel, owners were found to have gained considerable input into
the selection of the hotel’s general manager and members of the executive staff i.e.
the financial controller and department heads. Most of the more recent contracts
examined by Eyster (1997b) were found to provide for owner input in the selection
process, with this participation ranging from an owner’s right to interview and to
provide input on candidates, through to having the right to approve or disapprove of

specific candidates submitted by the operator.

The standards of financial and operational reporting were found by Eyster (1997b) to
be defined more specifically in the more recently negotiated management contracts
in two specific areas: formal written reports and owner-operator meetings. In the
case of formal written reports, annual budgets with detailed monthly revenue,
expense, and cash-flow projections were additionally required to include the
operator’s detailed market plan underlying the budget projections. This was required
to be submitted with the budget for the owner’s input and approval. In the case of
monthly financial documentation, operators were required to provide a full operating
statement with supporting schedules and a management report providing variance
analysis, a critique of the month’s performance, and a summary of the upcoming
month’s management plan to achieve projections, and franchise or affiliation

inspection report.

Annual financial statements were usually audited by either the operator’s
independent accounting firm or by a firm chosen jointly by the owner and the
operator. The cost of the audit would normally be attributed to operating costs. With
regard to owner-operator meetings, contracts typically required either monthly or
quarterly meetings in which owners and operators reviewed the property’s just-
completed performance, booking schedules and sales and marketing action plan for
the upcoming period, budget and cash-flow revision, and status reports on ongoing

capital projects.
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Concerning the issue of restrictive covenants, Eyster (1997b) suggested that it is
important to note that every contract’s non-competition provisions must be viewed
on a case-by-case basis, since different property types operated by the same chain
might compete directly in some situations but in others can be beneficial and highly
complementary. Any restrictions in USA contracts would be expected to address the
definition of a restricted area, specific types of properties that the operator can add
within the area, conditions for adding similar properties within the area, and a ‘burn-
off” timetable (that is, a schedule for decreasing the non-competition area in steps

over a defined period of time).

USA owners increasingly insist that books and records be specifically defined in the
contract (Eyster, 1997b). This would include the financial statement of the hotel,
detailed invoices of all hotel expenses including all charges the operator makes to the
property (i.e. payroll of hotel employee, system-reimbursable expense schedules for
marketing, sales, reservations, accounting, training, and administrative functions, and
replacement and capital-expenditure items), and all other reports generated at the
property level (i.e. individual and group guest-history and sales files, ageing of
accounts receivable, internal audit reports, health and safety, and franchise- or

affiliation-inspection report).

The insurance costs associated with employment and businesses generally began to
rise in the late 1980s and through the 1990s, with the result that insurance issues are
now a major area of costs that must be addressed in contract negotiations. Eyster
(1997b) found that insurance issues focused primarily on selecting an insurance
carrier and employment-related insurance. Most operators were self-insured and
wanted to be the insurance carrier for the hotel. Owners reported that insurance
premiums required by the operators can be high and that it is highly desirable to
obtain annual competitive bids from their operators and other carriers. Where an
operator desired the right to include or exclude properties in its coverage, Eyster
(1997b) advised owners to insist on the option to decide whether it will use the

operator’s insurance if offered.
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Jones Lang LaSalle Hotels and Baker & McKenzie (2001) found that the majority of
HMCs allowed alternative dispute resolution. Eyster (1997b) found that in most of
the more recently negotiated contracts examined there was an explicit dispute-
settlement mechanism specified. One typical mechanism was an owner-operator
policy committee that attempted to settle disagreements that were not resolved in the
regular reporting meetings. The committee usually consisted of three top-level
owner representatives and three top-level operator representatives who reviewed
issues and attempt to resolve them within a specified time period, usually 15 to 30
days. Where a committee did not reach a mutually acceptable solution, the dispute
was sent to arbitration. Arbitration provisions were included most of contracts
examined by Eyster (1997b). The arbitration provision in these contracts addressed
three basic issues: (i) what method is to be used for selecting the arbitrator or
arbitration panel; (ii) provisions concerning what can be submitted to arbitration; (iii)
the process available to parties for presenting their position in relation to a

recognized issue.

In summary, the key areas and issues identified by Eyster (1997b) and the other
researchers are outlined above. Given that the HMC is widely used as a dominant
business model in the Thai hotel industry, developing an understanding of the issues
associated with their use is of great importance. In particular, the extent to which
these issues correspond to those outlined above. This is the basis for the Research

Question 3, namely:

Research Question 3: What are the key areas and issues addressed in hotel

management contract documents?

2.3.3 Pre-contract signing
In this section, a couple of key issues in the pre-contract signing period will be

identified, such as the motivation for using a HMCs of both owners and hotel

management companies, partner selection by owners and hotel management
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Table 2.11: Strategic motives for international strategic alliances (ISAs) formation

Theoretical perspective

Main elements of strategic motives

Key references

Mainstream economics
Transaction cost paradigm
Resource based view of the
firm

To spread investment cost and risk

To enable diversification of product or services
To enable faster entry to the market

To establish presence in the market

To share R&D costs

To enable faster payback on investment

Contractor and Lorange (1988)
Porter and Fuller (1986)

Mariti and Smiley (1983)
Harrigan (1985)

Balakrishnan and Kaza (1993)
(Hennart (1988); Hennart and
Reddy (1997)

Mainstream economics

To transfer production to low cost market
To obtain raw materials or natural resources
To reap the benefits of economy of scale

Mariti and Smiley (1983)
Contractor and Lorange (1988)

Organisation learning
Transaction cost paradigm

To facilitate organisational learning

To access to partner’s knowledge of local market
conditions

To facilitate exchange of complementary
technology

Kogut (1988); Hamel (1991)
Contractor and Lorange (1988)

Strategic positioning approach
Mainstream economics

To effectively compete with existing competitors

To maintain competitive position in existing
market

To cooperate with existing or potential
competitor to reduce competition

Harrigan (1985)
Porter and Fuller (1986)

Contractor and Lorange (1988)
Glaister and Buckley (1996)

Strategic positioning approach
Resource based view of the
firm

To facilitate international expansion

(e.g. cost savings or rent generations by
capitalising on the combined resources and
skills of partners)

Contractor and Lorange (1988)
Glaister and Buckley (1996)

Institutional theory

To accommodate host government policy

(e.g. ownership, industry, and export
requirements, local content levels, tax
holidays)

Hood and Young (1979); Killing
(1983); Contractor and Lorange
(1988)

Gomes-Casseres (1989); Beamish
(1993)

Source: Dong and Glaister (2006)

2.3.3.1.2 Motivation of the owner

Hospitality properties are generally high-value, capital-intensive assets that require

concentrated management in order to generate adequate returns on the capital

employed (Hasst, 2000). To achieve this outcome, generally the investor (as owner),

must finance and develop a product at a reasonable cost that meets market needs.

Then they must maximize revenue and profit from the investment by ensuring that

the property is effectively marketed, efficiently operated and that adequate capital is

reinvested in the product to maintain its competitive position. Although the hotel

property is a capital intensive asset and needs hotel management expertise to operate

the property, investors continue to investing in hotel property as they seek to enjoy

both economic and non-economic benefits.
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In terms of economic benefit, after developing the hotel property, the owner could
enjoy economic benefits by generating cash from the hotel operation and, potentially,
from the selling of the asset. Lloyd-Jones and Rushmore (1996) suggested that
hotels were viewed as excellent investment opportunities providing revenue in two
forms, namely profits from the ultimate sale of the asset, and on-going cash flow

from their operation.

However, a hotel property could be viewed as prestigious real estate and owners tend
to enjoy the non-economic benefit rather than fully enjoy the economic benefit,
particularly in the case of Asian investors (Mattila, 1997). For two reasons this type
of investor continues to invest heavily in hotel projects (despite their relatively low
yields) when compared to other types of real estate investments. Firstly, investors in
Southeast Asia are still interested in the perceived property value of hotel
investments over and above their strict business value (although this emphasis on
new asset values is likely to change over time). Secondly, the region’s hotel market
benefits from excess liquidity. Hotel investments are often viewed as more
prestigious than investments in other types of real estate. Such non-economic
benefits may drive up prices for hotels and make it possible to accept relatively low
yields in comparison to other real estate opportunities or investments in other global

markets.

There is frequently a need to seek input from a hotel management company in order
to achieve a positive result from the investment as not all investors have the capacity
and experience to run their hotel property. Dunning (1981) suggested that in some
cases, particularly in newer tourism markets, the owner of the hotel may have little
knowledge of hotel operations. Also, as Adams (2000) mentioned, many new hotel
properties were constructed during the property boom of the 1990s, which were
financed by owners with little operations experience. These groups of owners, who
do not have a strong knowledge of running a hotel, typically seek to employ a
professional hotel management company to operate the hotel on their behalf.
Therefore, hotel management companies have taken the opportunity to offer their

expertise in running hotel properties to such owners.
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In addition, some owners, who may have enough capability and experience to
operate the hotel property by themselves, still employ a hotel management company
to manage the hotel for them. For as Litteljohn (2003) suggested such owners may
expect that the operator will be able to run the operation more effectively than they
could themselves. This is often the case in situations where a particular brand will

be franchised alongside a management contract arrangement.

2.3.3.1.3 Motivation of the hotel management company

For the hotel management company, there are several factors which motivate them to
use HMCs as their business model. Competition within the international hotel
industry involves the placement of its units in significant and appropriate locations,
therefore, size and coverage of the network is crucial. Research by Contractor and
Kundu (1998b) suggested that in the hotel business, high equity and control modes
are not always feasible, nor desirable for large global operations. Consequently, to
be a global player, hotel firms will frequently place considerable reliance on non-
equity partners and franchisees. A network of franchisees and operating hotels under
management contracts can enable global chains to capture some of the vital
economies necessary for competitive international operations. In addition, as
Dunning (1981) mentioned, it might be that the hotel management company is
unwilling to invest in the ownership of the hotel for a number of reasons, it might (i)
regard itself as having little expertise or interest in property development; (ii) regard
ownership as a high risk venture; or (iii) consider its growth would be constrained by

the need to borrow large sums of capital.

In relation to the above, operating under a HMC can enable the hotel company to
make attractive profits without a capital outlay, while at the same time, minimizing
the perceived risk (Goddard and Standish-Wilkinson, 2002). Having a higher
number of units would strengthen the company’s competitive advantage as this

would enable the hotel management company to economically utilise its facilities
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and infrastructures (such as brand development, reservation system and network,
human resources, and other centralised elements). The hotel management company
could receive compensation for the use of and access to these facilities and
infrastructures from each unit. Accordingly, the main motivation for a hotel
management company in utilising HMCs would be to gain a management fee as
compensation for them utilising their hotel management know-how with minimal

associated risk.

Combining a management contract and franchise — in addition to supporting
international brand development — also allows a higher level of control and thus
alleviates some of the typical concerns with regards to maintaining quality levels in
overseas markets (Gannon and Johnson, 1997). In terms of the transfer of
organisational competence and quality competence, implementing a HMC would be
considered to be more effective than a franchise. Research by Dev et al. (2002)
provided strong support for the capabilities-based view that irreproducible
capabilities, like organizational competence and quality competence, cannot be
transferred effectively through franchising. The difficulty of reproducing
competencies not only protects a firm from its competitors, but also thwarts its
efforts to transfer the needed capabilities to associates and collaborators in the host
market, forcing it to employ such mechanisms as management contracts. In addition,
if irreproducible competencies are important for a brand’s establishment and

survival, it is imperative that the firm expand using management contracts.

In a market where there exists a strong demand for hotel management services, using
a HMC might be an attractive choice. Dev et al (2002) suggested that management
contracts become increasingly attractive the greater the availability of reliable
investment partners in the host market, and are also more attractive for large firms
and for those that construct large hotel properties. In some cases, the regulations
with regard to the foreign direct investment, especially in some countries in the
Middle-East, can obstruct the hotel management company from expansion using the
direct ownership mode. Goddard and Standish-Wilkinson (2002) suggested that

management contracts have been preferred in countries where direct land and
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property ownership by foreign companies or nationals is not allowed, but where

foreign business participation is sanctioned.

In summary, HMC:s are essentially a form of strategic alliance. The owner and the
hotel company have their own motivations for using HMCs and those motivations
tend to be different. In situations where the owners are considered as a local partner
and hotel companies are considered as foreign firms entering other countries, the
motivation of an owner and a hotel company in relation to HMCs could possibly be
linked to the ISA literature on the strategic motives of local partners and foreign
firms in developing strategic alliance. In relation to this, Research Question 4 is

stated below:

Research Question 4: What are the motivations of (a) owners and (b) foreign hotel

management companies for using hotel management contracts?

2.3.3.2 Partner selection in hotel management contracts

With the right partner, both the owner and the hotel management company might
accomplish their goals by using HMCs. In order to select the right partner, the
partner selection criteria might be important. This section will illustrate the partner
selection criteria of owners and hotel management companies. Initially, in relation
to the strategic alliance literature, a typology of partner selection in strategic alliances

will be introduced.

2.3.3.2.1 Typology of partner selection in strategic alliances

According to Geringer’s (1988, 1991) typology of partner selection concerning
strategic alliances, there are two types of criteria used, ‘task related’ and ‘partner
related’. In simple terms the ‘task related’ criteria refers to the know-how and
resources required by the partner to achieve the desired outcome (i.e. functional

performance including patents, technical knowledge, experience of management,
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access to marketing and distribution system, financial resources). This tends to be an
objective criteria as the appropriateness of the partner might be determined by their
ability to supply the resources and capabilities which another party lacks. However,
‘partner related’ criteria is more concerned with the overall efficacy of the inter-
organizational relationship (i.e. social performance including past association
between partners, compatibility between the partner’s management team, the national
or corporate culture of the partners, and a partner’s organisational size or structure).
This kind of criteria tends to be subjective as it concerns how the partners can work
together effectively (Arino et al., 1997), and focuses on achieving organisation fit
(Luo, 1998). Therefore, in a situation where a number of firms could qualify to be
the partner, the consideration on how well the chosen firm fits to the focal firm might

be the key question.

Previous research is ambiguous as to the relative importance of each of these sets of
factors. In some studies the importance of task related criteria has been found to be
dominant (e.g. Arino et al., 1997) while others have found partner related criteria to

be of more importance overall (e.g. Luo, 2002; Al-Kalifa and Peterson, 1999).

However, as suggested much earlier by Tomlinson (1970), the importance of the
criteria in any given situation is likely to be a reflection of the specific contexts
pertaining, for example, to the cultural/national context, the industry/sector context
(Dong and Glaister, 2006) and even the organisational context (Al-Kalifa and
Peterson, 1999). To add yet more complexity there is something of an overlap
between the two sets of criteria which in turn appears to be linked to contextual

variables (Dong and Glaister, 2006).

2.3.3.2.2 Partner selection of the hotel owner and the hotel management company
For the owner, the selection of the right management company for a particular hotel

is one of the most important decisions to be made when using HMCs. Brand-name

companies will not be selected unless they can perform to the satisfaction of hotel
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owners and lenders, as the real issue is having the right personnel to make money at

the property (Rainford, 1994).

When selecting a company to operate the property, research by Rainford (1994)
suggested that owners and/or asset managers are interested in (i) the management
company’s ability to perform by looking at past performance as determined by
previous contracts with the owner’s firm, and/or past performance as determined by
actual management results for other clients; (ii) the management company’s
reputation for integrity; (iii) accessibility of senior management to the owner or
owner’s representative; (iv) marketing strength of the management company’s
corporate staff as measured by those staff members’ experience in hotel marketing;
(v) recommendations from other knowledgeable owners. Furthermore, image,
location of corporate offices, a reputation as safe and proven, willingness to take an
equity position, and financial strength and size, based on number of properties
operated, were deemed to be less important criteria. In some cases, the management
company’s willingness to reduce fixed fees and tie a portion of its fees to
performance is viewed as a critical indicator of the company’s commitment to

performance (Trice, 1992).

There is no previous research concerning how the hotel management company
selects its partners. However, based upon what is known about the motivation of
hotel management companies, we can speculate that key criteria could possibly
include location and specification of the hotel, profile of the owner, possibility of
management fee/revenue gained, minimisation of the financial investment, and the

market coverage provided.

From the different motivations of the owner and the hotel management company, it
is possible to identify the likely criteria of each party in selecting its business partner
(see Table 2.12). After selecting the appropriate partner, the hotel management

contract relationship can be used to the mutual benefit of both parties.
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Table 2.12: Comparison of key partner selection criteria between the owner and the
hotel management company

Owner Hotel Management Company

» The management company’s ability to perform by | » Profile of the owner (kind of business, business

looking at past performance. track record)
» The management company’s reputation for » Location of the hotel

integrity » Specification of the hotel (number of room, age,
» Accessibility of senior management to the owner design, construction, etc.)

or owner’s representative » Possibility of management fee/revenue gained
» Marketing strength of the management company » None or minimal financial investment required
» Recommendations from other knowledgeable » Market coverage

OWNeErs

Source: based on Rainford (1994) and Trice (1992)

In summary, although within the context of HMCs, Geringer’s typology does not
appear to have been explicitly applied in previous research, the presence of both
task-related and partner-related criteria does appear (without the specific distinction).
Selecting the right partner would enable both the owner and the hotel management
company to accomplish their objectives under a HMC. Since, in relation to this, the

partner selection criteria will be crucial, Research Question 5 is as stated below:

Research Question 5: What are the partner selection criteria of (a) owners and (b)

the foreign hotel companies when using hotel management contracts?

2.3.3.3 Negotiation of the hotel management contract

As a consequence of holding different motivations, the hotel owner and the hotel
management company might have different interests in the contract. Because of this
the negotiation process is crucial as it allows both parties to address their conflicts of
interest. Without successful negotiation there would be no signing of the HMC.

This section will provide an overview of the main concerns of both the owner and the

hotel management company and the nature and process of the HMC negotiation.
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2.3.3.3.1 Main concerns of the hotel owner and the hotel management company in

the contract negotiation

By the very nature of HMCs, owners and operators commonly have their own

specific objectives for working together (see Table 2.13). These objectives often

coincide but sometimes conflict. Resulting in both parties having different concerns

in the management contract, consequently this influences and can be related to the

provisions of the contract.

Table 2.13: Concerns of the hotel owner and the hotel management company in the
negotiation of hotel management contracts

Hotel Owner

Hotel Management Company

Financial issue, this includes annual operating
cash-flow return, annual budget (revenue and
expense), capital appreciation, control of cost
(management fees, reimbursable expenses, and

other fees).

Financial issue, this includes compensation
(such as management fees, reimbursable
expenses, payment terms, termination fees),
financial exposure (loan/equity
contribution, owner’s ability to fund,

performance guarantees).

2. Influence over the hotel operation, such as the Brand strengthening and protection, such as
selection of key hotel executives (i.e. General market presence and share, control of hotel
Manager, Financial Controller), competitive hotel operation and management, quality of
(quality and concept of product, marketing), property.
approval of certain project or contract.

3. Remedies in the event of underperformance, such Stability in managing, this includes contract
as stand-aside of fees, guarantees, right to terms and termination,
terminate.

4. Flexibility to sell or refinance the hotel asset.

Source: based on Eyster (1993) and Schlup (2004)

Property owners would, naturally, bear more of the risk in the business model of

HMCs, therefore they have a direct reason for wanting the hotel to operate at a profit.

Their primary objectives would be the long-term success of the hotel and the

appreciation of the hotel real’s estate. According to Schlup (2004) and Eyster

(1993), there are four main concerns that owners commonly have with regard to the

HMC: (1) financial issues, including annual operating cash-flow return, annual

budget (revenue and expense), capital appreciation, control of cost (management
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fees, reimbursable expenses, and other fees); (ii) influence over hotel operations,
such as the selection of key hotel executives (e.g. General Manager, Financial
Controller), competitive hotel (quality and concept of product, marketing), approval
of certain project or contract; (iii) remedies in the event of underperformance, such
as stand-aside of fees, guarantees, right to terminate; (iv) flexibility to sell or

refinance the hotel asset.

The hotel management company would primarily focus on the presence of the brand
(especially at high potential locations), gaining and sustaining management fees,
maintaining quality of the brand, and minimising investment. According to Schlup
(2004) and Eyster (1993), there are three main concerns which the hotel company
would have with regard to the HMC: (i) financial issues, these include compensation
(such as management fees, reimbursable expenses, payment terms, termination fees),
and financial exposure (loan/equity contribution, owner’s ability to fund,
performance guarantees); (ii) brand strengthening and protection, (such as market
presence and share, control of hotel operations and management, and quality of
property); and (iii) stability in managing hotel, including contract terms and

termination,

2.3.3.3.2 Nature and process of the hotel management contract negotiation

As a consequence of the different concerns of both owner and operator, there is no
best contract that can be used as a template for all hotel properties. In an attempt to
satisfy both parties and through the process and outcome of negotiation each contract

would be unique.

According to Eyster (1997b), prior to beginning negotiations, the owner and the
operator must develop a mutually agreed-upon set of long-term operating projections
for the hotel based on a market analysis and the expected turn-key project cost of the
hotel. This process takes time to complete, but the discussion, deliberation, and

negotiation of these operating revenues and expenses, and of the assumptions
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underlying the projections, should act to create a balanced set of expectations for
each party of what revenues the hotel may produce given the investment. Thus the
owner and operator should begin negotiations already knowing the necessary
investment (given project cost) and the best-guess annual operating cash flows (both
positive and negative). With these expectations, owner, operator, and lender can
negotiate who will contribute what to fund the investment and how the operating
cash-flows will be distributed to meet the requirements of each: the owner (return on
equity), operator (basic and incentive management fee), and lender (debt service).

These expectations directly affect the management contract provisions.

The interplay of bargaining power held by the owner and the operator directly
influences the negotiated outcomes of contract provisions (Eyster, 1997b). Trade
offs may need to be made by each party during the negotiation process, i.e. in
accepting a fallback outcome in one provision to gain a desired outcome in another.
For example, a lower basic management fee in exchange for a longer contract term, a
lower incentive-fee percentage traded for a higher percentage of cash-flow further
down the cash-flow payout schedule, or tighter operator-performance hurdles for
more flexible tests for unfavourable economic conditions, and other, non-economic
factors particular to the project (e.g. image, market share, location, personal ego,
limitation of competition within the market). As such, each contract’s set of
negotiated provisions reflects its own distinctive conditions and should not be used
as a template for other contracts. However, although bargaining power may be a
crucial factor in influencing the result of the contract negotiation, the previous

studies shed little or no light on the determinants of bargaining power.

HMC:s that favour one party excessively will inevitably lead to conflicts that often
escalate into costly legal disputes or result in early termination (Schlup, 2004).
Consequently, in the long run only a balanced management contract can be in the
best interests of both the owner and the operator. There is no standard form of well-
balanced management contract that properly addresses the concerns of both parties in
every case. The best approach to a balanced agreement is for each party to try to

understand the main concerns of the other. Only if the owner and the operator are
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aware of the issues on which the other side cannot compromise is it possible to arrive
at a mutually beneficial contract. In addition, the shoe is clearly on the other foot
from the distant owners no longer anxiously seek out the expertise of a management
company, as they did previously (Strand, 1996). Reasonable solutions exist to most
conflicts if both sides remain flexible. There is no certain answer to the question of
the most appropriate balance of risk between owners and managers. Every business
decision is right or wrong only at a particular moment, and when the situation

changes, decisions will need to be changed accordingly.

In relation to the management contract the differing objectives and interests of both
the owner and the operator have a significant link to the prospected contract
provisions, because these enable both parties to view and to consider each provision
differently. Therefore, during the negotiation process, the bargaining power of each
party would influence the selection of the provision to be put in the contract and the
negotiation of the details of each provision. Alternatively, the final contract will
reflect which party, if any, has the greater bargaining power with respect to the

particular property.

In summary, the contract negotiation is another important step for both the owner
and the hotel management company before signing of the contract take place. This is
because each party might have different concerns relating to the contract, and
without mutual agreement there will be no signing. Moreover, the result of the
negotiation would also be influenced by the interplay of bargaining power held by
both parties. This might imply that through the process of negotiation, each HMC

might be unique. In relation to this, Research Question 6 is stated below:

Research Question 6: What are the key issues associated with, and the nature of,

hotel management contracts negotiation?
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hotel operation such as training human resources, sales and marketing, information
and technology (IT), etc. The head/regional office will monitor the business
performance and examine the quality and standard issues for each hotel unit.
Furthermore, the head/regional office will liaise with the owner on matters of

importance or should something go wrong.

The hotel general manager (GM) is the person responsible for running and managing
the hotel on behalf of the hotel management company and the owner, in order to
meet the objectives of both parties. The GM needs to ensure that the hotel has a
positive business result, operate smoothly and that the product meets the required
brand standard and quality. The GM is possibly the key person in the success of the
hotel.

2.3.4.1.2 Nature of working relationship among the three parties

The HMC separates the ownership and the operation of the hotel property. As
mentioned by Eyster (1988a), owners are commonly interested only in the business
performance/financial result. However, in some cases, depending on the nature of
the owner, they are also interested in, monitor and possibly get involved in the
operations and management of their hotel property. Of course, this is likely to affect
the relationship between the owner-operator identified in the HMC as well as the

nature of the working relationship among the three parties.

Eyster (1988a) illustrated the relationship of the three decision-making parties in the
HMC (see Figure 2.10), where there is little or no ownership involvement in
operations. The distance among the three parties and the width of the connecting
links show the relative degree of influence or control in each relationship. Two of the
parties, the GM and the hotel company’s office are shown close to each other and
connected by a wide link, where the relationship is characterised by strong influence

or control. A weak influence or control in the relationship between the owner and
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Regarding the provision of operator performance standards, the achievement of the
agreed level of revenue budget or gross operating profit is the most common criteria
(Goddard and Standish-Wilkinson, 2002). Indeed, the performance of the operator
might be tied to a provision concerning contract termination. Under such a
provision, without achievement of the agreed revenue budget or gross operating
profit for a specific period, the hotel owner has the right to terminate the operator.
Therefore, this provision works to align the interests of the operator with those of the

owner’s.

With respect to the provision of financial and operational reports, Eyster (1997b)
noted that the operator might produce formal written reports showing monthly
financial and operational results. Under this provision, meetings with the owner will
be specified to take place periodically (depending on the agreement), enabling the

owners to monitor the performance of the operator and to discuss any relevant issues.

In the provision concerning management fees and structure, the contract tends to
emphasise the proportion of incentive fees (Eyster, 1997b; Goddard and Standish-
Wilkinson, 2002). This provision would influence the behaviour of the operator as
well as the achievement of the expected outcome because the performance of the
operator would determine the level of management fees. In other words, the higher
the level of gross operating profit the operator made, the higher the amount of

management fees to be gained.

In terms of the provision regarding owner input in operational decision-making, this
determines the level of owner involvement in the process of approving the annual
budget, and the selection of key hotel executives (Eyster, 1997b; Goddard and
Standish-Wilkinson, 2002). Therefore, there is an opportunity for the owner to not
only provide input or to have a final say in some key decision making, but also to

formally monitor what is happening in the operation.

Concerning the restrictive covenants provision, Eyster (1997b) suggested that it is

important to note that every contract’s non-competition provisions must be viewed
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on a case-by-case basis, since different property types operated by the same chain
might compete directly in some situations, but in others be beneficial and highly
complementary. Restrictions are identified in most contracts, including the
definition of a restricted area, specific types of properties that the operator can add
within the area, and conditions for adding similar properties within the area. This
provision allows the hotel owners not only to monitor the behaviour of the operator
in strengthening the network for its benefit but also to avoid the negative effect of
unnecessary internal competition, so that maximum revenue/profit from the hotel

operation would be gained.

Regarding the provision of books and records, this is specifically defined in the
HMC (Eyster, 1997b). Thus, the owners could get access to the books and records
including the financial statements of the hotel, detailed invoices of all hotel expenses
including all charges the operator makes to the property (i.e. payroll of hotel
employee, replacement and capital expenditure items), and all other reports
generated at the property level (i.e. ageing of accounts receivable, internal audit
reports). Accordingly, this provision allows the owners to search for more details if

they suspect inappropriate behaviour on the part of the operator.

In the relationship between the hotel owner and the hotel management company in
the HMC, it is crucial that the hotel owners are able to control their operator so that
they work in the owners’ interests rather than in the operators’ interest. Since hotel
owners are more sophisticated, then apart from the control mechanisms in the
contract, there might be potentially more control methods being used in the on-going

operation. In relation to this, Research Question 8 is developed below:

Research Question 8: What control methods are used in the operation of hotel

management contracts?
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2.3.4.3 On-going issues in the operation of hotel management contracts

According to Lloyd-Jones and Rushmore (1996), the balance of power has now
shifted from the operator to the owner. In the USA especially, the negotiation
position of the hotel management company has been eroded while that of the owners
has been enhanced. As a result, the management contract, it is argued, now primarily
serves the purpose of the owner. However, despite this, the business risk is still

heavily skewed towards the owner.

There is evidence that there is now a higher degree of involvement of owners in the
hotel operation, especially in budgeting, and personnel. Eyster (1993, 1997a)
mentioned that the owners’ involvement in operations has increased significantly,
and that they had become more active in the monitoring of their properties. Owners
had begun influencing hotel operating policies; operating, replacement, and capital
improvement budget; and the selection of hotel management personnel. Similarly,
Goddard and Standish-Wilkinson (2002) found that owners in the Middle East
expected to continue increasing their control in the operations of their hotels, in areas
such as budget, spending, and personnel, due possibly to increasing competition from

among other operators and the greater sophistication of the owners.

With regards to budgeting, this would be a key issue, for as Goddard and Standish-
Wilkinson (2002) noted, the approval of the annual budget and business plan is the
single most important activity for an owner. It is the primary framework from which
a number of matters will be determined i.e. the gross operating profit for the year, the
operator’s exposure to stand asides (i.e. basic management fee), the estimated
incentive fees which will be payable to the operator, the performance of the operator
for the purpose of any termination clause for non-performance, and the amount of
money which will be spent on capital improvements. They also suggested that there
are two main annual budgets, i.e. the operating budget and the capital improvement
budget. In preparing annual budget, operators will often ‘low-ball’ (low estimation)
the annual budget, where there are termination provisions for non-performance, stand

asides and guarantees, in order to give them a cushion. Conversely, the owners will
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often seek to increase the budgeted level of profit. There is an indication that the
owners have increasingly greater control in the setting and approval of these budgets
and business plans. In addition, there is a trend in owners retaining the right to

approve expenditure on capital improvements, especially on large expenditure items.

Rainsford (1994) found that owners wanted to be active participants in the
preparation of the annual business plan, which they want to be comprehensive.
Specifically, there were several important items that owners expect to be contained in
the annual business plan, which are a 12-month projected cash flow statement, a
market analysis summary, the past year’s projection and actual results, overall

present year budget, and capital project summary.

It is crucial for the hotel owner and the hotel management company to be aware of
the issues which might arise during the operation of the HMC. The previous studies
on the on-going issues in the operation of HMC are very limited, and in fact the issue
of budgeting is the only issue highlighted in these previous studies. As the owners’
involvement in operations has now increased significantly, there might be potentially
more issues arising during the contract operation. Therefore, Research Question 9 is

developed below:

Research Question 9: What are the on-going issues in the operation of hotel

management contracts?

2.4 Conclusion

In conclusion, an extensive literature review has been illustrated in terms of the
strategic context, theoretical context, and industrial context and a total of nine
research questions have been developed. This thesis is summarised in terms of its

key components in the framework shown in Figure 2.12.

Regarding the strategic context, when there is an opportunity for the hotel company

to internationalise, the correct choice of entry mode would be crucial for the
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company’s strategy. In the international hotel industry competition, placing the hotel
properties in the most appropriate location and expanding the network are significant
to competitive position. However, international hotels are a capital intensive
business, and apart from investing and working alone, a strategic alliance might be a
viable alternative for a hotel company. With a partner/alliances, the hotel company
might be free from limitations and have the opportunity to strengthen and expand its
network through various business models in the form of equity alliances (i.e.
majority, 50-50 or minority joint venture); and non-equity alliances (i.e. franchising,

consortia or management contract).

With less interest in investing for ownership, the hotel companies can now focus
more on property management in return for management fees. Meanwhile, the hotel
owner (as a local partner) might make a hotel investment without having the requisite
management ability. By its very nature, a hotel is a capital-intensive business and it
needs a specific level of expertise to take care of the investment in order to achieve a
positive business performance. This creates the need for professional hotel
management services. In this situation, a strategic alliance in the form of the HMC is
commonly used. However, as Chathoth and Olsen (2003) suggested, although both
parties combine specialised assets/resources, it does not resemble a true collaborative

alliance contract due to the imbalance of risk sharing.

In the theoretical context, a number of theories are used to justify and to analyse
cooperative/alliance strategy. These include market-power theory (MPT), resource
based theory (RBT), transaction cost economics (TCE), and agency theory.
However, none of these is sufficient to explain cooperative/alliance strategy in its
entirety (Child et al, 2005). The overview of each theory clearly shows that TCE,
MPT and RBT are mainly concerned with the strategic motive in the establishment
of any form of cooperative relationship, while agency theory is mainly concerned
with controlling or managing the co-operative relationship and is the primary

concern of this thesis.
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In the theoretical context of agency theory, regarding the nature of the agency
relationship, agency theorists have recognised that separation of ownership and
control (common in most corporations), creates conflicts of interest between a firm’s
managers and shareholders. These conflicts arise because managers have the
opportunity to use the resources of the firm in ways that benefit themselves
personally but which decrease the wealth of the firm’s shareholders. As noted
earlier, previous research on agency theory focused on the owner-manager as a
principal-agent relationship (Jensen and Meckling, 1976; Eisenhardt, 1989; Barney et
al., 1996; Scott, 1998; Fosberg, and Rosenberg, 2003; Mason and Slack, 2005;
Shapiro, 2005). However, in situations where agents know more than the principal,
the potential for opportunism is increased. This is normally the case where
professional service organisations are hired by organisations and given limited
decision making (Mill, 1990; Sharma, 1997; Webber, 2000). As is often the case in
the context of HMCs, a principal might use an agent if the principal owns some asset
but lacks the skills or technical knowledge to maximize the asset’s value. Thus,
there is an imbalance of risk sharing and difference in objectives. This kind of
agency relationship, where the principal (who is in need of such specific skills and
technical knowledge) is dealing with the professional/expertise (who possess the
specific skills and technical knowledge), might also be different from the traditional

agency theory (owner-manager).

In relation to resolving agency problems, the two typical control approaches in
traditional agency theory are behaviour-oriented control and outcome-oriented
control (Eisenhardt, 1989; Jensen and Meckling, 1976). However, the suitability of
the control approach might be influenced by variables such as task programmability,
risk preference of each party, information asymmetry, length of the agency
relationship and the market condition/competition. Moreover, due to the distinct
characteristics of the principal/professional, the traditional control methods (i.e.
behaviour and outcome control) might not be effective in controlling the professional
agent (Sharma, 1997). If a hotel management company is considered as a
professional agent, it would have distinctive characteristics. Accordingly, there are

difficulties in controlling professional agents although the hotel owners (as principal)
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are more sophisticated in the hotel business. The use of outcome or behaviour
control (as traditional control approach in agency theory) through the contract
document or other control instruments might be a crucial element; however, it might
not be effectively used to control professional agents. Therefore, the restraints on
professional agent opportunism in the form of self-control, bureaucratic control,

community control, and client control might also be needed.

Lastly, in the hotel industry context, the practice of HMCs is explored. First, the
evolution of HMC s, this will explore the past, current, and future of the HMC.
Second, the anatomy of a HMC is examined, which illustrate the keys elements of a
HMC including core structure/content of the contract, and the key provisions in
HMCs. Third, the pre-contract signing stage, which will focus on several key
themes: the motivation towards utilising HMCs, partner selection, and the nature of
the contract negotiation process. Lastly, the post-contract signing stage will look at
the roles and working relationships among the three key parties (the owner, the
general manager, and the head/regional office of the hotel management company),

the control methods used and the on-going issues in HMC operations.

Due to their business potential, Thai hotel owners continue to invest in hotel
properties and a number of new hotel/resort properties are developed each year.
However, not all hotel owners have the necessary knowledge and know-how to
manage a hotel property. Currently the business model of HMC is widely used in
Thailand by, Thai hotel owners and international hotel management companies
(Most of the international hotel management companies come from developed
countries, e.g2. USA and France). One issue that this research is placed to address is
the extent to which the context of a developing country may influence the
use/application of HMCs. The international hotel companies in Thailand all use
HMC:s in their domestic markets and the extent to which the local context influences
their use is of interest. As a secondary objective of this thesis, this research attempts

to 1dentify and to explore the key issues associated with the use and operation of

HMCs in Thailand.
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In addition, in the next chapter, there is a discussion on how this research is designed
to answer the two main research problems and their nine specific research questions

developed in this chapter.
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CHAPTER 3: RESEARCH METHODOLOGY

3.0 Introduction

This chapter will illustrate how the research was designed in order to address the
research questions and will discuss the methodological choices. This includes a
discussion on research philosophy and the general approach to the research
(qualitative/quantitative); the role of exploratory study as a research strategy; the
research design (preliminary study and main field work); an overview of the data
analysis; a discussion of the issue of research validity; and the limitations of the

research methodology.

3.1 Research philosophy and approaches to research

As defined by Hussey and Hussey (1997), ‘paradigm’ refers to the progress of
scientific practice based on people’s philosophies and assumptions about the world
and the nature of knowledge. Similarly, Denzin and Lincoln (2005) define a research
paradigm as a basic set of beliefs that guide action, dealing with first principles, or
the researcher’s world views. In this context, a consideration of how a research will
be conducted is crucial as Easterby-Smith, Thorpe and Lowe (2002) suggested that
understanding the philosophical positioning of research is particularly useful in
helping researchers clarify alternative designs and methods for a particular research

study and identifying which are more likely to work in practice.

There are two distinct research paradigms, which are the positivism paradigm and the
interpretative paradigm. The key concept of the positivism paradigm is that the
social world exists externally and that research propositions should be measured
through objective methods, rather than being inferred subjectively through sensation,
reflection or intuition (Easterby-Smith, Thorpe and Lowe, 2002). On the other hand

the interpretative (phenomenological) paradigm stems from the view that reality is
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not objective and exterior, but is socially constructed and provided by people.
Therefore, the task of the social scientist should not be to gather facts and measure
how often certain patterns occur, but to appreciate the different constructions and
meanings that people place on their experience. Hussey and Hussey (1997) noted
that some authors prefer to use the term ‘interpretative’ rather than
‘phenomenological’ because it suggests a broader philosophical perspective and
prevents confusion with a methodology known as phenomenology. In addition,
Clark et al. (1998) mentioned that both paradigms are based on a common desire to
understand behaviour but each approach makes different assumptions about the

world of phenomena.

Though the distinction between the two paradigms may be clear at the philosophical
level, however, when it comes to the use of qualitative or quantitative methods and to
the issues of research design, the distinction breaks down (Easterby-Smith, Thorpe
and Lowe, 2002). The nature of the social phenomenon to be explored would drive
the appropriateness of the research approach (Morgan and Smircich, 1980).

Saunders et al (2003) suggest that neither approach should be thought as better than
the other, since each are better at different things depending on where the research

emphasis lies.

According to Hussey and Hussey (1997), quantitative research is conducted in the
belief that the study of human behaviour might be done in a similar way to the study
of natural science. The primary concern of quantitative research is the way in which
data is created and its validity. It seeks the facts or causes of social phenomena with
little regard to the subjective or the individual, and it is often associated with
predictive objectives. Easterby-Smith et al. (1991) noted that the key idea of a
quantitative study is that the social world exists externally and its properties are best
measured through objective methods. Causality and fundamental laws are used to
explain regularities in human social behaviour using large samples from a parent

population, and implementing a hypothetic-deductive approach.
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On the other hand, Denzin and Lincoln (2005) noted that the word qualitative implies
an empbhasis on the qualities of entities and on processes and meanings that are not
experimentally examined or measured (if measured at all) in terms of quantity,
amount, intensity, or frequency. Qualitative researchers stress the socially
constructed nature of reality, the intimate relationship between the researcher and
what is studied, and the situational constraints that shape inquiry. Such researchers
emphasise the value-laden nature of inquiry. They seek answers to questions that
stress how social experience is created and given meaning. Creswell (2003) also
suggested that a qualitative approach tends to be used when the researcher seeks to
establish the meaning of phenomenon from the views of participants. This also can
be referred to as inductive research, in which the research builds sequentially from

the data to broad themes and an emerging theory.

Research approach adopted

Before deciding upon the philosophy and approach to be adopted for this research
study, there are several key assumptions which need to be taken into consideration.
First, by nature, different owners and hotel management companies might have a
different way of undertaking and managing their business leading to a great deal of
difference and complexity in their use of HMCs. Second, while there are a number
of hotel properties in Thailand which operate under the business model of HMCs, in
terms of the total number of properties, one foreign hotel management company
dominates the Thai hotel market (see Table 1.3 in Section 1.2.3). Third, the use of
HMC:s by hotel owners and hotel management companies commonly has been
treated as confidential. Fourth, as mentioned in Chapter 1, the number of previous
studies concerning the use of HMCs is a limited. Specifically, there is no research

concerning the use of HMCs in Thailand or in this region of Asia.

As noted in Chapter 1, the overall aim of this research is to identify and to explore
the issues which Thai hotel/resort property owners and international hotel
management companies perceive to be key concerning their use of HMCs. Thus,
there are two objectives in this research. The first objective of this research is to

apply the agency theory to the HMC to gain an understanding of the nature of the
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management contracts in Thailand are similar to those identified in previous

research’. The associated research questions are shown in Table 3.2 below.

Table 3.2: Summary of research questions 3 to 9

Reseal.'ch Details
Question
3 What are the key areas and issues in the hotel management contracts
document?
4 What are the motivations of (a) owners and (b) foreign hotel
management companies for using hotel management contracts?
5 What are the partner selection criteria of (a) owners and (b) the foreign
hotel companies when using hotel management contract?
6 What are the key issues associated with, and the nature of, hotel
management contract negotiation?
7 What are the roles of the three parties and their working relationship in
the operation of hotel management contracts?
3 What control methods are used in the operations of hotel management
contracts?
9 What are the on-going issues in the operation of hotel management
contracts?

Arguably, both research problems could lend themselves to a quantitative approach
through the administration of a detailed questionnaire across the whole population of
relevant hotels in Thailand. However, the danger here is that such an approach
imposes an etic perspective upon respondents. Given that a primary concern here is
to establish the degree of similarity of the issues associated with the use of HMCs
reported elsewhere, the emphasis needs to be upon uncovering emic constructs from
respondents on this topic. Consequently, the research approach deemed most

suitable here is that of phenomenology or an interpretative paradigm.
As indicated by Saunders et al (2003), a number of researchers critical to positivism

argue that the social world of business and management is far too complex to lend

itself to theorizing by definite laws in the same way as the physical sciences.
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Consequently, phenomenology is concerned with how people experience social
phenomenon and the world in which they live. It is characterized by a focus on
particular sets of circumstances and individuals that are both complex in nature as
well as unique. Taking this view, social actions are best explained by understanding
them in the way that participants do. Remenyi et al (1998) support this argument
suggesting that it is important to discover the details of the situation, to understand
the reality or perhaps a reality working behind them. For this reason this paradigm
would often argue that generisability is not of crucial importance. This focus on
understanding the details of the situation, rather than the measurement, of social
phenomenon again has a number of implications for the researcher and the way that

research is conducted.

As applied to this research, the aim of the research is to seek the meaning of
phenomenon from the views of the participant. Given that the emphasis of this
research is upon uncovering the perceptions of Thai hotel owners and/or their
representatives, and executives and hotel general managers of the hotel management
companies, it was decided that a qualitative approach was appropriate as Denzin and
Lincoln (2000) suggested that a qualitative research is concerned with capturing the
individual’s point of view and in the need for securing rich descriptions. In
comparison, they argue that quantitative researchers are deliberately unconcerned
with rich descriptions because such detail interrupts the process of developing
generalisation. In this context, Patton (2002) also noted that qualitative methods
facilitate the study of issues in depth and detail. Approaching the fieldwork without
being constrained by predetermined categories of analysis contributes to the depth,
openness and detail of qualitative inquiry. On the other hand, quantitative methods
require the use of standardised measures so that the varying perspectives and
experiences of people can fit into a limited number of predetermined response

categories to which numbers are assigned.
Another factor leading to this approach being adopted was that HMCs in Thailand

are a phenomenon upon which little or no previous research exists and in such

circumstance a qualitative approach is considered appropriate (Creswell, 2003).

167



Similarly, a key advantage of qualitative research is that it facilitates the exploration
of complexities which are beyond the scope of more controlled approaches such as
questionnaire surveys (Gillham, 2000). Importantly, this approach avoids imposing
an etic perspective and increases the possibility of accessing the emic view (Glaser

and Strauss, 1967).

3.2 The exploratory study as a research technique

The choice of the use of exploratory study reflects the aims of research. As noted in
Chapter 1, the focus of this research is to identify and to explore the key issues which
Thai hotel/resort property owners and international hotel management companies
perceive concerning their use of HMCs in Thailand. As defined by Robson (2002),
an exploratory study is a valuable means of finding out what is happening; to seek
new insights; to ask questions and to assess phenomena in a new light. This strategy
is particularly useful if the researcher wishes to clarify their understanding of a
problem. Saunders et al. (2003) also suggested that exploratory research provides
information to be used in analysing a situation, not to uncover conclusive evidence to

determine a particular course of action.

An exploratory study can use different research approaches, depending on the focus
of the research questions (Yin, 1994). Much exploratory research provides
qualitative data and as Zikmund (2003) has noted, exploratory research provides a
greater understanding of a concept or crystallises a problem, rather than providing
precise measurement or quantification. It also acts as a foundation for a strong,
reliable research programme to uncover motivations, reasons, impressions,
perceptions and ideas that relevant individuals have about a subject of interest
(Peterson, 1994). Moreover, Denzin and Lincoln (1994) noted that an aim of
exploratory research is to generate new ideas and to emphasize theory development

from the data.
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As mentioned in section 1.4 in Chapter 1, there is a lack of previous research on
HMC:s, thus the use of an exploratory study would be useful for as Zikmund (2003)
noted that when there is a limitation on knowledge or experience on the research
issue, exploratory research would ensure that a more rigorous, more conclusive
future study will begin with an adequate understanding of the nature of the
management problem. By providing qualitative data, exploratory research offers a
greater understanding of a concept or an opportunity to crystallise a problem, rather

than providing measurement or quantification.

For this research, the intention of the researcher is to utilize an exploratory study to
explore and to identify, as well as to generate ideas and insights upon the key issues

associated with the use of hotel management contracts in Thailand.

3.3 Research design

This section will illustrate how the research was designed and conducted through

both the preliminary study and the main fieldwork.

3.3.1 Preliminary study

As noted by Saunders et al (2000), it is necessary to refine a research idea in order to
turn it into a research project. This might be in the form of a critical literature
review, revisiting the research techniques, and informal discussions with people who
have personal experience of and knowledge about the research ideas. Not only can
these activities provide a greater understanding of the research idea for the
subsequent refining of the research question, but they also allow for testing the
research ideas against the feasibility of conducting further research in relation to

time, financial resources, accessibility to data, and so on.

169



For this first stage of the research, a preliminary study was conducted during the
period of July to August 2004. By its very nature, the study of HMCs and their use
by hotel owners and hotel management companies have commonly been treated as
confidential because of the commercial sensitivity of data. Clearly, without
accessibility or co-operation from the target respondents, such a study cannot be
conducted. Therefore, the objectives of the preliminary study were to establish an
initial connection to relevant target persons; to identify the key areas/issues in the
HMC document as guided by Eyster (1997b); to explore the opinions and attitudes of
the owners and hotel management companies toward participating in research in the
area of HMC,; to examine the feasibility of conducting further research; and to test

the research methodology.

For collecting the data, the three target populations were hotel owners or hotel GMs
of any hotel properties (operating under a HMC by foreign hotel management
companies), and executives of the head/regional office of hotel management
companies. As the researcher personally knew some members of the target
populations (i.e. the hotel owners, the hotel GMs or the executive of the
regional/head office of the operator), they were used as the starting point. From
these initial contacts, a snowballing technique (Bryman and Bell, 2003) was used as
a means of accessing additional members of the target populations. These
referrals/introductions were of critical importance, as the researcher found that
without any introduction from a third person or personal contact, it was very difficult
to reach the target interviewees. After the initial referral an introduction letter (see
appendix I) was sent, then a telephone call was made to follow up and to make an

appointment.

A semi-structured interview was conducted with nine interviewees, including five
owners or their representatives, three hotel GMs, and an executive of a hotel
management company (see Appendix I for the list and the profile of these
interviewees). The interview questions were developed in line with the literature
review on the key areas/issues in the HMC document, as guided by Eyster (1997b).

Before starting an interview, the researcher confirmed the confidentiality of the
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interview and that the data would be used for academic purposes only. Each
interview took approximately 30-45 minutes and was digitally recorded. At the end
of the interview, the researcher asked the interviewees for permission to keep them

as a contact for the main study.

There were a number of outcomes from the preliminary study. First, the key
provisions/issues in HMCs in Thailand were explored. Second, in relation to the
opinions and attitudes of the interviewees toward participating in research in the area
of HMCs, the interviewees gave their full co-operation and were willing to cooperate
in any future research. This was because they realised that there was no research
concerning the use of HMCs in Thailand, and that this research was important to
them in conducting their business by using the HMC as a business model. Hence,
this tends to confirm the significance of this research topic. In terms of the direction
of the research, most of the interviewees suggested that the researcher should focus
upon the operational aspect (rather than commercial aspect) of the use of HMCs
because it might be more difficult to collect what was perceived to be commercially
sensitive information. Confidentiality of data was a key issue as the interviewees
were not comfortable letting the researcher identify the sources of the data and this
explains why respondents and their organisations are coded in the findings and
subsequent discussion. Third, the researcher found that the interviewees (the hotel
owner, the hotel GM and the executive of head/regional office of the hotel
management company) were appropriate sources of data, as they were all relevant to
the operation of the HMC. Finally, in terms of the research approach, the data
collection techniques used (such as snowballing and semi-structured interviews)
proved to be effective and suitable and were thus adopted for the data collection in

the main study.

In addition, some interviewees provided a copy of their HMC document for the
researcher. To take advantage of these materials, content analysis was performed to
analyse the core structures of the contract and their details. Content analysis is a
non-obtrusive measure which requires neither observation, interviews, nor

questionnaires, so that the subjects of your study are normally unaware and
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unaffected by your interest (Hussey and Hussey, 1997). The emerging structures,
provisions or themes identified would be used in conjunction with those identified

after the thematic analysis of the qualitative interviews.

3.3.2 Main Study

The main fieldwork was conducted during the period of July 2005 to January 2006.
The key aim was to gather sufficient data to tackle both the primary and secondary
research problems and their specific research questions (see Table 3.1 and Table 3.2)

which are developed in Chapter 2.

Because the data collection techniques in the preliminary study (i.e. snowballing and
semi-structured interview) proved to be effective and suitable for data collection, the
researcher adopted these techniques in the main study. The specific technique
chosen for data collection in the main study was semi-structured face-to-face elite
interviewing. This approach was selected as it provides a degree of systematisation
in questioning that is necessary when interviewing so many participants (Marshall
and Rossman, 1999). An obvious added advantage of face-to-face interviewing is
that it allows for greater reliability, in that the appropriateness of respondents can be
verified and more complex or sensitive questions and issues can be explored
(Saunders et al., 1997; Hussey and Hussey, 1997). As indicated by Van Mannen
(1989), it could be very ineffective and inefficient should an inexperienced
researcher use qualitative methods and an unguided data collection method. The
interview questions were developed in line with the literature review. Thus, the
interview questions were sequenced in relation to the interview progress direction

(from the pre-contract signing stage to the post-contract signing stage).

The interviews were conducted with owners or their representatives, executives of
head/regional office of the hotel management company, and hotel GMs. These
persons were the key parties in the operation of HMC as indicated by Eyster (1988a)
(see section 2.3.4.1.2 in Chapter 2) and as suggested by the preliminary study. These
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interviews can be considered as “elite interviews’ representing a specialized case of
interviewing which focuses upon a particular type of interviewee. Elite interviewing
is a research strategy which selects only those individuals who have direct
knowledge of the phenomenon for semi-structured, in-depth interviews on specific
topics (Denzin, 1987). Elite individuals are those considered to be influential,
prominent, or well-informed people in an organisation or community. They are
selected for interviews on the basis of their expertise in areas relevant to the research.
Elites can usually provide an overall view of an organisation or its relationship to
other organisations, and are able to report on an organisation’s policies, past
histories, and future plans from a particular perspective. In addition, elites often
contribute insight and meaning to the interview process because they are intelligent
and quick-thinking people, at home in the realm of ideas, policies, and

generalisations (Marshall and Rossman, 1999).

Accessibility was still a key issue, and although a number of connections were
established during the preliminary study, more access was needed. Thomas (1993)
noted that access to elites is often restricted. Researchers commonly need to
approach interview subjects well in advance and in a formal way, deal with problems
of incomplete and possibly unrepresentative samples, and gain approval from
multiple gatekeepers prior to gaining direct contact with potential interviewees. The
process can be far more complicated than making contact with non-elites. Thus, elite
interviews tend to generate costs in terms of wasted time and resources (Macdonald

and Hellgren, 1998).

In this situation, snowballing was deemed the key sampling technique to gain greater
access. The key idea of snowball sampling is that the researcher makes initial
contact with a small group of people who are relevant to the research topic and then
uses these initial contacts to establish contact with the others (Bryman and Bell,
2003). Without an introduction from third parties/persons or personal contact, it is
difficult to get access to elites. As suggested by the EPIC Workshop (2002), in
gaining access to elites, and overcoming their potential reluctance to be interviewed,

sponsorship by a third party, whether personal or institutional, may be very helpful
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and indeed critical. Such sponsorship may come from a supervisor, an academic
institution or possibly a former member of the elite. The latter can be especially

useful in advising on key contacts and tactics.

As noted by Oppenheim (1992), in a qualitative study, there is no definitive answer
to how many in-depth interviews should be conducted, but quality, rather than
quantity, should be the essential determinant of the total number. According to Boyd
(2001), a number of respondents ranging from two to ten are sufficient to reach
saturation, while Creswell (1998) recommends long interviews with up to ten people
for a phenomenological study. Data-collection interviews should be continued until
the topic was either exhausted or saturated, i.e. when interviewees (respondents)

introduced no new perspectives on the topic.

With reference to the data sources used, Figure 3.1 illustrates how the data drawn
from the various data sources links to the primary and secondary research problem
and their nine specific research questions. The information collected during the
preliminary study (from both the semi-structured interviews with Thai hotel owners,
hotel GMs, the executive of the regional/head office, and the content analysis of
HMC documents) contributed to research question 1, 2 and 3. For the main study,
the information collected from the semi-structured interviews with Thai hotel owners
(or their representatives) and hotel management companies (the head/regional office

executives and the hotel GMs) contributed to research questions 1, 2, and 4-9.

Sample design

In designing the sample, based on connections from the preliminary study, the
researcher established a very good relationship with an executive from the
regional/head office of a foreign hotel management company. In terms of the
number of hotel properties managed in Thailand (see Table 1.3 in Chapter 1), this
particular foreign hotel management company is dominant in Thailand. Thus, this
person could facilitate and establish the required contact with key interviewees.
With this help from a third party, the target interviewees could be more readily

accessed with full co-operation for the interview. Otherwise, there was a chance that
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Figure 3.1: Data sources and their contribution toward the research problem
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the process of data collection could take longer (e.g. through problems in seeking
appointments), or that the interview may be refused because of the confidentiality of
the data, time constraints, and/or the work load of the interviewees. It was due to
these two key reasons: (a) the importance/dominance of this particular hotel
management company in Thailand; and (b) the established relationship with an
executive within the company willing to effect introductions, that this organisation

became the main target of the research.

In addition, properties under the management of other foreign hotel companies were
also explored. This was because of the desire to cover as many organisations as
possible, but also to reduce the issue of bias in the research by considering the views
from those respondents associated with a single hotel management company. This
was the rationale for the sample design, whereby the interviewees were categorised
into two groups (Group A and Group B). The first group (A) consisted of
respondents connected with the dominant hotel company. The second group (B)
were respondents associated with, and drawn from, the other foreign hotel

management companies.

Table 3.3: Number of interviewees in main study

Owner / Hotel General Executive of Total
Owner Representative Manager Head/Regional Office
Group A 6 7 1 14
Group B 5 5 3 13
Total 27

For this research, those hotel and resort properties in Thailand who had entered into a
management contract arrangement with an international hotel firm constituted the
research population. The eleven owners (or their representatives) and twelve hotel
GMs drawn from twelve properties, and four executives of regional/head office of
four hotel management companies were interviewed (see Table 3.3). The details of
these interviewees are shown in Tables 3.4, 3.5, and 3.6. As noted in Table 1.3,
foreign hotel management companies accounted for a total of forty-nine hotel
management contracts at the time of the research. From this population a total of

twelve properties (approximately 25%) were included in this research.
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Table 3.4: Profile of owners/owner representatives

ID Gender Nationality Years in hotel business | Owner or owner representative Background of owning company
OW-1 Male Singaporean | 20 years owner representative Construction company
Oow-2 Male Thai 15 years owner representative Insurance company
OwW-3 Female Thai none owner Department store / shopping centre
Ow-4 Male Thai none owner representative Property/land developer
OW-5 Male German 25 years owner representative Retails and hospitality business
OwW-6 Female Thai none owner Property/land developer
OwW-7 Male Thai 20 years owner representative Fishery business
OwW-8 Male Singaporean | 10 years owner representative Property/land developer
OwW-9 Female Thai 5 years owner representative Hospitality business
OW-10 | Male Thai More than 15 years owner representative Property/land developer
OW-11 | Male Thai 12 years owner representative Beverage and hospitality business

Table 3.5: Profile of hotel general manager

ID Gender Nationality Years working for the group
GM-1 Male British 12 years
GM-2 Male French 14 years
GM-3 Female Japanese 15 years
GM-4 Male French 10 years
GM-5 Male Spanish 15 years
GM-6 Male German 12 years
GM-7 Male French 14 years
GM-8 Male British 10 years
GM-% Male German 10 years
GM-10 | Male Canadian 16 years
GM-11 Male American 15 years
GM-12 | Male French 15 years

Table 3.6: Profile of regional/head office executive of the hotel management company

ID Position Gender | Nationality | Years working for the group
EXEC-1 | Vice President (Operations Asia) Male British 20 years
EXEC-2 | Cluster Manager (Southern of Thailand) | Male German More than 20 years
EXEC-3 | Country Manager (Thailand) Male Canadian 16 years
EXEC-4 | Vice President (Business Development) | Male Hong Kong | More than 20 years
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Interview protocols

After the introduction letters were sent, a follow up telephone call was made to the
interviewees or their secretary in order to schedule the interview date and to intimate
the interview questions. Although most of the interview requests were granted, in
some cases it was difficult and it took considerable time to get permission and a
confirmation of the interview date and time. Sometimes, even though the date and
time of the interview was confirmed, interviewees asked for a postponement. Thus,
it was crucial for the researcher to stay calm and be flexible. Furthermore, while
some of the interview requests were rejected by the target interviewees although
there was an introduction of third party and/or other researchers. The researcher
found that this situation was in line with Okumus, Altinay, and Roper (2007) as they
noted that qualitative data collection requires good planning and preparation, and a
considerable amount of time on gaining access and collecting data. In addition, an

element of luck is also necessary.

Before starting each interview, the confidentiality of the responses was assured to
each interviewee and permission to record the interview was established. The
interviewees were comfortable with the recording. The average length of the
interview was approximately 60 minutes. An advantage of being introduced via
other respondents was that most of the interviewees were flexible on the time frame
and this allowed for friendly conversation, as Yin (2003) noted this reduced the risk
that the interviewee might give only what the interviewer wants to hear. At the end
of the interview, the researcher asked the interviewee for permission to keep in

contact for further questions or future research.

In situations where the interviewees ‘wore two hats’ (i.e. held two positions), before
starting the interview, the researcher determined the set of questions that applied for
each specific role. As Hussey and Hussey (1997) suggested where a single

interviewee may be ‘wearing two hats’, when asking questions, the researcher must,
first, determine which hat the interviewees are wearing, and whether they are giving

their own opinions or making a policy statement.
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Interview questions were designed prior to the interviews (see Appendix II) and were
developed in line with the issues in section 2.3. These consisted of a number of basic
questions that were designed to guide the conversation. As noted by Bryman (2001),
this set of guided questions provides a brief list of memory prompts of the areas to be
covered in the interview. These questions were designed and sequenced based on the
research questions, as well as being the key points associated with the use of HMC
identified in the literature review. Yin (2003) noted that it is important for the
questions to follow the sequence of the interview or conversation in order to know

why a particular process occurred as it did.

While, there was no test of the interview questions, the researcher did amend and add
some questions. Where questions were added in later interviews, the interviewees
from earlier interviews were subsequently asked these additional questions via

telephone, or e-mail.

3.4 Data analysis

It is crucial to carefully analyse any qualitative data if it is to provide useful and
meaningful information and to enable a valid and reliable conclusion to be drawn. In
analysing the qualitative data produced by the semi-structured face-to-face elite
interviews (i.e. the transcription), Miles and Huberman (1994) suggested there were
three major stages of data analysis, consisting of data reduction, data display, and

conclusion drawing and verification.

Data reduction refers to the process of selecting, focusing, simplifying, and
transforming the data that appear in the interview transcripts. Data display refers to a
visual format that presents information systematically, which helps the researcher to
understand what is happening, so that the researcher may draw valid conclusions and
take any necessary action. The data can be displayed in the form of text, matrices,
graphs, charts, and networks. In the drawing and verification of conclusions, the

researcher begins to decide what things mean and notes regularities, patterns,
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explanations, possible configurations, causal flows and propositions. The tactics for
drawing initial meaning from display include forming patterns, looking at contrasts,

clarifying relationships, and building a coherent understanding.

The coding process for this study relied on thematic analysis. This is an effective
technique when trying to identify related themes and patterns, to discover
relationships among the themes and patterns, and to develop explanations for these
relationships (Walsh, 2003). Thematic analysis as a process is used for encoding
qualitative information where the encoding requires an explicit code. A ‘theme’ is a
pattern uncovered from the information which, as a minimum, describes and
organizes the observations, while at a maximum can interpret aspects of phenomena

(Boyatzis, 1998).

Before starting analysis, the researcher transcribed all recorded interviews of the 27
interviewees, see Appendix II for the sample of the interview transcript. Poland
(2002) noted that the transcription of taped interviews is a method for making data
available in textual form for subsequent coding and analysis, and which is widely
used in qualitative research. This process took approximately five months from
January to May 2006. However, personally completing all the transcription clearly

provided advantages for the researcher during the analysis process.

With regard to transcription, there are two issues to note. First, while most of the
interviews were conducted in English, seven interviews were conducted in Thai.
This requires the meanings of the findings to be translated into English. The initial
translation was undertaken by the researcher, and then verified by two other Thai
students at the Scottish Hotel School and Department of Marketing in order to cross
check the consistency of the translations with accurate interpretation. Second, the
researcher intentionally decided not to use an English speaking editor for the
transcriptions in order to preserve the meanings of the text before thematic analysis
began. The actual of words used and context of the interviews can only be fully

understood by the researcher and the interviewees.
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In identifying themes, Miles and Huberman (1994) suggested the first step in the
coding process was to use an inductive method, whereby the researcher read through
the transcripts and assigned units of meaning to data and provisional codes. The
codes and corresponding data pieces then go through multiple rounds of analysis that
identified codes and data pieces as coherent units dealing with similar topics. A
good code is one that captures the qualitative richness of the phenomenon, and this

may emerge from one or more original themes.

Once a code is developed, it becomes the form for the original themes that the
researcher uses throughout the inquiry. It is then used in the analysis, interpretation,
and presentation of the research (Boyatzis, 1998). This process followed a modified
scheme devised by Bogdan and Biklen (1992) that provided comprehensive
categories into which codes could be inductively developed. Themes and sub themes
that appear with regularity are then marked and recoded. This process reduced the
large number of original highly specific codes to small numbers that could be used to

identify important themes.

In this research, the researcher needed to repeatedly review the interview
transcription, in order to identify conceptual themes in the interviews based on a
consistent platform of argument or discussion. A careful line-by-line reading would
enable the researcher to recognise the process, actions, assumptions, and
consequences. At the same time, this would help the researcher in manually
developing a coding scheme, by giving names to codes only when the notes and
analysis start suggesting possible labels (in order to capture the essence of the

discussion and to organise the concept).

As noted by Strauss and Corbin (1998), analysis of an initial few interviews relies on
the process of textual deconstruction, meaning-based abstraction and conceptual
labelling. However, while reading through new interview transcriptions, the analytic
strategy may gradually shift from open coding of data to a comparison of the new
data elements with previously coded incidents to find similarities or differences from

the conceptual properties. This allowed the researcher to cluster the coded themes
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into these categories that share similar or distinctive conceptual themes. Creswell

(2003) noted that during qualitative data analysis the researcher should organise the

data categorically and chronologically, review repeatedly and continually code. The

process can also be described as a back-and-forth analysis that attempts to

consistently compare and develop patterns that exist in the transcription.

The sample of key theme and sub-theme and the sample of thematic analysis are

shown in Figure 3.2 and Table 3.7 respectively. As a result, the themes are clustered

into nine broad categories, which come from nine research questions and become the

main headings in the findings chapter, as follows:

Nature of the agency relationship and the associated agency problems present
in hotel management contracts
Restraint against agent opportunism in hotel management contracts
Key provisions in the hotel management contract
Motivations in relation to the use of hotel management contracts
o Owners’ motivations in relation to the use of hotel management
contracts
o Hotel management companies’ motivations in relation to the use of
hotel management contracts
Partner selection criteria
o Owners’ partner selection criteria
o Hotel management companies’ partner selection criteria
Hotel management contract negotiation
o Nature of the hotel management contract negotiation
o Determinants of bargaining power in the hotel management contract
negotiation
Working relationships in the operation of hotel management contracts
o Roles of the three parties in the operation of hotel management
contracts
o Nature of co-ordination among the three parties
Controlling in the operation of hotel management contracts

On-going issues in the operation of hotel management contracts

182



Figure 3.2: Sample of key theme and sub-theme

Category: On-going issues in the operation of hotel management contracts

Key theme Sub-theme
Protocol Approval process
Budgeting
Low-ball
\ Issues
High-expectation
Conditions as indicated in the
hotel management contract
/ Protocol
Capital expenditure
Approval process
Amendment of approved
Issues capital expenditure

Level of trust
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Table 3.7: Sample of thematic analysis

Category: On-going issues in the operation of hotel management contracts
Key Theme: Budgeting

Respondents in Group A

Respondent

Sub-theme

Protocol (approval process)

Issues of Low-ball

Issue of High expectation

[this operator] has a standard form of the annual budget for
the GM to propose. After getting the approval from the

ow-1 regional office, GM would present the annual budget to the
owner.
Each year General Manager will propose the next year We, as owner, thought that the proposed budget was
budget forecast and capital expenditure/FF&E and discuss to | too low as we could possibly make more
OW-2 gain a mutual agreement on the target budget in annual revenue/profit. However, the operator urged that the
budget meeting. proposed budget was the realistic budget that we could
possibly achieve. So we need a long discussion and
everything had been sorted out.
GM proposes the annual budget annually. If we are not satisfied as the proposed budget is too
OW-3 low or have inquiries, we would discuss and find the
solution for the issues in the meeting.
For the budget and capital expenditure, the operator would We along with Chief Financial Officer (CFO) of N-
propose it annually. Park consider a proposed budget, and raise the issue,
Oow-4 especially if we thought that the proposed budget is too
low. Then have a meeting, to discuss and to negotiate
for the budget until reach mutual agreement.
GM would propose the annual budget to us for considering If we are not satisfied as the number of propose budget
OW-5 is lower than we could possibly make or there is any
other issues, we would discuss it in the annual budget
meeting.
After getting an approval from the Regional Office, GM However, if we are not agreed with the proposed
OwW-6 proposes and presents the annual budget including capital annual budget as the number is too low, we will make a
expenditure to the owner. negotiation.
During September, after we prepared the annual budget, we
would present it to the regional office for the first approval
GM-1 and then to the owning company for getting second

approval. Of course, there will be questions and
disagreements.
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Table 3.7 (continued): Sample of thematic analysis

Respondents in Group A (continued)

Respondent

Sub-theme

Protocol (approval process)

Issues of Low-ball

Issue of High expectation

GM-3

I have to get approval from director of operation [at our
regional office], and then we have to present it to the owning
company to get the final approval.

There is always disagreement in the proposed budget .... We
always prepare budget base on realistic, however, owning

company may not agree and would like to have higher
number.

GM-4

We do the first budget with our regional office. ... After got
the approval from our regional office, we propose it to the
owning company. Then, the owning company would
validate the budget. If the owning company disagree, | have
to revise it until both parties agree.

GM-5

Before submitting annual budget to the owner, we need to
submit it to our regional office for approval as they might
disagree/negotiate and increase the target budget. After that
we present the target budget to the owner for getting another
approval.

Owner always tried to increase the budget as much as they
could. However, the target budget must be challenging for the
management team.

GM-6

We proposed the draft of annual budget to our regional
office for getting approval. After that we would present and
discuss the next year budget with the owner until reach a
mutual agreement.

It is common for the owning company to push the budget up
to high level.

GM-7

I present it [draft of annual budget] to our regional office
first and they may make a suggestion for me to do this or
that, or adjust some numbers in the budget until we agree.
After that, I will present the budget to the owning company,
they might ask me to modify, increase or decrease some
numbers in the budget.

EXEC-4

For budget, GM of each property would prepare draft of
annual budget and discuss with the regional office. It need
to be realistic and feasible. We need to consider it carefully
as it would affect the level of management fees. After
getting an approval from the regional office, GMs would
present the draft of the annual budget to the owner, and
discuss until they reach mutual agreement.
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Table 3.7 (continued): Sample of thematic analysis

Respondents in Group B

Respondent

Sub-theme

Protocol (approval process)

Issues of Low-ball

Issue of High expectation

The operator work for the owner to give a bottom line,
therefore, we need to tell them what our expectations are.

Oow-§ We will spell out in the annual budget meeting, what we
want GM to do, what to improve; everything will be
discussed during the meeting.
Budgeting, each year GM will propose the target budget Sometime we feel that the operator make and propose a
OwW-9 including business plan in annual budget meeting lower budget than we expect, therefore, we try to push
them for a higher budget.
For annual budget meeting, we have once a year for If we disagree as we thought that the propose budget is
OW-10 discussing 1) what we are going to do next year, 2) revenue too low or have any other enquiries, we would discuss
and expenditure, and 3) capital expenditure. Normally, the and find out the solution.
operator would propose the target budget.
Each year our GM propose the annual budget for us to Sometime we thought that the numbers [bottom line] in
consider and approve. If any issue, we will discuss it inthe | proposed annual budget is lower than we possibly
OwW-11 R - - T :
meeting. make so that we raise and discuss this issue in the
meeting.
After preparing, I need to propose to the head office first. Of course, the owner would expect and want more from us,
After got an approval from the head office, I will present it therefore, that comes to negotiation. We tried to work best for
GM-8 . . - ! »
to the owner and discuss if any issue, until we reach a both parties.
mutual agreement.
After preparing the business plan and everything, we send it | When come to the budgeting, ... the owner worry, if
GM-9 to the head office to get approval. And then we send all of they feel that we make too low revenue.
the plans to the owner for final approval.
Each year we have to run in the same protocol. It normally [ think that [ put my best in the budget, and it is common that
starts in August. We have to propose the draft of budget to the owning company would like something different [higher
the regional office, and discussions are held until we get number] from the proposed budget.
GM-10 approval. And then we present it to the owning company.
Once again the discussions are being held as the owning
company may adjust the proposed budget, until we mutual
agree on the budget.
Annually we would propose and ask for approval of the However, sometime owner/owner representative expect a
GM-11 budget for the next year. For the preparation of the annual higher bottom line more than us. The budget may be

budget, we would do it internally and get approval from our
regional office before presenting to the owner.

negotiated or adjusted until reach mutual agreement.
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Table 3.7 (continued): Sample of thematic analysis

Respondents in Group B (continued)

Respondent

Sub-theme

Protocol (approval process)

Issues of Low-ball

Issue of High expectation

EXEC-1

Budget, normally GM of each property would prepare the
draft of the budget and discuss with regional office. After
get approval from regional office, GM would present the
budget to the owing company and discuss it until it reach
mutual agreement.

It is common that owner would have high expectation.
However, we need to plan our budget according to the realistic
and the business situation. We would put our best effort to set
a target budget as it would affect our fees as well.

EXEC-2

After preparing the business plan and everything, we send it
to the head office to get approval. And then we send all of
the plans to the owner for final approval.

When come to the budgeting, ... the owner worry, if
they feel that we make too low revenue.

EXEC-3

Each year we have to run in the same protocol. It normally
starts in August. We have to propose the draft of budget to
the regional office, and discussions are held until we get
approval. And then we present it to the owning company.
Once again the discussions are being held as the owning
company may adjust the proposed budget, until we mutual
agree on the budget.

[ think that [ put my best in the budget, and it is common that
the owning company would like something different [higher
number] from the proposed budget.
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During the last stage, the researcher interpreted the information and themes in order
to draw meaning from the displayed data. During this process, quotations from the
interview transcriptions were used to represent the findings as Coolican (1999)
suggested that this would enable the researcher to tell it like it is and focus the reader

as to the reality of the situation being studied.

It is important to note that computer software was not used in the data analysis. This
was to reduce the risk associated with using computer software of not being able to
locate and to take into account important situational and contextual factors.
Easterby-Smith (1991) argued that there is no package that can substitute for the
interpretative skills of the researcher, where the identification of significant themes
patterns and categories still has to be done by the researcher. Another point
concerns the nature and amount of the qualitative data in this research, as noted by
Creswell (1998) that not all qualitative researchers see the software as relevant to
their needs. This is not to deny the advantage of computer software, which can help
to reduce time, especially with the analysis of a large text database. However, the

choice of manual analysis is believed to be appropriate for this research.

3.5 Research validity

As defined by Creswell (2003), validity is used to determine whether the findings are
accurate from the standpoint of the researcher, the participant, or the reader of the
account. To ensure the accuracy of the findings, there are a few tactics which were

applied in this research.

First, as indicated by Eyster (1988a), there are three active parties to the HMC: the
owner/owner representative, the hotel general manager, and the executive of the
regional/head office of the hotel management company. In this research, the purpose
of collecting data from the three key parties is to form a triangulation. The

information gained from each party can be cross-checked with the others. The key
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idea of data triangulation is to contrast the data and to validate the data if it yields

similar findings (Bloor, 1997; Holloway, 1997; Arksey & Knight, 1999).

Second, Creswell (2003) highlighted the importance of clarifying the bias that a
researcher brings to a study in order to create an open and honest narrative that will
resonate well with readers. In this research, the main targets in the sample are the
properties, operating under a HMC and managed by the dominant company in the
Thai hotel market. In order to reduce any bias toward this company, a number of
properties which operated under HMCs with the other companies were included (see
sample design in section 3.3.2). A comparison between these two groups would
provide a clearer picture of the use of HMCs in Thailand. Consequently, the
research findings under each research question are categorised under Group A (the
respondents from the dominant hotel company) and Group B (respondents from the
other hotel companies). This approach enables any bias, created by the data
generated from those respondents associated with the dominant management

company to be identified.

3.6 Limitations of the research methodology

It was clearly recognised that limitations of accessibility influenced this study. As
mentioned earlier in this chapter, the interviewees (owners/owner representatives,
hotel GMs, and executives of regional/head office of the hotel management
company) were considered as elite persons, and that generally access to these people
is restricted (Thomas, 1993). Moreover, as the process-can be far more complicated
than simply making contact with non-elites, elite interviews tend to generate costs in
terms of wasted time and resources (Macdonald and Hellgren, 1998). Therefore, the
establishment of the contacts were relied on referrals/introductions, but without an
introduction from third parties/persons or personal contact, it is difficult to get access
to elites. As suggested by the EPIC Workshop (2002), in gaining access to elites,
and overcoming their potential reluctance to be interviewed, sponsorship by a third

party (whether personal or institutional) may be very helpful and indeed critical. In
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this context, during the fieldwork, it was a time consuming process to establish the
connection with these elites and to complete the subsequent interviews. At first, the
data collection period was planned for four months; however, the period was then

extended to six months.

In terms of the number of interviewees, a greater number of interviewees would
increase the richness of information, however, due to the limits of accessibility, the
total number of interviewees in this research is limited (see Table 3.3). Nonetheless,
in a qualitative study, as noted by Oppenheim (1992), there is no definitive answer to
how many in-depth interviews should be conducted, but quality, rather than quantity,
should be the essential determinant of the total number. In this context, since elite
individuals were selected for interview on the basis of their expertise in areas
relevant to the research, the quality of the information would be greater. This is
because the elite individuals have direct knowledge of the phenomenon for semi-
structured or in-depth interviews on specific topics (Denzin, 1987). Elite individuals
are those considered to be influential, prominent, or well-informed people in an
organisation or community. Elites can usually provide an overall view of an
organisation or its relationship to other organisations, and they are able to report on
an organisation’s policies, past histories, and future plans from a particular

perspective (Marshall and Rossman, 1999).

Moreover, not only was a greater quality of information obtained, but the amount of
information was sufficient to reach saturation enabling the data collection to cease
(Morse, 1995; Flick, 1998; Silverman, 2005; Charmaz, 2005). Data saturation refers
to data adequacy, whereby data is collected until no new information is obtained
(Morse, 1995). Nonetheless, a number of respondents ranging from two to ten can
be sufficient to reach saturation (Boyd, 2001). Similarly, Creswell (1998)
recommends long interviews with up to ten people for a phenomenological study.
Thus, data-collection interviews should be continued until the topic is either
exhausted or saturated, i.e. when interviewees (respondents) introduce no new

perspectives on the topic.
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Lastly, it is important to note that there is a lack of previous academic studies
concerning HMCs. This presents the researcher with limits in identifying and

exploring the research methods and design which had been used before.

3.7 Summary

This chapter has discussed the research methodology and the strategy that was
employed in conducting the research. This research adopted an exploratory research
strategy using a qualitative approach as this was decided to be most appropriate for

meeting the research aims and answering the research questions.

As the research required in-depth details of the key issues associated with the use of
HMCs, semi-structured face-to-face elite interviews were utilised. Subsequently,
this process yielded rich data in the form of interview transcripts. These were
subsequently subjected to thematic analysis which was the key data analysis
technique adopted in an effort to transform the qualitative data into findings. These

findings are reported in the next chapter.
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CHAPTER 4: FINDINGS

4.0 Introduction

This chapter will provide findings on the use of HMCs in Thailand, divided into two
sections. In the first section, regarding the application of agency theory to the use of
HMCs, the findings on the nature of the agency relationship and the associated
agency problems present in HMCs and restraints against agent opportunism in HMCs
will be shown. In the second section, concerning the key issues associated with the
use of HMCs in Thailand, the findings on the anatomy of the HMC (i.e. key
provisions in the HMC); the pre-contract signing stage (i.e. the motivations of the
parties in relation to the HMC, the partner selection criteria, and the nature of
contract negotiations); and the post-contract signing stage (the working relationship
between the owner, the head/regional office of the hotel management company, and
the hotel GM in the operation of HMCs, the control methods in the operation of
HMCs, and the on-going issues in the operations of HMCs) will be presented.

4.1 The application of agency theory to the use of hotel management
contracts

This section will present findings on the nature of the agency relationship and the
associated agency problems present in HMCs and restraints against agent

opportunism in HMCs.

4.1.1 Nature of the agency relationship and the associated agency problems
present in hotel management contracts

This section will provide findings on research question 1 ‘What is the nature of the

agency relationship and the associated agency problems present in hotel management

contracts?’. The findings will be presented in line with the six criteria which were

developed from an overview of principal-professional and owner-manager exchanges
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(see Table 2.6 in section 2.2.3.3). A summary of the criteria and their associated

questions regarding the relationship between the hotel owner and the hotel

management company under the HMC, are shown in Table 4.1 below .

Table 4.1: Six criteria and their associated questions regarding the relationship
between the hotel owner and the hotel management company under the hotel

management contract

Key questions regarding the relationship between the hotel owner and the hotel

Criteria Dimension
management company under the hotel management contract
Problem To what extent are the goal and risk preference of hotel owners and hotel management
domain companies different?
Do hotel owners require the specific knowledge of operators to perform task?

1 Key idea How is the relationship between the hotel owner and the hotel management company
built/designed under the hotel management contract to accommodate the problem of
either knowledge or information asymmetry (due to the nature of hote! management
contract task)?

Human To what extent do the motives of hotel management companies represent self-interest or
assumptions altruism?
How do hotel owners and hotel management companies interact with each others under

2 hotel management contracts?

To what extent does the working relationship between hotel owners and hotel
management companies exhibit social embeddedness and individual autonomy?
To what extent are hotel owners able to share the risk with hotel management
companies?
Organizational To what extent are goals of hotel owners and hotel management companies conflict?
assumptions How is the overall performance of the hotel management company evaluated by hotel

3 owners?

To what extent are hotel owners able to know how hotel management companies do the
task?
What are characteristics of hotel owners in working with their operators?

Assumption To what extent are hotel owners able to monitor and evaluate the performance of hotel

4 about management companies in the hotel management contracts?

oversight

5 lnformat.ion To what extent are hotel owners able to obtain/reveal the information (what actually

assumptions operators do) in hotel management contracts?

6 Contracting To what extent are hotel owners able to verify the behaviour of hotel management

problems companies in hotel management contracts?

4.1.1.1 Problem domain and key idea

This section will provide findings on the problem domain (i.e. difference in goals and

risk preferences, engaging in knowledge intensive task) and the key idea (i.e. the way

in which the relationship is built or designed to accommodate the agency problem) in

the relationship between hotel owners and hotel management companies under

HMCs.
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4.1.1.1.1 To what extent are goals and risk preferences of hotel owners and hotel
management companies in using hotel management contracts different?

With respect to partly conflicting goals, the most obvious issue concerns financial
issues (management fees). Thai owners wish to achieve a positive business
performance and high operational performance/efficiency, and to make the best
possible return from their investment, thus spending too much on management fees
would adversely affect their return, ‘beside the forecast of business, we need to
consider the type and the amount of management fees. As it would affect our bottom
line, we would make a negotiation if we think that it is too high and unfair’ (OW-7).
In contrast, the hotel management companies expect to gain the highest possible
level of management fees from providing the services of hotel management because
it is their key source of revenue when using the business model of HMCs. Thus,
those fees are at the expense of the owner, ‘our company is a public company. We
are trading our shares in the stock exchange,; we need to make a profit for the
company. We are not doing something for nothing, even if we love the owner or the
hotel property. It also has to work for us although we work for the owner. ... If we
are not going to agree on fees, we will walk away’ (EXEC-1). This clearly shows

that both parties have partly conflicting goals.

Regarding risk preference, in most of the cases, hotel management companies
commonly have no interest in investing in the ownership of the hotel property, ‘our
special skill is to manage the hotel, where our core competence is, for a management
fee. ... The new structure of our company is to get the 100% management contract
property, rather than partial or 100% own property’ (EXEC-3). Therefore, Thai
hotel owners make the investment and hold all the business risk; while the hotel
management companies are exposed to none of the risks. This clearly shows the
difference in risk preference. In this sense, the hotel management companies are risk

neutral as there is no concern regarding the business risk if the property is

unsuccessful,
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4.1.1.1.2 Do hotel owners require the specific knowledge of hotel management
companies to perform hotel management contract task?

It is common that hotel management companies (as an expertise) typically offer a
hotel management service in return for fees, ‘over the last two years the board of our
company announced that we will be purely a hotel management company. What we
mainly do as a company now is to look for someone who wants to invest their capital
Jor the hotel/resort property, and we manage it’ (EXEC-2). On the other hand, Thai
hotel owners are in need of a hotel management service/know-how (which is offered
and acquired by operators) to run their hotels. When making an investment, in many
cases, Thai hotel owners are in need of such services because they lack the
knowledge and the necessary know-how in managing hotels, ‘during development of
the hotel property, the owners and his partners were businessmen who did not have
knowledge and experience in the hotel business’ (OW-1). Some of the Thai hotel
owners, especially the property/land developer, have no interest in hotel operations
other than the investment, ‘the hotel is not our core business. We are a real estate
developer. We develop land and property to become valuable property. If there is
an opportunity, we would sell the property to make profit. Our company has no hotel
operation expertise, so we need the expertise and know how of the hotel management
company to operate and to manage the properties for us’ (OW-4). In this context, it
can be clearly seen that Thai hotel owners are in need of hotel management services.
Consequently, in most cases, the hotel management companies were approached by
Thai hotel owners who were in need of special skills (hotel management) to manage
their hotel. This situation clearly suggests that both the hotel owner and the hotel
management company engage in a knowledge-intensive task because the Thai hotel
owners require the specific knowledge (hotel management) of the operator to run the

hotel for them.

4.1.1.1.3 How is the relationship built to accommodate the problem (due to the
nature of the task)?

In most cases, there is an attempt by Thai hotel owners to efficiently accommodate
power asymmetry arising from either a knowledge or information gap in the agent’s

favour. As such, acting on behalf of the hotel owner, there is commonly an owner
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representative to look after the hotel property, ‘as an owner representative, we need
lo ensure that the hotel property obtain an appropriate bottom line, to maximise net
profit, to monitor and to control the performance of the operator. We also have to
co-ordinate with both GM and the regional office of the hotel company’ (OW-5).
With access to and the support of an owner representative, the effectiveness of owner
control is greatly improved. This is because the sophisticated owner representative
knows the business, what needs to be done, how to control and measure outcomes,
and perhaps how to verify the behaviour of the operator, ‘if the owner has strong
knowledge and experience of hotel business and operations, the operator cannot tell
anything nonsense ... and would give more power to the owner as we could control

and expect more output from them’ (OW-5).

Moreover, there is typically an involvement of Thai owners in the hotel operations.
This would enable Thai hotel owners to be in a better position when there is an
operational issue, because Thai owners commonly reserve the right to have the final
say, especially on the issue of budgeting, ‘we thought that the proposed budget was
too low as we could possibly make more revenue/profit. However, the operator
insisted that the proposed budget was the realistic budget that we could possibly
achieve. So we need a long discussion until everything had been sorted out. Both
parties normally agreed to meet it half-way. It is common that the owner needs
more, and the GM might need a low-target budget to achieve as it is a key
performance indicator when evaluating the GM which related to the calculation of
bonus. We insisted to rise up the numbers in the proposed budget, and to
encourage/support the operator to work on. At the end of the year, although we
cannot hit the target, we could make more profit’ (OW-2). Another crucial issue
concerns spending on capital expenditure, ‘the owner has definitely a final say as all
of the asset and the money belongs to the owner. We can only make a
recommendation on what to do’ (GM-2). From this evidence, this could suggest that
due to the nature of the use of HMCs in Thailand, the relationship between Thai
hotel owners and hotel management companies tends to be built around
accommodating the power asymmetry which may arise due to the knowledge gap in

hotel management companies’ favour.
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4.1.1.2 Human assumptions

This section will provide findings on the human assumption in the relationship

between hotel owners and hotel management companies under HMCs.

4.1.1.2.1 To what extent are motives of the hotel management company self-interest
or altruism?

The hotel management companies’ motivation in relation to the use of HMCs is that
they expect to strengthen themselves by expanding their network (without investing
in the ownership of the hotel property) within the hotel business competition, ‘a Aotel
management contract allows us to have less financial spending in hotel property
investment to increase the number of properties and to strengthen the network for the
hotel business competition’ (EXEC-4). The hotel management companies also aim to
maximise revenue by gaining management fees, ‘managing hotel/resort property
becomes our core business activity, not fully or partial owning the hotel properties.
The hotel management contract allows us to have ... an opportunity to gain the
management fee in return for managing the hotel’ (EXEC-4). Accordingly, in some
cases, hotel management companies have approached a hotel owner seeking the
opportunity to manage a specific property, ‘at that time this operator had no hotels in
Thailand. They were looking for an opportunity to manage a hotel in Thailand and
they got in touch with our company’ (OW-5). This explicitly highlights the self-

interest of hotel management companies.

Meanwhile, in many cases, Thai hotel owners (who are in need and normally lack the
necessary knowledge or interest in hotel operations) approached hotel management
companies (who offer a hotel management service in return for management fees) to
assist them in managing the hotel property to meet their goals, ‘the hotel is not our
core business. We are a real estate developer. We develop land and property to
become valuable property. If there is an opportunity, we would sell the property to
make profit. Our company has no hotel operation expertise, so we need the expertise
and know how of the hotel management company to operate and to manage the
properties for us ... therefore, we issued an invitation letter to them’ (OW-4). This

situation highlights the altruism of hotel management companies, who as
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professionals, have a calling to serve people in need. Furthermore, in many cases,
many hotel properties were negatively affected by unexpected situations (e.g.
Tsunami, SARS), and in these circumstances special treatment was provided by
operators to resolve the situation, ‘we and the operator worked closely in order to
resolve the situation. The business was in a difficult period as there was less
numbers of tourist and we needed to reforecast the business. The regional/head
office of the operator also provided assistance, especially on marketing’ (OW-7).
Similarly, ‘we had the support from everyone. From the situation, it shows us an
incredible team-work from everyone. The only one goal is to re-open the hotel’
(GM-9). This situation also highlights the altruism of hotel management companies

in providing special assistance when the hotel owners were in a difficult situation.

Thus, these situations confirm that it is not only self-interest (strengthening the
network without investing in the ownership of the hotel property; and maximising
the revenue by gaining management fees), but also altruism (assisting hotel owners
who are in need and lack the necessary knowledge or have no interest in hotel
operations in managing the hotel property to meet their goals) that governs the

behaviour of the hotel management companies in the use of HMCs in Thailand.

4.1.1.2.2 How do hotel owners and hotel management companies interact with each
others under hotel management contracts?

In terms of bounded rationality, a boundary of action/behaviour (i.e. decision
making, argument) in the agency relationship based on reasons rather than emotions
is represented in the relationship between Thai hotel owners and hotel management
companies. For Thai hotel owners, their key responsibilities are to co-ordinate with
the operator (both the general manager and the executives of head/regional office),
and to monitor the financial and operational performance of the hotel, ‘as an owner
representative, we need to ensure that the hotel property obtain an appropriate
bottom line, to maximise net profit, to monitor and to control the performance of the
operator. We also have to co-ordinate with both GM and the regional office of the
hotel company’ (OW-5). For operators, their key responsibilities are to co-ordinate
with hotel owners or their representatives and to ensure a positive business

performance and that the hotel operation meets the set brand standards, ‘I need to

198



ensure that we have a positive business result, and the hotel operation is smooth and

well managed (GM-T7).

Behaving rationally is perceived as being crucial in the relationship, as cited by many
respondents, ‘in my opinion, conducting rational discussion and being a reasonable
person would be factor that could enhance the relationship. This is because if both
parties always talk, discuss or even make a recommendation, there will be less
tension and there will be a positive result for both parties. Furthermore, this could
enhance more understanding’ (OW-9). Therefore, these situations confirm that a
boundary of action/behaviour (i.e. decision making, argument), based on reasons
rather than emotions, exists in the relationship between hotel owners and hotel

management companies.

4.1.1.2.3 To what extent does the working relationship between hotel owners and
hotel management companies exhibit social embeddedness and individual
autonomy?

In most cases, where Thai hotel owners and hotel general managers work closely,
there are a number of activities that create a social interaction between them such as
consultation, and involvement in the hotel operation, ‘we normally get involved with
the financial policy and general policy for the hotel property. ... the GM always
asked for owner’s opinion on some major policies and decision making, such as
major renovation project, staff bonus, key staff movement or promotion, promotion
Jor boosting up revenue’ (OW-6). In order to do this, there is a need for the
operators (especially for the hotel general manager) to familiarise themselves with
the working culture of Thai owners, ‘I also need to adjust myself to the working
culture of the owning company. Otherwise, it will be difficult to have a successful
result in managing the property’ (GM-7). In this context, since the Thai hotel
owners are active in the hotel operation, social embeddedness is clearly represented

in the relationship between the hotel owners and hotel management companies.
In some situations, the Thai hotel owners and hotel general managers are only

loosely coordinated. This is because the hotel owners might have too many

businesses and no interest in the hotel operation, ‘as we are developers ... in
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practice, we have no person visit the property and monitor the hotel operation. We
never check on the property’ (OW-4). Also some hotel owners are interested only in
the bottom-line, ‘I think that my owner would not like to know how we operate the
hotel property. However, they would expect us only to make profit according to the
budget at the end of the month or year’ (GM-3). Thus, it is clearly highlighted that
there is no or very little social interaction between them as the Thai hotel owners are
passive and allow the operator to independently produce the outcome. Therefore, the

individual autonomy of the operator (as the agent) is represented in the relationship.

This situation shows that the issue of social embeddedness (whereby hotel owners
are active and work closely with their operator in the hotel operation) and individual
autonomy (whereby hotel owners are passive and not involved in the hotel operation)
of the hotel management company are exhibited in the operation of HMCs in
Thailand. Moreover, the nature of the co-ordination between hotel management

companies and Thai hotel owners was varied, as there are two types of relationship.

4.1.1.2.4 To what extent are hotel owners able to share the risk with hotel
management companies?

In the use of HMCs in Thailand, hotel management companies tend to avoid and
minimise to themselves risks. In most cases, Thai hotel owners are the primary
business risk holder, because hotel management companies commonly have no
interest in investing in the ownership of the hotel property, ‘our special skill is to
manage the hotel, where our core competence is, for a management fee. ... The new
structure of our company is to get the 100% management contract property, rather
than partial or 100% own property’ (EXEC-3). Thus, in this situation, hotel
management companies are not exposed to any business risk, and in this sense hotel
management companies are risk-neutral, as there is no concern regarding the

business risk if the property is unsuccessful.

However, there is an attempt by Thai hotel owners to share risk with the operators by
emphasising the portion of incentive fee rather than a fixed basic fee, so that the
management fee to be gained will be dependent upon the business performance.

Another example of this is that the achievement of business performance being tied
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in to the contract termination clause in the contract, ‘in a normal situation, they
would use the past years budget and consider growth in order to set up the budget
for the next year. If the operator fails to meet the GOP target for two consecutive
years, the owner has the right to terminate this contract by giving six-month written
notice to the operator’ (OW-2). This means that the security of the contract/tenure
(the employment) will depend on the achievement of the annual budget promised and
the business performance of operators. Therefore, under these circumstances hotel
management companies tend to be risk-averse since failure to achieve the promised
annual budget and business performance might result in contract termination. This
situation clearly shows that in Thailand, hotel owners and hotel management

companies tend to have different risk preferences.

4.1.1.3 Organisational assumptions

This section will provide findings on the organisational assumption of the relationship

between hotel owners and hotel management companies under HMCs.

4.1.1.3.1 Are goals of the hotel owner and the hotel management company in
conflict?

Through the use of HMCs in Thailand, Thai hotel owners and hotel management
companies can be shown to have partial goal conflicts in their relationship. The most
obvious issue concerns financial issues (management fees). On one hand, Thai
owners all want to achieve a positive business performance and high operational
performance/efficiency, and to make the best possible return from their investment.
Spending too much on management fees would adversely affect their return, ‘beside
the forecast of business, we need to consider the type and the amount of management
fees. As it would affect our bottom line, we negotiate if we think that it is too high
and unfair’ (OW-7). On the other hand, hotel management companies expect to gain
the highest possible level of management fees from providing their services because
it is their key source of revenue when using the business model of HMCs. Thus,
those fees are at the expense of the owner, ‘our company is a public company. We

are trading our shares in the stock exchange, we need to make a profit for the

201



company. We are not doing something for nothing, even if we love the owner or the
hotel property. It also has to work for us although we work for the owner. ... If we

are not going to agree on fees, we will walk away’ (EXEC-1).

4.1.1.3.2 How is the performance of hotel management companies evaluated by hotel
owners?

Due to the nature of the task, in the operation of the HMC in Thailand, Thai owners
generally tend to get involved in the strategic management of the property, ‘we will
macro manage the property. We look at the market, what the hotel needs or does not
need, the comments from people using it, and the things which help the hotel to
generate more income/profit’ (OW-1). Thai owners also commonly have little or no
involvement in day-to-day operations, ‘after giving an assignment to the hotel
company, we would trust them. We would not get involved in the day-to-day
operation of the hotel’ (OW-7). Excessive involvement/control might provide a
negative impact in the relationship, ‘[the owner] should not walk direct into the hotel
and give a direct order to the hotel department head or staff. That means there is a
clearly misunderstanding between the owner and the hotel management company on
what the roles are. No one will get any benefit in this situation, only frustration’

(GM-9).

Thus, given this, it is difficult for Thai hotel owners to observe the behaviour and the
true contribution of their operator, therefore, Thai owners tend to focus on the
performance outcome, as this is easier, and where their priority is to observe the
outcome rather than behaviour of the operator, ‘in practice, the best way to control
them is to look at the annual budget. If everything is under the budget, it would be
okay. 1t is not possible and there is no use in auditing every single spending item,
and it could waste much more time to do it’ (OW-9). This situation shows that
efficiency (achievement of the promised outcome or behaviour) is the effectiveness

criterion with which to evaluate the performance of the hotel management company.
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4.1.1.3.3 To what extent are hotel owners able to know how hotel management
companies do the task?

In some cases, where the hotel owners lack knowledge and there is no hotel expertise
working on their behalf (i.e. an owner representative), they might not know ‘the
game’ and are unable to effectively monitor and control the operator, ‘as we are
developer ... in practice, we have no person to visit the property and monitor the
hotel operation’ (OW-4). Moreover, in cases where the owners are not interested in
the hotel operation, and do not work closely with the operators, the owners will not
be able to effectively monitor and control the operator, ‘this may be because the
owning company has many businesses to take care of. If we could deliver the agreed
budget, they would not spend much of their time to look at details in this property’
(GM-11). Therefore, in this situation the degree of knowledge asymmetry will be

high.

However, in a relationship where the owners are keen on the hotel business, or they
have a hotel business expert working on their behalf (i.e. an owner representative),
there is enough evidence to suggest that there will be little or no knowledge
asymmetry. If the owners (as the principals) possess the technical knowledge to
evaluate the outcome accomplished by the hotel management company (as the
professional agents), knowledge asymmetry might not arise in the relationship. With
knowledge and experience in hotel business, the owners know the game, ‘I think that
the owner representative is a very smart person. He has experience in the hotel
business, and knows the market very well ... He knows what I know and I cannot tell
any stupid things ... sometimes, to be honest, I feel that he knows more than I know’
(GM-8). In this situation, the owners might be able not only to protect their benefit,
but to control and to maximise output from the operator, ‘if the owner has strong
knowledge and experience of hotel business and operations, the operator cannot tell
anything nonsense ... and would give more power to the owner as we could control
and expect more output from them’ (OW-5). Nonetheless, information asymmetry
also does exist in the relationship as in many cases, no matter how sophisticated Thai
owners are; they will not get involved in the day-to-day hotel operation, ‘after giving
an assignment to the hotel company, we would trust them. We would not get involved

in the day-to-day operation of the hotel” (OW-7).
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Therefore, this situation shows that the level of hotel business experience/knowledge
of hotel owners does vary and a degree of knowledge asymmetry (imbalance of
knowledge/know-how about the hotel business) does exist in the relationship when
hotel owners lack of knowledge. However, if hotel owners are experienced in the

hotel business, the degree of this knowledge asymmetry might be minimal (or none).

4.1.1.3.4 What are characteristics of hotel owners in working with their operators?
Thai hotel owners tend to work closely with the GM and to get involved in the
general policy and management of the hotel property, ‘we are working very close
with the owner of the hotel especially in the management aspect [not a day-to-day
operation]’ (GM-7). By its nature, this situation creates a great deal of consultation
and interaction between Thai hotel owners and their operator. This clearly shows
that this group of Thai hotel owners tend not to be simply passive owners and that

most Thai hotel owners and hotel management companies tend to co-produce the

service in HMCs.

However, in some cases, Thai hotel owners are not interested in the hotel operations
and focus only on the bottom-line, and are absent from routine hotel operations at
both the macro and the micro levels, ‘I think that owner would not like to know how
we operate the hotel property. However, they would expect us only to make profit
according to the budget at the end of the month or year’ (GM-3). In this situation,
there is no (or limited) consultation and interaction between Thai hotel owners and
their operator. This clearly highlights that this group of Thai hotel owners tend to be
passive, and in this sense, shows that they delegate the task to their operator. In other

words, both parties do not co-produce the service.

This situation clearly shows that the issue of co-production of service is potentially
an ambiguous point in the relationship between Thai hotel owners and hotel
management companies in Thailand. By nature of the operation of HMCs in

Thailand, Thai hotel owners and hotel management companies tend to co-produce
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the hotel management service. However, in some cases, they might not co-produce

the service where Thai hotel owners are inactive.

4.1.1.4 Oversighting assumption

This section will provide findings on the oversighting assumption in the relationship

between hotel owners and hotel management companies under HMCs.

4.1.1.4.1 To what extent are hotel owners able to monitor and evaluate the
performance of hotel management companies in hotel management
contracts?

In many cases, owner representatives are employed to be responsible for the hotel
property on behalf of hotel owners. Due to the hotel business sophistication, this
would enhance the ability of hotel owners to monitor and control their operators, ‘if
the owner [or owner representative] has strong knowledge and experience of hotel
business and operations, the operator cannot tell anything nonsense ... and would
give more power to the owner as we could control and expect more output from

them® (OW-5).

By nature of the operation of HMCs in Thailand, the control mechanisms specified in
the HMC document (meeting, reporting) are apparently used by Thai hotel owners to
control their operator in the operation of the HMC. Accordingly, this would be
considered the organisational-based control, allowing Thai hotel owners to monitor
and evaluate the performance of their operators. For example, achievement of GOP
is typically used, ‘the number on the bottom line in the balance sheet is the biggest
concern’ (OW-1). The comparison of the actual performance with the approved
annual budget is commonly used, ‘revenue and expenditure of the hotel is crucial,
but the net profit is the key point. Actual performance compared with the approved
budget is the agreed performance standard’ (OW-2). In addition, periodic reporting
is typical, submitted by hotel general managers, ‘we prepare a monthly
comprehensive report which shows how we perform, profit and loss, and all of

activities in hotel’ (GM-9). In terms of meetings, formal monthly meetings are
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commonly organised, ‘there will be a monthly meeting with the owner representative

to review and to discuss the situation or any other issues’ (GM-10).

To some extent, the information system contained within a particular HMC, might
not reflect the actual potential of the hotel. However, the effectiveness of the

operator might be examined by making performance comparisons with others in

order to make the control more efficient. This is considered as the formal or

informal checks by a community of professional peers. By its nature, performance
comparison/benchmarking is an effective method of examining the performance of
the hotel management company, as cited by many respondents, ‘it is a very important
method for monitoring our property. If we have a chance to use this method, it is a
must’ (OW-2). In the context of the HMC, the focus will be on RevPar as in
comparing the performance with direct/indirect competitors or other hotels at the
same level, it allows the owners (as principal) to see how well the operators (as

agent) are doing among the other operators, ‘this would tell us if what we are doing is
right or wrong. If we have 20% occupancy rate but the others have more than 60%,
we would have a problem. It makes us ask ourselves a question when we look at the
others. ... If the average room rate is far too high from the others, it could be good
or bad. This is because we could lose our guest to stay in other cheaper
property/competitors. If the rate is too low, it means that we are selling our product
cheaply or our quality is not good enough. Therefore, we would revise our strategy’
(GM-4). Consequently, the correct RevPar would indicate the correct performance

of the operator at the end of the month or year.

In this context, with reference to assumption about ‘oversight’, although
organisational-based control is used including the control mechanisms specified in
the HMC document (meeting, reporting) and the other more informal methods (i.e.
property visits/observation, collecting feedback from several sources), the use of a
community of peers (via performance comparison/benchmarking) has been
emphasised by Thai hotel owners and their operators, because it enhances the

effectiveness in controlling the performance of operator.
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4.1.1.5 Information assumption

This section will present findings on the information assumption which exists in the

relationship between hotel owners and hotel management companies under HMCs.

4.1.1.5.1 To what extent are hotel owners able to obtain/reveal the information in
hotel management contracts?

In most cases, an owner representative, who is experienced in the hotel business, is
employed by inactive owners for monitoring and controlling the operator, ‘we [are]
responsible for the performance and everything concerning the hotel properties. We
need to monitor and control the operator including day-to-day operation, revenue
and expenditure, profit and loss, position of the property (where we are in the
business/in competition), and maintenance of the property’ (OW-10). However, it
would be in help the best interests of Thai hotel owners to know what exactly their
operators do in the operation, ‘we do have a team who have a strong hotel business
background and experience. We monitor and visit all of our properties regularly.
We could make a comment or recommendation on every aspect of the hotel, and

would conduct a discussion with General Manager’ (OW-10).

However, the specific knowledge and know-how in each hotel management
company, such as marketing knowledge, cannot be purchased/obtained outright, ‘zke
operator had established its brand for a long time. Know-how, brand reputation and
image, and marketing distribution channels toward a particular market was much
stronger than our own. Therefore, we need to use the operator’s brand to do the
business and to capture this target market because it is a brand that targets and is
well-known among luxury and top-class customer’ (OW-9). Hotel operation know-
how is also typically cited, ‘if we manage our properties by ourselves, we feel that
we could not get a level of success as good as we have had recently. Local
knowledge was different from and not as good as international knowledge. If our
property would like to serve foreigners, we would have an international knowledge

and standard in hotel operations’ (OW-10).
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Thus, because of the nature of the task, in many cases, although Thai hotel owners
are sophisticated in the hotel business or work closely with the hotel general
manager, there is typically no micro-management by Thai hotel owners in the actual
hotel operation. Due to their lack of specific knowledge, they might ignore the
operation details, ‘we could get involved in the hotel management and operation as
much as we would like to get involved. However, we do not get involved in the day-
to-day operations or any micro management as there are too many specific details

[which we do not know]. We do not act as a second GM” (OW-1).

In relation to this, the specific knowledge and know-how (as esoteric knowledge) of
each hotel management company (i.e. brand reputation and image, marketing
distribution channels toward a particular market, or hotel operation know-how) tends
to be incomplete in the market. It is also unlikely that hotel owners could obtain the
esoteric knowledge as it is not available in the market. Thus, due to the nature of the
task, hotel owners might not be able to sort-out the true contribution of the operator

in achieving the observed outcome.

4.1.1.6 Contracting problems

This section will provide findings on the contracting problems in the relationship

between hotel owners and hotel management companies under HMCs.

4.1.1.6.1 To what extent are hotel owners able to verify the behaviour of hotel
management companies in hotel management contracts?

In some cases, where hotel owners lack hotel business knowledge (e.g. the specific
knowledge in running hotel), they might not know ‘the game’ and not be able to
effectively monitor and control the operator, ‘as we are developer, we have no
knowledge in hotel business ... in practice, we have no person to visit the property
and to monitor the hotel operation...we do not know how the operator run our
property’ (OW-4).  Apart from their interest in bottom-line, this group of Thai hotel
owners totally ignore the hotel operation, ‘We have no interest and know-how in

operating the hotel. We would like to have professional to run hotel. The operator
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obtains and would bring in their expertise in various areas to set up and to operate
the hotel. With these expertises, we believed that they would provide us an
appropriate bottom line...we do not want to have headache and spend much of our
time in the hotel operation’ (OW-8). Such a situation would highlight the
indeterminacy and opacity of behaviour of the hotel management companies toward
Thai hotel owners who lack hotel business knowledge because this group of hotel

owners could not specify and sort out exactly what the operators are actually doing in

the hotel operation.

However, in many cases, there is a hotel business sophisticated owner representative
who works on behalf of the hotel owner. Experience and knowledge of the hotel
business is perceived as being crucial by respondents for effective coordination and
control, ‘the GM could not cheat or tell a lie as we know the business and industry’
(OW-1). It would also put the owner in a better position in controlling, ‘the more
experience owner would get more control in their property, and more cover for
themselves. And they will be more involved with the operations and more control’
(GM-4). Due to the nature of the task, in many cases, although Thai hotel owners are
sophisticated in the hotel business, or work closely with the hotel general manager,
there is typically no micro-management in the hotel operation, ‘We can get much
involve [in the hotel operation] as much as we could. However, we will not get
involved in the day-to-day operations’ (OW-5). This situation highlights that this
group of Thai hotel owners could partially specify and sort out exactly what the
operators are actually doing in the operation. Therefore, to some extent, there is an

indeterminacy and opacity of behaviour within hotel management companies.

As has been noted, depending on the level of hotel business knowledge of the hotel
owners, it is likely that they could not completely specify and sort out exactly what
the operators are actually doing in the operation of the HMC. Thus, in this sense, it
can be highlighted that the indeterminacy and opacity of behaviour of the hotel

management companies tend to be represented.
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4.1.1.7 Summary

In summary, based upon the evidence from the use of HMCs in Thailand, it is
possible to identify the characteristics in the relationship between the hotel owner

and the hotel management company working together under a HMC (see Table 4.2).

In terms of the problem domain and key idea, Thai hotel owners and hotel
management companies have differing risk preferences (Thai hotel owners make the
investment and fully hold any business risk, which may be involved in the venture;
hotel management companies are not exposed to any business risk) and partly
conflicting goals (Thai owners wish to achieve a positive business performance and
high operational efficiency, and to make the best possible return from their
investment; hotel management companies expect to gain the highest possible level of
management fees from providing their hotel management services). Thus, by
engaging in a knowledge-intensive task, hotel management companies provide a
hotel management service (i.e. this is their special skill) to Thai hotel owners who are
in need of such skills to manage their hotel. Consequently, there is an attempt by
Thai hotel owners to address the problem of knowledge asymmetry by employing a
sophisticated owner representative in order to get more involved in the hotel

operation.

Regarding the ‘human assumption’, it is not only self-interest (strengthening the
network without investing in the actual ownership of the hotel property, and
maximising the revenue by gaining management fees), but also altruism (assisting
hotel owners who are in need and lack the necessary knowledge, or who have no
interest in hotel operations, in managing the hotel property to meet their goals) that
governs the behaviour of the hotel management companies in the use of HMCs. The
issue of social embeddedness (as hotel owners are active and work closely with their
operator in the hotel operation) and individual autonomy (as hotel owners are passive
and not involved in the hotel operation) of the hotel management company do arise
in the operation of hotel management contracts. In terms of the risk preference of the

hotel management company, the issue of risk neutrality (Thai hotel owners are the
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Table 4.2: Findings on the characteristics of the relationship between the hotel owner and the hotel management company in Thailand

Dimension

Findings

Key questions

I

Evidence from the use of hotel management contracts in Thailand

Characteristic of the relationship between the hotel
owner and the hotel management company

Unit of analysis

Exchange and contract between the hotel owner and the hotel management company.

o Contract and exchange between the hotel owner
and the hotel management company.

Problem domain

To what extent are the goals and risk
preferences of hotel owners and hotel
management companies different?
Do hotel owners require the specific
knowledge of operators in order to
perform task?

o Hotel owners are the primary risk holder; while there is no equity

participation into the project and no business risk held by the hotel
management company

Hotel owners aim to maximise the return from their investment, while
hotel management companies aim to maximise the management fees.
Hotel management companies provide a hotel management service (i.e.
their special skill) to Thai hotel owners who are in need of special skills
(hotel management) to manage their hotel.

* The relationships between hotel owners and
operators relies on the need to engage in a
knowledge-intensive task, in which both parties
have differing risk preference and partly
conflicting goals.

Key idea

How is the relationship between the
hotel owner and the hotel management
company built/designed under the hotel
management contract to accommodate
the problem of either knowledge or
information asymmetry (due to the
nature of hotel management contract
task)?

There is an attempt by Thai hote! owners to efficiently accommodate
power asymmetry arising from knowledge and information gaps in the
agent’s favour (i.e. employment of hotel business sophisticated owner
representative, and intention to get involved in the hotel operation).

e Principal-professional relationships tend to be
designed/built to efficiently accommodate power
asymmetry arising from knowledge gaps in agent’s
favour.

Human
assumptions

To what extent do the motives of hotel
management companies represent self-
interest or altruism?

How do hotel owners and hotel
management companies interact with
each other under hotel management
contracts?

To what extent does the working
relationship between hotel owners and
hotel management companies exhibit
social embeddedness and individual
autonomy?

To what extent are hotel owners able to
share risk with hotel management
companies?

While assisting Thai hotel owners in managing the hotel, the operators
also work for themselves (i.e. strengthening their network and maximising
management fees)

Thai hotel owners co-ordinate with their operator, and monitor the
financial and operational performance of the hotel; operators, co-ordinate
with Thai hotel owners or their representative, ensure a positive business
performance and that the hote! operation meets the brand’s set standards.
Most hotel owners or their representatives work closely and have social
interaction with the operator (especially GM). In contrast, in some cases,
hotel owners are not interested in the hotel operation so allow the operator
to work independently to produce the agreed outcome.

Operators commonly have no business risk, but the security of the
contract/tenure (the employment) will be reliant on business performance.

o Mixed motive (altruism and self-interest) of
operators/agents tends to be represented.

e Bounded rationality is represented.

¢ Both social embeddedness and individual
autonomy are represented.

* Risk aversion of agent tends to be represented.
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Table 4.1 (continued): Findings on the characteristics of the relationship between the hotel owner and the hotel management company in Thailand

Dimension

Findings

Key questions

Evidence from the use of hotel management contracts in Thailand

Characteristic of the relationship between the hotel

owner and the hotel management company

1

Organizational
assumptions

To what extent are goals of hotel owners
and hotel management companies
conflict?

How is the overall performance of the
hotel management company evaluated
by hotel owners?

To what extent are hotel owners able to
know how hotel management
companies do the task?

What are characteristics of hotel owners
in working with their operators?

From a joint expectation on positive business performance, hotel owners wish
to maximise the return on their investment, while operators need to maximise
the management fees.

Hotel owners tend to macro-manage their property and there is little or no
involvement in day-to-day operation. It is difficult to observe the behaviour
and the true contribution of their operator, so hotel owners tend to focus on the
performance outcome because it is easier and then become a priority.

Apart from the information asymmetry, knowledge asymmetry exists in the
relationship; however, the degree of knowledge asymmetry depends on the
level of hotel business experience which the owner possesses.

Most hotel owners work closely with hotel management companies.
However, in some cases, owners absent themselves from the hotel operation
(i.e. when their only concern is that of the bottom-line).

Partial goal conflict is represented.

Efficiency as the effectiveness criterion is
represented.

Knowledge asymmetry tends to be represented
(rather than information asymmetry).

Both the co-production of service (involving both
principal and professional) and agents being
delegated tasks by passive owners/principals tends
to be represented.

Assumption
about oversight

To what extent are hotel owners able to
monitor and evaluate the performance
of hotel management companies in the
hotel management contracts?

Control mechanisms specified in the HMC document and monitoring
mechanisms in the operation of HMC (i.e. reporting and meeting, property
visits/observation, collecting feedback from several sources) are evidently
used. However, performance comparison/benchmarking is typically
emphasised and used to make the control more efficient.

While emphasis on community of peers, corporate
control is used.

Information
assumptions

To what extent are hotel owners able to
obtain/reveal the information (what
actually operators do) in hotel
management contracts?

Hotel business sophisticated owner representative can be employed but the
knowledge and know-how of the operator in managing hotel (i.e. marketing
knowledge, hotel operation know-how), cannot be purchased.

The information tends to be an incomplete market
for esoteric knowledge — not a commodity.

Contracting
problems

To what extent are hotel owners able to
verify the behaviour of hotel
management companies in hotel
management contracts?

It is difficult for hotel owners to specify and monitor exactly what and how
their operators are actually doing due to the level of knowledge of hotel
owners and the nature of the task.

The problem tends to be a problem of
indeterminacy and opacity of behaviour of agent.
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primary business risk holder because the hotel management companies commonly
have no interest in investing in the ownership of the hotel property) and risk aversion
(there is an attempt by Thai hotel owners to share a risk on the operators, such as
emphasising the portion of incentive fee rather than basic fee, and the achievement of
the business performance is tied with the contract termination clause) are clearly

represented in the use of HMC:s.

In terms of the ‘organisation assumption’, both parties (i.e. Thai hotel owners and
hotel management companies) have partial goal conflict especially for the financial
issue (e.g. management fees). On the one hand, Thai owners commonly desire to
achieve a positive business performance and high operational
performance/efficiency, and to make the best possible return from their investment.
On the other hand, the hotel management companies expect to gain the highest
possible level of management fees from providing the hotel management services (at
the expense of the hotel owner). The issue of knowledge asymmetry does arise in the
relationship; though the degree of knowledge asymmetry depends on the level of
hotel business experience/knowledge which the hotel owner already has. Lastly,
most of Thai hotel owners are active in the production of the hotel management
service, working closely with the hotel management companies to co-produce the
service. However, in a few cases, Thai hotel owners are clearly passive, being absent

from the hotel operation and focusing only on the bottom-line.

With reference to assumptions about ‘oversight’, although organisational-based
controls are in use including the control mechanisms specified in the HMC document
(meeting, reporting) and other more informal methods (i.e. property
visits/observation, collecting feedback from several sources), Thai hotel owners and
their operators place particular emphasis on the use of a community of peers (through
performance comparison/benchmarking) because it leads to more effective control of

the operator’s performance.

With respect to the information assumption, the specific knowledge and know-how

(as esoteric knowledge) of each hotel management company (i.e. brand reputation
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and image, marketing distribution channels toward a particular market, or hotel
operation know-how) tends to be incomplete in the market. Therefore, it is unlikely
that hotel owners (even if they are sophisticated in the hotel business) could obtain
the esoteric knowledge as it is not actually available in the market. Also, due to the
nature of the task, it is unlikely that hotel owners will be able to sort out the true

contribution of the operator in achieving the observed outcome.

With regard to the contracting problem, depending on the level of hotel business
knowledge of hotel owners, it is unlikely that they will be able to specify and sort out
exactly what operators are actually doing in the operation of the HMC. Moreover,
even if they are sophisticated in the hotel business, they are not commonly involved
in the area of day-to-day hotel operations. In this sense, it can be highlighted that the
indeterminacy and opacity of behaviour of the hotel management companies tend to

be represented.

4.1.2 Restraint against agent opportunism in hotel management contracts

This section will provide findings on research question 2 ‘How is agent opportunism

restrained in the operation of hotel management contracts?’. The findings will be

presented in line with the two sub-research questions proposed in section 2.2.4.

4.1.2.1 The use of traditional control approaches in the relationship between the
hotel owner and the hotel management company under hotel management
contracts

This section will provide findings on the first sub-research question 2a ‘Within hotel

management contracts to what extent are behaviour and outcome controls used to

restrain against opportunism and how suitable are these controls for hotel

management contracts?’.
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4.1.2.1.1 Traditional control approach (behaviour control and outcome control)

This section will provide findings on the use of traditional control approaches

(behaviour and outcome control) in HMC:s in Thailand.

4.1.2.1.1.1 Outcome control
In the use of HMCs in Thailand, outcome controls are evidently represented in both

the contract document and the operation of the HMC.

In the contract documents, there is a presence of outcome control; for example,
provisions regarding the operator’s performance standards, and a contract

termination clause. Additionally, the achievement of an agreed level of GOP is one
of the key performance indicators which is typically used, ‘bottom line/financial
results are the main indicator’ (OW-10). In relation to this, without achievement of
the performance standard/outcome (as indicated in the contract), there is a risk that
the operator could be terminated as a result of this failure. This is because it is linked
to the termination clause, ‘we agreed to have not less than 85% achievement of
budget as the average would be not less than 75-80% of budget. If the operator
cannot deliver the agreed budget for three consecutive years, we have got a right to
terminate them’ (OW-10). In this situation, the issue of low-ball arises (where the
proposed budget is too low whenever it appears possible to achieve more
revenue/profit) as cited by many respondents, ‘sometime we feel that GM intended to
make and to propose a lower budget [although we could possibly make more profit],
therefore, we try to push them for a higher budger’ (OW-9). Similarly, ‘we thought
that the proposed budget was too low as we could possibly make more
revenue/profit. However, the operator insisted that the proposed budget was the
realistic budget that we could possibly achieve. ... the GM might need a low-target
budget to achieve as it is a key performance indicator when evaluating their

performance’ (OW-2).
In the operation of HMCs, outcome control is frequently used in monitoring

performance, because Thai hotel owners typically focus on result of bottom-

line/annual budget. In fact this is clearly perceived by Thai hotel owners to be
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critical, ‘bottom line/financial results are the main indicator’ (OW-10). Similarly,
‘the number on the bottom line in the balance sheet is the biggest concern’ (OW-1).
This is because achievement of the agreed bottom-line would reflect not only the
status of the hotel project but also the status of the hotel owner who is the primary
risk bearer. This is a clear representation of the use of outcome control. However,
the achievement of the agreed bottom-line might not, in fact, reflect the actual
business potential, as cited by many respondents, ‘only achievement of bottom-line
might not be enough to judge the performance of the operator as it does not tell us

how well we are doing in the real business situation’ (OW-2).

4.1.2.1.1.2 Behaviour control

In the use of HMCs in Thailand, there is evidence of the use of behaviour control in

both the contract document and the operation of HMCs.

In HMC documents, the behaviour control is applied via financial and operational
reports, owner input in operational decision making, restrictive (non-compete)
covenants, and books and records. These provisions tend to be used for controlling

the behaviour of the hotel management company.

In terms of the financial and operational report provision, the performance of the
operator will be reported in a formal written format, ‘on monthly basis, we submit
MIS report (a full monthly report) to the owner. This is a formatted report that
includes every single detail of the hotel property including financial (revenue,
expense, profit), departmental report (human resource, food and beverage, room
division, etc.), and all of the past month activities’ (GM-2). Thus, there will be a
periodic formal meeting between Thai hotel owner and the operator to review and to
discuss the performance. The frequency of the meeting depends on mutual
agreement, ‘we [GM and owner representative] will have a monthly meeting to
review and to discuss the past month performance, the future business and any issues

which may arise’ (GM-8).
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Regarding the owner’s input into the operational decision making provision, in most
cases, Thai hotel owners are able to get involved in various key areas of hotel
operations such as budgeting, ‘after preparing the business plan and everything, we
send it to the head office to get approval. And then we send all of the plans to the
owner for final approval’ (GM-9). Thai hotel owners also get involved in the
selection of key hotel executives, ‘commonly the hotel company would propose the
candidates for GM and hotel executives, however, we have a right to finalise the
selection of GM and some hotel executives, i.e. director of operation, executive chef,
food and beverage manager, financial controller’ (OW-7). Despite this, some Thai
hotel owners will never get involved in the day-to-day operation of the hotel, ‘my
owner always tell me that we are not interested in running this hotel and this is why
you are here, and why we pay you fees, and we will not interfere in the day-to-day
hotel operations’ (GM-9). In this context, it is possible that hotel owners get
partially involved in hotel operations. However, without involvement in day-to-day

operations, the hotel management company could run the property as they see fit.

In relation to the provision of restrictive covenants (regarding non-competition), in
most cases, the hotel management companies could not put the same brand in the
same area without the permission of the Thai hotel owner. For example, some
owners gave a ‘burn-off’ timetable to the operators (a schedule for decreasing the
non-competition area in steps over a defined time period). This might include a
condition such as the operator not being allowed to add a similar type of property in
the identified area during the first 10 to 15 years, ‘it is restricted for the operator to
set up additional same brand name property in the area of Phuket for the first ten
years’ (Respondent 8). In some cases owners and operators agreed to identify
certain areas as restricted, i.e. no similar type of property allowed. For instance, after
establishing a property in Bangkok, an operator might be prevented from adding a
similar type of property within the Bangkok area but would be permitted to do so in
other Thai provinces, ‘we will not allow ... as indicated in the contract, it is
restricted for our operator to have another same brand property in the area of
Bangkok’ (Respondent 3). Contracts would normally specify the conditions that

would apply concerning the addition of similar properties in the same area. These
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conditions could include specific details such as the location of the existing and the
new property, the characteristics of the target market, occupancy levels etc. This
allows Thai hotel owners to control hotel management companies who may focus on
strengthening brand network while not maximising the best possible revenue as an
additional similarly branded property in the same area might increase internal

competition and affect the business performance.

Lastly, with regard to the provision of books and records, the findings (see section
4.1) suggest that the hotel owners could get access to the reports and the documents
that are kept by the hotel management companies, including the financial statements
of the hotel, detailed invoices of all hotel expenses e.g. payroll, system reimbursable
expense schedule, replacement and capital-expenditure, and all other reports
generated at the property level, i.e. guest history and sale files, aging of accounts
receivable, internal audit reports, health and safety report, etc. This implies that the
access to all of those reports and documents by the hotel owners would allow them to
search for more operational details when necessary, thereby addressing the issue of

opacity behaviour of the hotel management company.

In the operation of HMCs, behaviour control is also used by means of reporting
procedures, whereby the operator is typically be required to submit monthly reports
in a formal written format, ‘on monthly basis, we submit MIS report (a full monthly
report) to the owner. This is a formatted report that includes every single detail of
the hotel property including financial (revenue, expense, profit), departmental report
(human resource, food and beverage, room division, etc.), and all of the past month
activities’ (GM-2). Additionally, in cases where the hotel owners are knowledgeable
about the hotel business and work closely with the hotel GM, some owners required
their hotel GM to submit a flash report (either daily, weekly, or two-weekly), which
is a summary of the key business figures, ‘we have daily report, which is called
‘early bird report’. The flash result of previous day performance, which give us
details of occupancy, average room rate, room revenue, laundry, food and beverage,
and entertainment’ (GM-1). This would enable those owners to know what is going

on during the month (before the formal monthly report is produced). Therefore, the

218



performance/outcome of the operator can be monitored not only at the end of the

month, but also during the month.

Holding meetings is another method of controlling the behaviour of the operator.
There will be periodic formal meetings between the owner and the operator to review
and to discuss the performance, ‘there will be a monthly meeting with the owner
representative to review and to discuss the situation or any other issues’ (GM-10).
Normally this is organised after the operator submits the formal monthly report. The
frequency of the meeting (either monthly or quarterly) is by mutual agreement.

Apart from the formal meeting, in some cases where the hotel owners are
sophisticated in the hotel business and work closely with the hotel GM, informal
meetings are also typical, ‘there are informal meetings during each month, we would
commonly have a dining meeting (lunch or dinner), [and a] morning or afternoon
coffee meeting at least 2-3 times a month. This is to update the information and
current situation of the property’ (OW-10). As perceived by many respondents, the
more interaction (i.e. communication) between the hotel owner and the operator,
leads to more understanding and a closer working relationship, ‘Communication is
the most important. We have a [formal and informal] meeting with each other
regularly, not only for a business issue, but also any other issues’ (GM-6).

Similarly, ‘we normally keep informing the owner/owner representative on
everything about the hotel, not only in the formal meeting. We always talk to owner
representative via phone or communicate via e-mail. If something goes wrong, there
will not be a big surprise and there will be less questions and misunderstanding.
Furthermore, it would enable all parties to get closer and to have more trust with

each other’ (GM-11).

Both formal and informal meetings do, to some extent, allow the hotel owner to
verify the behaviour of the hotel management company (especially that of the hotel
GM, who is the key person in running the hotel). There is also an opportunity to
discuss any issues that may arise (not only the business performance, but also

suspected behaviours, e.g. moral hazards). Thus, it would provide a positive effect
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(more understanding and closer relationship) on the relationship between hotel

owners and operators.

Additionally, in the use of HMCs in Thailand, there is evidence of a combination of
outcome control and behaviour control, especially in the contract document. A
combination of both outcome and behaviour control is applied within the provisions
of management fee level and the fee structure. In most cases, the contracts tend to
emphasise the incentive fee portion of the total management fee. A basic
management fee with an added incentive fee basis was the most common fee
structure adopted by the Thai hotels examined, ‘it is the most common fee structure
[basic management fee and added incentive fee] today’ (Respondent 9). These basic
fees are commonly paid as the minimum for the required behaviour of the hotel
management company, while the incentive fees are paid for the achievement of the
desired outcome. Typically, the basic management fee was fixed at 1- 3% of total
revenue and the incentive fee fixed at 3-10% of gross operating profit (GOP).
However, for some contracts, the basic management fee and an incentive fee would
be totally flexible with the percentage of both fees entirely dependent upon
performance, ‘in our case, the percentage of incentive fee depends on the level of
Gross Operating Profit. It could be 0-7% of Gross Operating Profit’ (Respondent
8). This implies that the main income of the operator would be based on the
incentive fee (and dependent on the achievement of GOP level). In other words, the

more GOP the operator makes, the higher the incentive to be gained.

4.1.2.1.2 Factors influencing the suitability of control approach
This section will provide findings on factors influencing the suitability of control

approach in HMCs in Thailand (i.e. task programmability; risk preference;

information asymmetry; length of the agency relationship; and market competition).
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management contract?
By nature of their operation, the degree of task programmability in HMCs in
Thailand tends to be low. It is unlikely that Thai hotel owners would tell the operator
what and how to do a task, because of the limited knowledge which hotel owners
possess, ‘during development of the hotel property, the owners and his partners were
businessmen who did not have knowledge and experience in the hotel business’
(OW-1). The nature of the task might also be another crucial factor. In some
situations, where Thai hotel owners are sophisticated in the hotel business, the target
budget/outcome can be mutually agreed by both parties or there may be macro-
management by Thai hotel owners in the operation of the HMC. However, there is
no involvement in the day-to-day operation, as cited by many respondents, ‘affer
giving an assignment to the hotel company, we would trust them. We would not get

involved in the day-to-day operation of the hotel’ (OW-7).

Due to the limited knowledge possessed by Thai hotel owners and the nature of the
tasks, it can be seen that they are not able to specify in advance the appropriate
behaviour to be adhered to by the operator in order to achieve the outcome.
Therefore, in terms of task programmability, the degree of task programmability in

HMCs tends to be low.

4.1.2.1.2.2 How is the risk perceived by the hotel management company?

In the operation of the HMC in Thailand, the hotel management companies tend to
be risk-averse. Hotel management companies typically tried to avoid bearing the
business risk as there is no intention to invest in the equity of the hotel project, ‘over
the last two years the board of our company announced that we will be purely a hotel
management company. What we mainly do as a company now is to look for someone
who wants to invest their capital for the hotel/resort property, and we manage it’
(EXEC-2). However, in most cases, hotel owners attempt to share some risk with the
hotel management company by co-aligning their interest with that of the hotel owner
by tying the level of performance to the level of incentive fee, and tying achievement
of the agreed GOP to the termination clause, ‘in case of normal situation, they would

use the past year budget and consider about the growth to set up the budget for the
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next year. If the operator fails to meet for two consecutive years the GOP target, the

owner has the right to terminate this contract by giving six-month written notice to

the operator’ (OW-2).

Thus, hotel management companies tend to be risk-averse because the security of the

contract is dependant on the achievement of the agreed performance.

4.1.2.1.2.3 How can the information be revealed in the operation of the hotel
management contract?

Through the use of a HMC, information can be partially revealed so that it could not
be turned to the complete information situation. There is an attempt to reveal the
information of the operation of the HMC through the provisions in contract

document, and the monitoring mechanism during the operation.

In the contract document, information on its operation can be revealed through the
provisions relating to: 1) owner input in the operational decision making — this
allows Thai hotel owners to gain substantial input in two major areas of operational
decision making — budgeting and personnel; 2) financial and operational reporting -
this requires the operator to submit formal written reports including annual budgets,
monthly financial documentation, and annual financial statements, and to conduct
either a monthly or quarterly owner-operator meeting, and 3) books and records —
this requires the operator to keep, and allows the hotel owner to access, documents
such as the financial statements of the hotel, detailed invoices of all hotel expenses
i.e. payroll of the employee, system reimbursable expense schedule, replacement and
capital-expenditure, and all other reports generated at the property level i.e. guest
history and sale files, aging of account receivable, internal audit reports, health and

safety report, etc.

Apart from these control mechanisms, there are additional monitoring mechanisms
which are informally used by Thai hotel owners in the operation of a HMC, for
instance, property visits/observation, in order to see what is happening at the

property. Collecting feedback from several sources (such as business partners, local
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community, ex-staff) is also subjectively used to view the performance of the

operator.

To some extent the information system that is installed into the operation of the
HMC (e.g. budgeting, reporting procedure, meeting) could reveal what the operator
(as agent) is doing. However, where the behaviour of the agent cannot be verified,
the hotel owner might not be able to ascertain what the agent is doing or how well
the agent has performed. This might be considered as a gap, due in some ways to the
characteristics of the hotel owners. In some cases, hotel owners lack hotel business
knowledge, ‘this is because they are real estate developer in stock market list and
they are not interested and have no knowledge in the hotel operations. They might
come here and get the comment but they are not much interested in the day-to-day
operation’ (GM-9). Some Thai owners are interested only in the bottom-line, ‘7
think that owner would not like to know how we operate the hotel property.

However, they would expect us only to make profit according to the budget at the end
of the month or year’ (GM-3). In this situation, hotel owners are totally absent from

the hotel operation so that the degree of information asymmetry remains high.

Nonetheless, the nature of the task could be another crucial factor. In many cases,
Thai hotel owners have sophisticated knowledge of the hotel business or work
closely with the hotel GM. Experience and knowledge of the hotel business is
perceived as being crucial by some owners for effective co-ordination and control. It
would also put the owner in a better position viz-a-viz controlling, ‘if the owner has
strong knowledge and experience of hotel business and operations, the operator
cannot tell anything nonsense ... and this would give more power to the owner as we
could control and expect more output from them’ (OW-5). However, there is
typically no micro-management by Thai owners in the hotel operation. Due to the
specific knowledge, they might ignore the operation details, ‘we could get involved
in the hotel management and operation as much as we would like to get involved.
However, we do not get involved in the day-to-day operations or any micro
management as there are too many specific details [which we do not know]. We do

not act as a second GM® (OW-1). In this situation, it is the operator who possesses
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the specialised knowledge used in the performance of the task (day-to-day

operation), and thus the information asymmetry still remains in the relationship.

Because of these characteristics (i.e. level of hotel business knowledge and/or
interest in hotel operations) and the nature of the task, a Thai hotel owner (as
principal) does not know exactly what the agent has done, despite attempt to install
an information system (e.g. budgeting system, reporting procedure, or additional
layer of management) to discover the agent’s behaviour. This could partially reveal
the agent’s behaviour to the principal, and could change to one of complete
information situations. Therefore, with respect to information asymmetry, there is
sufficient evidence to show that although there is an attempt to install information
system into the operation of HMC, the problem of information asymmetry is only

partially resolved and, thus, still remains.

4.1.2.1.2.4 What is the normal length of a hotel management contract?

In the use of HMCs in Thailand, in most cases, both Thai hotel owners and hotel
management companies expect to enter into a long-term relationship, ‘we are looking
Jor an outstanding company intending to be in a long-term partnership, this is very
important as we will be in this thing for 15-20 years, and we would like to stay in this
relationship for 15-20 years or more and expect to find a relationship like that’
(EXEC-1). Likewise, as indicated under the provision of contract length and renewal
in most of the contract documents, the length of the HMC is normally 10 years with

extension periods of 5 years.

Therefore, in relation to length of the agency relationship, both Thai hotel owners
and hotel management companies expect to be in a long-term relationship under the
HMC. Consequently, the length of the agency relationship in the use of HMCs in
Thailand tends to be long.

4.1.2.1.2.5 How is the degree of international hotel business competition?

In Thailand, the degree of international hotel business competition tends to be high.

With competition within the international hotel business now tougher than ever; the
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need for strong networks is crucial, if the hotel management company wishes to

compete with the other companies.

There is a need for the hotel management company to increase the number of the
properties which exist in the network. Consequently, the hotel management
company might attach strategic significance to a property or location in order to
capture more of the market share, ‘we have no property in Phuket...it would be
advantageous to have a hotel anyhow. Phuket is a strategic location, we could
reduce our gap and it could strengthen our network’ (EXEC-1). In some cases,
there is a need to establish a flagship property, ‘if our company does not have any
property in the city at present, and see the owner is building the hotel in the city, we
would try very hard to convince the owner, by lowering the fee structures or offering
something special for the deal, in order for us to be given the hotel to manage, which

would be our first property in the city’ (EXEC-4).

For many hotel management companies, managing hotel properties tended to be their
core competence, not investing in ownership in hotel property. Accordingly, the
HMC becomes the key business model because it would provide them with the
advantage of reducing the amount of capital spending/investment required in
increasing number of properties in the network, as typically cited by respondents, ‘a
hotel management contract is now our key business model .. it allows us to have less
Jinancial spending in hotel property investment to increase the number of properties
and to strengthen the network for competition in the hotel business’ (EXEC-4).
Therefore, hotel management companies might be proactive in order to get deals
from hotel owners. In some cases, hotel management companies approached Thai
hotel owners seeking the opportunity to manage a property, ‘at that time this
operator had no hotels in Thailand. They were looking for an opportunity to manage
a hotel in Thailand and they got in touch with our company’ (OW-5). Moreover, in
some cases, a number of hotel management companies might compete with each
other to win the deal for managing the property, ‘sometime the operator came in by
themselves after they knew that we were looking for an operator or heard that the

other operators had approached us’ (OW-4). A special deal might be given to Thai
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hotel owners, ‘if the operator knows that they are not the only operator who is
interested in managing the property, they would provide us with a special deal to

beat the other operators’ (OW-4).

Therefore, with regard to the market conditions/competition, there is sufficient

evidence to believe that the degree of the international hotel business competition is

high.

4.1.2.1.3 Summary

To summarise, this section provided findings on the sub-research question 2a:

‘Within hotel management contracts to what extent are behaviour and outcome

controls used to restrain against opportunism and how suitable are these controls for

hotel management contracts?’. The findings were presented in line with two issues

related to the use of traditional control approaches in the relationship between the
hotel owner and the hotel management company under HMCs, namely the traditional
control approach (behaviour control and outcome control) and factors influencing the

suitability of such an approach.

First, in relation to traditional control approaches (behaviour control and outcome
control), used in HMCs in Thailand, these are evidently represented in both the
contract document and the exchange between Thai hotel owners and their operator in

the operation of HMC (see Table 4.3).

Outcome control is applied in both the contract document and the operation of the
HMC. In HMC documents in Thailand, there is an application of outcome control,
whereby the provisions of the operator’s performance standard, and contract
termination clause tend to be used to control the outcome of the operator. In relation
to this, the security of the contract for the operator is at risk as it depends on the
achievement of the promised outcome. Thus, there might be an issue of low ball (i.e.

the proposed budget is set low when there is a possibility that more profit can be

226



made). In the operation of HMCs, outcome control is used via monitoring

performance. While Thai hotel owners typically focus on result of bottom-

line/annual budget, the achievement of the agreed bottom-line might not reflect the

real business potential which the hotel unit might achieve.

Table 4.3: Traditional control approaches (outcome control and behaviour control)
and the use of hotel management contracts in Thailand

Type of
control

The use of hotel management contracts in Thailand

Contract document

Operation of hotel
management contract

Key issues

Outcome
control

Operator performance
standard (achievement of
agreed annual budget)
Contract termination by
the owner (the clause is
tied to the achievement
of agreed annual budget)

e Monitoring
performance (result of
bottom-line/annual
budget)

Without achievement of the
performance standard, there is
a risk that the operator could
be terminated.

Low-ball (the proposed budget
is too low when there is a
possibility to make more
profit)

The achievement of the agreed
bottom-line might not reflect
the real business potential
which the hotel unit might
achieve.

Behaviour
control

Financial and operational
report

Owner input in
operational decision-
making

Restrictive (non-
compete) covenants
Books and records

¢ Reporting (formal
monthly report and
flash report)

¢ Meeting (formal and
informal meeting)

Hotel owners partially get
involved in the hotel operation,
meaning operators could run
the property (day-to-day
operation) as they see fit.

The more interaction (i.e.
communication) between the
hotel owner and the operator,
the better understanding and
closer relationship.

Combination

of behaviour

and outcome
control

Management fee and
structure (basic
management fee with
additional incentive fee)

n/a

The main income of the
operator is at risk as the
incentive fee depends on the
achievement of GOP level).

Behaviour control is also applied both in the contract document and in the operation

of the HMC. In HMC documents in Thailand, behaviour control is applied through

the provision of financial and operational reports, owner input in operational decision

making, restrictive (non-compete) covenants, and books and records. These

provisions tend to be used for controlling the behaviour of the hotel management

company. In the operation of HMCs, behaviour control is also used through
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meetings (both formal and informal). By the nature of the task, hotel owners could
not completely verify what operators are doing in the hotel operation. This is
because if hotel owners are only partially involved in the hotel operation, operators
could run the property (day-to-day operation) as they see fit. In addition, more
frequent interaction (i.e. meetings, communication) between the hotel owner and the
operator would provide a positive effect (more understanding and closer relationship)

on their relationship.

Additionally, there is a combination of outcome control and behaviour control in the
use of HMC:s in Thailand, especially in the contract document through the provision
of management fee levels and the fee structure. The contracts tend to emphasise the
incentive fee portion of the total management fee. A basic management fee with an
added incentive fee basis was the most common fee structure. The basic
management fees is commonly paid at the minimum for the required behaviour of the
hotel management company; while the incentive fees is paid for the achievement of
the desired outcome. The main income of the operator could be at risk as the
incentive fee depends on the achievement of GOP level. In other words, the more

GOP the operator makes, the higher the level of incentive fee to be gained

Second, regarding the examination of factors influencing the suitability of control
approaches, in the use of HMCs in Thailand, the degree of task programmability
tends to be low; the hotel management companies tend to be risk-averse; the
information can be partially revealed and the operation of the HMC could not be
turned to the complete information situation; the length of the relationship between
Thai hotel owners and hotel management companies tends to be long; and the degree

of the international hotel business competition tends to be high, see Table 4.4.

Regarding task programmability, the degree of task programmability tends to be low.
It is unlikely that hotel owners will tell the operator what and how to do the task

because hotel owners might lack knowledge. Another factor is the nature of the task.
Although some Thai hotel owners are sophisticated in the hotel business, they might

macro-manage the property or set the target budget/outcome but typically have no
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Table 4.4: Factors influencing suitability of control approach and the use of hotel management contracts in Thailand

Factors influencing

suitability of control The use of hotel management contracts in Thailand Remark
approach
Task programmability Level of hotel business knowledge, Thai hotel owners (especially property/land developer) lack knowledge and are not interested | Task

in any aspect of hotel operation.

The nature of task, Thai hotel owners (who sophisticated in hotel business) might macro-manage the property or set the target
budget/outcome but there is typically no involvement in day-to-day operation.

programmability
tends to be low

Risk preference

Hotel management companies typically avoid holding the business risk, as there is no intention to invest in the equity of the hotel
project that is managed under a HMC.

Risk aversion of
hotel

There is an attempt to put a risk on the hotel management company to co-align the interest with the hotel owner by tying the management
level of performance to the level of incentive fee and tying achievement to the agreed GOP with the termination clause. company
Information There is an attempt to reveal the information of the operation of the HMC via the contract document, and monitoring mechanism | Information
during the hotel operation. asymmetry
The hotel owner might not be able to ascertain what the agent is doing and how well the agent has performed, so this might (information can
represent a gap where the behaviour of the agent cannot be verified, due to the characteristics of the hotel owner (such as lack of | be partially
hotel business knowledge or interested only in the bottom-line). In this situation, hotel owners totally absent themselves from revealed)
the hotel operation so that the degree of information asymmetry remains high.
The nature of the task could be another crucial factor. Although Thai hotel owners are sophisticated in hotel business or work
closely with the hotel general manager, there is typically no micro-management by Thai owners in the hotel operation and they
might ignore the operation details. In this situation, it is the operator who possesses the specialised knowledge that is required to
perform the task (day-to-day operation) so that the information asymmetry still remains in the relationship
Length of the relationship Both Thai hotel owners and hotel management companies tend to expect to be in long-term relationship. Length of the

As indicated under the provision of contract length and renewal in most of the contract documents, the length of the HMC is
normally 10 years with an extension period of 5 years.

relationship
tends to be long

Degree of the
international hotel
business competition

In the international hotel business competition, to strengthen the network is crucial for a hotel management company.
Consequently, there is a need for each hotel management company to increase the number of existing properties in the network.
Therefore, the company might attach strategic significance to a property or location in order to capture more market share or to
establish the flagship property.

Currently managing hotel properties is the core competence, not investing in ownership. Accordingly, the HMC becomes the
key business model because it provides the operators with the advantage by reducing the amount of capital spending/investment
required in increasing number of properties in the network.

Hotel management companies might be proactive to get a deal from hotel owners, ¢.g. approaching Thai hotel owners seeking
the opportunity to manage a property, competing with the others to win the deal for managing the property by offering a special
deal to Thai hotel owners (i.e. lowering fees, revenue guarantee).

Degree of
international
hotel business
competition
tends to be high
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involvement in the day-to-day operation (allowing operators to run the hotel as they
see fit). These situations show that Thai hotel owners are normally not able to
specify the appropriate behaviour for the operator in advance in order to achieve the

outcome.

In terms of risk preference, hotel management companies tend to be risk-averse.
Hotel management companies typically tried to avoid bearing the business risk as
they have no intention to invest in the equity of the hotel project being managed
under a HMC. However, in most of the cases, there is an attempt to apportion some
risk to the hotel management company in order to co-align their interest with that of
the hotel owner (e.g. by tying the level of performance to the level of incentive fee
and tying achievement of the agreed GOP to the termination clause). Therefore, in
this situation, it shows that hotel management companies tend to be risk-averse
because the security of the contract is dependent on the achievement of the agreed

performance.

With respect to information asymmetry, the information can be partially revealed and
the operations of the HMC could not be turned to the complete information situation.
There is an attempt to force the revelation of information through the contract
document, and via monitoring mechanisms during the operation of the HMC. To
some extent the information system that is installed into the operation of the HMC
(e.g. budgeting, reporting procedure, or meetings) could reveal what the operator (as
agent) is doing. However, because of the characteristics (level of hotel business
knowledge or interest in hotel operation) of hotel owner and the nature of the task,
the Thai hotel owner (as principal) does not know exactly what the agent has done,
even where there is an attempt to install an information system to discover the
agent’s behaviour. The information system could partially reveal the agent’s
behaviour to the principal and the operations of the HMC could not be reverted to the
complete information case. Therefore, with respect to information asymmetry, there
is sufficient evidence to show that attempts to install an information system into the
operation of HMC means the problem of information asymmetry is only partially

resolved.
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In terms of the length of the agency relationship, this tends to be long. Both Thai
hotel owners and hotel management companies expect to be in long-term
relationships. Thus, as indicated under the provision of contract length and renewal
found in most of the contract documents, the normal contract length is 10 years, with

an extension period of 5 years.

With respect to market conditions/competition, the degree of international hotel
business competition tends to be high. Competition in the international hotel
business is now tough, therefore, to strengthen their global network, it is crucial that
the hotel management company is able to compete with the other companies in their
field. Consequently, there is a need for hotel management companies to increase the
number of their existing properties in the network. Therefore, hotel management
companies might attach strategic significance to a property or location in order to

capture more of the market share, or might feel the need to establish a flagship

property.

At present, managing hotel properties tends to be core competence of hotel
management companies, not investing in the ownership of hotel property.
Accordingly, the HMC becomes the key business model because it allows them the
advantage of reducing the amount of capital spending/investment required in
increasing number of properties in the network. Therefore, hotel management
companies might become proactive in order to get a deal from hotel owners, for
example, approaching hotel owners secking the opportunity to manage a property, or
competing with the other operators to win the deal for managing the property by

offering a special deal to hotel owners (i.e. lowering fees, revenue guarantee).
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4.1.2.2 Additional control methods for controlling the professional agent

This section will provide the findings on the second sub-research question 2b ‘To

what extent are additional principle/professional agency relationship controls utilised

in hotel management contracts to guard against agent opportunism?’.

4.1.2.2.1 The use of additional control methods for controlling the professional agent
in hotel management contracts

This section will provide the findings on additional control approaches (self-control,
bureaucratic control, community control and client control) in the use of HMCs in

Thailand.

4.1.2.2.1.1 Self-control

In terms of self-control, this could be referred to any part of the task in which there is
no interference or involvement of the principal (hotel owners). In other word, agents
could complete the task as they see fit. Self-control is present within the contract

document and the operation of HMCs.

In the HMC document, regarding the owner’s input into the operational decision
making provision, although owners are involved in various areas of the hotel
operation, Thai hotel owners will usually not get involved in the day-to-day
operation of the hotel, ‘my owner always tell me that we are not interested in running
this hotel and this is why you are here, and why we pay you fees, and we will not
interfere in the day-to-day hotel operations’ (GM-9). In this context, without
involvement in the day-to-day operation, the hotel management company could run

the property as they see fit.

In the operation of a hotel management contract, by nature, there is room for the
operator (both the hotel general manager and the head/regional office of hotel
management company) to manage the hotel property without any owner interference.

In most cases the hotel general manager (GM) is the key person in charge of running
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the property. The level of trust accorded towards the operator (especially the GM)
might play a crucial role. As mentioned, most of the owners will not get involved in
the day-to-day operation and will not attempt to control and to micro manage the
hotel. This situation would allow the operators to work independently and to control
things themselves, ‘after giving an assignment to the hotel company, we would trust

them. We would not get involved in the day-to-day operation of the hotel’ (OW-7).

Excessive attempts at control by the principal might end up having a negative effect.
Most of the respondents clearly understand that too much owner involvement can de-
motivate the operator, especially the hotel GM, and actually cause even more
problems in the operation, ‘it is also good for managing the property and authority
for the GM. It is good for the GM as the people will not feel that the GM is not in
charge as there is somebody saying what you have to do or to make decisions for
you. Staff will not get confused’ (GM-4). In addition, in most cases, allowing the
operators to control themselves motivates them to do their task, ‘giving me freedom

in the running of the hotel property would motivate myself to do the job’ (GM-3).

4.1.2.2.1.2 Community control

Community control could refer to any form of control which is derived by
institutions and collective organisations of professional (i.e. code of ethics, standard
of work). However, in the context of a HMC, this can be achieved through
performance comparison or benchmarking of selective members. This is represented

in both the contract document and the operation of HMCs.

In the contract document, regarding the provisions concerning operator performance
standard, there is a presence of community control. This can be referred to the
performance comparison/benchmarking with the selected members in the
comparison set. In Thailand, this method is typically used as another key indicator

and is included in most of the contracts as the minimum performance criteria.

In the operation of the HMC, controlling the professional by performance

comparison/benchmarking is an effective and formal method to examine a
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hotel management company, because sometimes an element of bureaucratic control
exists in the operation of the HMC, especially in respect of the relationship between
the head/regional office and the GM. These control methods are used by the
head/regional office to control the general manager, not only through financial
performance and operational efficiency but also transparency, ‘although we have
many properties around the world, we know what to monitor and to control at the
property level ...it is a systematic review of the hotel performance and GM
performance in term of profit and loss, profitability, technical aspect, finance control

aspect’ (EXEC-1).

These methods include reporting, ‘the regional office gets the same monthly report
as the owner’ (GM-6). Each hotel property will be audited by head/regional
representatives, ‘as our company is a leased company, we must follow all of the
company rules. They send an audit team to audit each department of the hotel
yearly, which are mainly a financial audit and a departmental audit i.e. food and
beverage, human resources, room division, and engineer. The report of the auditing
is available for the owning company to look at’ (GM-8). In hotel auditing, hotel
GMs are also appraised, ‘We do annual appraisal of the GM; we would sit down with
them and discuss about the result of his hotel’ (EXEC-1).

The quality of service provided and the operation is also examined to ensure the
brand standard, ‘our company also do a “mysterious shopper” once a year. The
purpose is to check and to maintain the brand standard. The mystery guest will
check-in into the property without any notice, examine the products and services,
and give a feedback from the guest perspective. At the end of the stay, he will give us
a report and discuss the issues, if any’ (GM-2). There is also a visit by a
head/regional executive to see what happening in each property, ‘the vice president

(operation) will visit the property three to four times a year’ (GM-8).
A property’s performance is often crucial for the future career of the GM, ‘as we are

an international hotel company, GMs are obligated to us; we have to take care of

them in their career. If they do not perform well in the hotel level, they will know
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that the next assignment that they will get would not be good i.e. a smaller hotel or
less demanding location hotel. GMs are very much motivated to perform well’
(EXEC-4). Also, a property’s performance is crucial for the overall performance of
hotel management companies, ‘as we are an international hotel company, we have
our properties in every part of the world. A success at the property level [in terms of
financial and service quality] would affect our reputation and overall performance’

(EXEC-1).

In addition, the internal control mechanisms within the hotel management company
as perceived as crucial by many hotel owners as they might not be so familiar with
details of the hotel operation, ‘/Name of hotel company] also has various methods to
monitor and to control each property such as GM meeting, mystery guest, hotel staff
survey ... and we probably do need to rely on it as we don’t know very much details

of the hotel operation’ (OW-7).

4.1.2.2.1.4 Client control

Client control can be any form of control method which is initiated by the principal
to control their agent. In the context of a HMC, this can refer to any informal
method, initiated by hotel owners to control their operators. Client control is evident
in the operation of the HMC, including employment of a knowledgeable owner
representative, the use of property visits/observations, informal reporting, informal
meetings, internal performance comparisons, and collecting feedback from various

informal sources.

In most cases, acting on behalf of the hotel owner, there is an owner representative to
look after the hotel property, ‘as an owner representative, we need to ensure that the
hotel property obtain an appropriate bottom line, to maximise net profit, to monitor
and to control the performance of the operator. We also have to co-ordinate with
both GM and the regional office of the hotel company’ (OW-5). With access to and
the support of an owner representative, the effectiveness of owner control is greatly

improved, ¢ ‘the GM could not cheat or tell a lie as we know the business and
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industry’ (OW-1). This clearly highlights that the imbalance of hotel business

knowledge is resolvable.

Property visits/observation by the owner can be organised with or without advance
notice and would allow the owner to see what is happening in the operation of the
hotel. In addition, an informal meeting with the hotel general manager might be
organised, ‘I normally visit a couple times a week, to see around the property and
informally talk with the GM to update the information or to discuss the issue, if any’
(OW-7).

In reporting, where the hotel owners are sophisticated in the hotel business and work
closely with the hotel GM, some required their hote] GM to submit a flash report
(either daily, weekly, or two-week) which is a summary of the key business figures,
‘we also give a daily revenue and expenses, and key figures report; therefore, the
owner would know what is going on in the property daily’ (GM-8). In relation to
meeting, apart from formal meeting, these owners also organised an informal
meetings (in addition to formal meetings). Perhaps meeting over a meal, ‘there are
informal meetings during each month, we would commonly have a dining meeting
(lunch or dinner), [and a] morning or afternoon coffee meeting at least 2-3 times a
month. This is to update the information and current situation of the property’ (OW-
10). Communication by telephone is also used, ‘if there is an issue, we and the GM

would communicate informally by using e-mail, or telephone’ (OW-8).

There is also evidence that where the owners have more than one hotel/resort
property with different operators, they make use of internal comparisons and might
seek to create competition among their hotel business units, ‘as we own many
hotel/resort properties around Thailand which are managed by several different
operators, we could possibly benchmark the business performance among our
properties’ (OW-4). In addition, collecting feedback from external sources such as
friends, business partners, or publications; could also prove to be crucial information
in order to informally control the operator, ‘the owning company always send their

guests or business partners to stay in the property with the owner rate; this could be
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a business or vacation trip. This could also be an informal way to monitor the

property’ (GM-4).

In this context, and apart from the formal methods, there is an attempt by Thai hotel
owners to create informal methods of monitoring and controlling the operation.
Therefore, this clearly shows that Thai hotel owners seek to actively monitor and
control the performance of the hotel management companies. Moreover, the
imbalance of knowledge can be resolved which enhances the effectiveness of the

owner control.

4.1.2.2.2 Summary

In summary, with respect to additional control approaches for professional agent (i.e.
self-control, bureaucratic control, community control and client control), in the use
of HMCs in Thailand, there is evidence of their presence in both the contract
document and the exchange between Thai hotel owners and their operators in the

operation of the HMC (see Table 4.5).

In terms of self-control, this is evident in the contract document and in the operation
of the HMC. In the HMC document, regarding the owner’s input into the operational
decision making provision, although there is some involvement by owners in the
various areas of hotel operations, Thai hotel owners will typically not get involved in
the day-to-day operation of the hotel. Therefore, the hotel management company
could run the property as they see fit. In the operation of HMC, by nature, there is
room for the operator (both the hotel general manager and the head/regional office of
hotel management company) to manage the hotel property without any owner
interference. The hotel general manager (GM) is the key person running the
property. The level of trust in the operator (especially the GM) might play a crucial
role. Most of owners will not get involved in the day-to-day operation and will not
attempt to control and to micro manage the hotel. This situation would allow the

operators to work independently and to control themselves. In addition, excessive
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attempts at control by the principal might end up having a negative effect. In

contrast, allowing the operators to control themselves could be a good motivator in

their willingness to do their task.

Table 4.5: Additional control approaches for professional agent (self control,
bureaucratic control, community control and client control) and the use of hotel

management contracts in Thailand

The use of hotel management contracts in Thailand

Igr?:rz{ Key provisions in hotel Operation of hotel Key issues
management contracts management contract
¢ Owner input in e Operators could run the Excessive attempts to control
operational decision- hotel as they see fit because by hotel owners might end up
making (no there is no involvement in having a negative effect.
Self-control interference by the the day-to-day operation by Allowing operators to control
hotel owner in day-to- the hotel owner. themselves could be good
day operation). motivation for them to do
their task.
e The internal control These methods enhance the
mechanism within the hotel effectiveness of hotel
Bureaucratic management company (i.e. op.eratior? control.

Contro! n/a reporting, hotel property It is crucial for many hotel
audit, and visit of owners who might not be keen
head/regional office on hotel operation.
executive).

» Operator performance | ® Monitoring performance The performance comparison
standard (RevPar (Performance could show the real potential
Community comparison among benchmarking -RevPar of the achievement of the
Control selective members). comparison among selective outcome in a particular period.
members). The comparison could affect
the hotel reputation.
¢ Employment of Reduce the imbalance of
sophisticated hotel owner knowledge.
representative. Hotel owners tend to be
o Flash report (daily, weekly proactive in controlling.
Client or two-weekly report). These methods enhance the
Control n/a e Informal meeting (i.e. meal effectiveness of owner

meeting).
® Property visit/observation

® Collecting feedback from

various sources.

control.

For community control is represented in the contract document and the operation of

HMCs. In the context of HMCs, this can be achieved through performance

comparison/benchmarking among selective members. In the contract document, the

provision concerning operator performance standard represents the presence of

community control. This can be referred to the performance

comparison/benchmarking with the selected members in the comparison set. In
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Thailand, this method is normally used as another key indicator and has been
included in most of the contracts as the minimum performance criteria. In the
operation of the HMC, controlling the professional by performance
comparison/benchmarking is an effective and formal method of examining a
professional agent’s performance. In comparison, while the average room rate and
average occupancy rate are crucial indicators, RevPar is the most important. This
method allows both the owners and the operators to see where and how well they are
doing in the business, when compared with selected direct or indirect competitors
and/or the same or a different level of hotel in a particular period. Thus, the

comparison could effect the reputation of the hotel.

Bureaucratic control is also represented in the operation of the HMC. This might
refer to internal control mechanisms within the hotel management company,
especially the relationship between the head/regional office and the GM. These
control methods are used by the head/regional office to control the general manager,
(not only via financial performance and operational efficiency, but also
transparency), and include reporting, hotel property auditing, examination of quality
of service provided and the operation, or a visit by a head/regional executive. It is
important to note that a property’s performance is crucial for the future career of the
GM and overall performance of the hotel management company. In addition, these
methods enhance the effectiveness of hotel operation control and are crucial for

many hotel owners who might not be keen on the hotel operation.

With regard to client control, this is evident in the operation of the HMC, i.e.
informal methods initiated by the hotel owners to control their operators. These
methods include employment of a knowledgeable owner representative, the use of
property visits/observations, informal meetings, internal performance comparisons,
and collecting feedback from various informal sources. In this context, it means that
apart from the formal methods, there is an attempt by Thai hotel owners to create
informal methods in monitoring and controlling the operation. Therefore, this clearly

shows that Thai hotel owners seek to actively monitor and control the performance of
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the hotel management companies. Thus, imbalance of knowledge can be resolved

which enhances the effectiveness of the owner control.

4.2 Key issues associated with the use of hotel management contracts
in Thailand

This section will present the findings on the key issues associated with the use of
HMCs in Thailand. The findings will be presented in line with the specific research
questions (3-9) which were developed in section 2.3. This section begins with the
anatomy of the HMC (key provisions in the HMC as research question 3), the data
for which was gathered during the preliminary study. This is followed by the pre-
contract signing stage (as research questions 4-6) concerning the motivations of the
parties in relation to the HMC, the partner selection criteria, and the nature of
contract negotiations. Lastly, the post-contract signing stage (as research questions
7-9) concerning the working relationship between the owner, the head/regional office
of the hotel management company, and the hotel GM in the operation of the HMC,
the control methods in the operation of HMCs, and the on-going issues in the
operations of HMCs. Additionally, for the findings on the pre and post contract
signing stage the data for which was gathered during the main study, due to the
rationale of the research design discussed in Chapter 3 (see section 3.3.2), the
findings are reported in two sections, classified into two groups (A and B). A

comparison of the findings between the two groups is also provided.

4.2.1 Anatomy of the hotel management contract (key provisions in the hotel
management contract document)

Research Question 3 addresses ‘What are the key areas and issues in the hotel

management contracts document in Thailand?’. This section will provide the

findings on key provisions in the HMC document in Thailand.
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4.2.1.1 Key provisions in the hotel management contract document in Thailand

Drawing upon data gathered during the preliminary study, this section focuses upon
the key provisions in HMCs. The findings are structured around the framework of
the twelve key issues identified in previous research undertaken by the Eyster

(1997b), see section 2.3.2.2.

4.2.1.1.1 Loan and equity contribution of operator

The majority of the foreign hotel companies (the operators) approached in Thailand
had rarely contributed either a loan or equity to owners. However, there were a few
cases where the operators did. In relation to equity contributions, this was sought
where owners wished to gain greater operator commitment. In one particular
instance, ‘the operator and owner had no previous dealings with one another, the
operator was required to contribute in the region of 30% of the total equity to

strengthen their commitment to the owners’ (Respondent 6).

With regards to loan contributions, there are only a few cases that the operator
contributed a loan with either a fixed or floating interest rate to the owner. Loans
were attractive to owners when the interest rate offered was substantially cheaper
than the prevailing market rate or other sources of funds. The loans appear to have
always been given in a foreign currency such as USS$, thus the owners would carry
any risks associated with fluctuations in foreign exchange rates. The minimum loan
term was for 1 year, with a maximum term of 12 years. The uses of these loans were
limited to specific purposes such as funding for renovations, or funding initial
working capital. Alternatively, instead of accepting a loan or equity contribution, the
owners were offered operator contributions for a renovation project, ‘there was no
loan or equity contribution but there was an offer for renovation’ (Respondent 2). In
another instance, the operator offered an exemption of the technical-service or pre-
opening management fees, ‘our operator had no loan or equity contribution;
however, there was an exemption for pre-opening assistance fee and technical

service fee’ (Respondent 4).
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4.2.1.1.2 Initial terms and renewals

In Thailand the length of the initial contract term was found to be in the range of 10
to 12 years with one or two renewal options for a further period in the range of 5 to
10 years. During the initial term, some owners included a provision for early
termination if an operator’s performance did not meet the specified criterion.
Automatic renewal terms were typically provided where an operator’s performance
met the owner’s specified objectives. In some cases the length of the initial contract
could be much longer than the range of 10 to 12 years. For example, some contracts
were for periods in the range of 20 to 30 years. Here the hotel owners had leased the
land from a third party with a contract in the range of 25 to 60 years ‘the initial term
is 20 years and the renewal period is 10 years. Our contract length tends to be long
because our company lease the land to run the hotel business for 30 years from

[name of company])’ (Respondent 2).

4.2.1.1.3 Management fee and structure

In Thailand, there were two management fee structures found to be in operation: (i)
those which were a basic management fee only and; (ii) those which were a basic
management fee plus an incentive fee. In the case of the simple management fee
only basis, only one contract had adopted this structure. Here the management fee
was 6% of gross revenue, ‘we have only the basic management fee and it is 6% of
gross revenue’ (Respondent 5). A basic management fee with an added incentive fee
basis was the most common fee structure adopted by the Thai hotels examined.
Typically, the basic management fee was fixed between 1-3% of total revenue and
the incentive fee fixed between 3-10% of gross operating profit (GOP). However,
for some contracts, the basic management fee and an incentive fee would be totally
flexible and the percentage of both fees entirely dependent upon performance, ‘in our
case, the percentage of incentive fee depends on the level of Gross Operating Profit.
It could be 0-7% of Gross Operating Profit’ (Respondent 8). Owners would
normally pay the agreed basic management fee on a monthly basis with any incentive
fee element being paid upon either a monthly or quarterly basis depending on
negotiation. All fees were calculated and paid in the local currency (Thai Baht). For

any additional fees, such as those concerning any pre-opening service or technical

243



service, these would typically be calculated as either a fixed charge or a charge per
room. Interestingly, the use of fee caps was very rare with only one case where a fee

cap operated, ‘we set a fee cap at a maximum 6% of Gross Revenue’ (Respondent 3).

4.2.1.1.4 Operator reimbursable charges

While the methods of calculation for the charge rates of the operator system
reimbursable charges was found to be different across the Thai operators, in all cases,
the operator reimbursable charges would include: (i) a marketing support fee; (ii) use
of central reservations fee; (iii) human resource support fee; and (iv) any expenses

associated with operator executives’ visits.

For marketing support, there were three primary methods used to calculate the fee:

(i) as a percentage of gross revenue (in range of 0.5-1.5%); (ii), as a fixed charge per
room per year; or (iii) as a percentage of room revenue (in range of 1-2%). The
central reservation system fee could be charged in many ways such as a fixed amount
of charge per room per month, as a fixed charge per transaction (in range of 4-10
USS$) or per booking (in range of 5-10 US$), or as a percentage per revenue per
booking (up to 10%). For human resource support, typically each operator will
charge the owner at cost by via hotel operating expenses. However, some operators
did use different ways to charge for these such as a fixed charge per year per person
(in range of 10-15 US$) or a percentage of total revenue (in range of 0.5-1.5%).
Other widely recognized reimbursable charges included the expenses associated with
the operator’s executives visiting properties, (including transportation, room, meals
and so on) and, where the operator’s computer systems were used, any software

maintenance charges.

4.2.1.1.5 Performance criteria / standard

In addition to setting an agreed level of gross operating profit (GOP) for measuring
performance, Thai owners and the hotel operators typically agreed to use the
comparison of revenues per available room (RevPar) with competitive properties in
the same local market area, for our hotel, we make a comparison of RevPar among

a set of competitor’ (Respondent 7). This was the most popular tool amongst the
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owners for establishing the minimum performance criteria for operators. In case of a
performance shortfall, owners would generally allow a period of 2 to 3 years for
operators to achieve a recovery. However, if the performance shortfall was due to
unfavourable economic or market conditions, most of the owners and the operators

would not expect the performance guarantee to be enforced.

4.2.1.1.6 Contract termination

Generally, for the initial term of contracts, most of the owners and the operators had
agreed that no contract terminations without cause were permitted. However, an
early termination during the initial term could occur if an operator failed to meet the
agreed level of operating profit or objectives during any identified test period, ‘an
early year termination can be made. During the first and the second three year test
period - if average gross operating profit from year 3 to 5 or average gross
operating profit from year 6 to 8 is less than 75% of average gross operating profit
set in the mutually agreed annual budgets’ (Respondent 8). For some properties, a
termination fee would be paid to the operator if there was a ‘without cause
termination’ during and/or after the initial contract term. The termination fees were
usually negotiated as a multiple of the most recent 12-months’ management fee
depending on the length of the contract’s term. In addition, in the case of a property
being sold, all of the operators had a contractual right to remain with the property,

‘our operator will stay on if the property is sold’ (Respondent 4).

4.2.1.1.7 Owner input in operation decision making

There are two main areas of operational decision making which most of the owners
need to gain an input, budgeting and personnel. The majority of the Thai owners
tended not to become involved in any aspect of the hotel’s day-to-day operations.
Operators were typically given full freedom to operate the property as they saw fit.
However, all owners required approval of the annual budget, and in some cases,
operators required owner approval on major expenditures, such as replacement of
heavy equipment (kitchen, laundry), guest room facilities etc., ‘in our case, we need
to ask for an approval if we intend to have a major renovation or replacement’

(Respondent 5). For key hotel executive appointments such as the GM or financial
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controller, most Thai owners would require the right of approval/veto of the

proposed person.

4.2.1.1.8 Financial report and operational reports

All operators were required to submit to owners, on either a monthly or a quarterly
basis, financial and operational reports. Typically there would be monthly meetings
between operators and owners to review operator performance in light of agreed
targets and operating conditions. However, in some cases, the meeting is conducted
quarterly, ‘we will have quarterly meeting with the owner to review the hotel

performance and situation’ (Respondent 6).

Annual budgets were required to be submitted for the owner’s input and approval.
These included monthly revenue, expenses and cash-flow projections, a marketing
plan, and so on. Monthly reporting involved the operators providing a number of
financial documents to owners such as: (i) a balance sheet; (ii) a cash flow statement;
(iii) a calculation of the operator’s basic and incentive management fee; (iv) full
details of the operator’s system reimbursable expenses charged to the property; and
(v) a management report. In addition, at the end of each fiscal year operators were
required to prepare and provide annual financial statements. These annual financial
statements were audited by an independent accounting firm chosen by the owner

and/or operator.

4.2.1.1.9 Books and records

All the books and records kept by the operators in relation to a property were
accessible to the Thai owners, ‘we could access all books and records which are kept
by our operator at the hotel any time’ (Respondent 3). These books and records
included the financial statements of the hotel, detailed invoices of all the hotel’s
expenses e.g. payroll of the employee, system reimbursable expense schedule,
replacement and capital-expenditure, and all other reports generated at the property
level, e.g. guest history and sales files, aging of accounts receivable, internal audit

reports, health and safety reports, etc.
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4.2.1.1.10 Restrictive (non-competition) provision

Each operator and owner examined had agreed the restrictive (non-competition)
provision differently. For example, some owners gave a ‘burn-off” timetable to the
operators (a schedule for decreasing the non-competition area in steps over a defined
time period). This might include a condition such as the operator not being allowed
to add a similar type of property in the identified area during the first 10 to 15 years,
‘it is restricted for the operator to set up additional same brand name property in the
area of Phuket for the first ten years’ (Respondent 8). In some cases owners and
operators agreed to specifically identify a restricted area for not having a similar type
of property. In one instance, after establishing a property in Bangkok, an operator
might be prevented from adding a similar type of property within the Bangkok area
but would be permitted to do so in other Thai provinces, ‘we will not allow ... as
indicated in the contract, it is restricted for our operator to have another same brand
property in the area of Bangkok’ (Respondent 3). Contracts would normally specify
the conditions that would apply concerning the addition of similar properties in the
same area. These conditions could include specific details such as the location of the
existing and the new property, the characteristics of the target market, occupancy

levels etc.

4.2.1.1.11 Insurance issue

Each operator had its own standard or requirement for insurance in running the hotel
property. Some operators were self-insured and wanted to be the insurance carrier
for the hotel. However, in most cases, the operator gave the right to the owner for
deciding the selection of the insurance carrier. However, the responsibility for
ensuring the level of insurance cover would meet the property’s requirements and
cover all of aspects (such as third party insurance, business interruption etc.),

remained with the operators.

4.2.1.1.12 Dispute settlement mechanism
Commonly the owners and the operators agreed to use an ‘owner and operator policy
committee’, which commonly consisted of representatives from the owner, the

operator and any third parties, in order to settle all disputes. For instance, ‘in our
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case, the committee consists of 2 persons from the owing company, 2 persons from
the operator, and 2 experts’ (Respondent 4). However, if disputes cannot be settled
via this mechanism then typically disputes would be required to be settled by
arbitration. Both owners and operators would jointly agree on the process to be

adopted, the language to be applied and the location for conducting all arbitrations.

4.2.1.2 Summary

Based upon the preliminary study, drawing upon the content analysis of actual
HMCs and the interviews with both the hotel owners, and the hotel general managers
of a range of hotel/resort properties in Thailand (managed by foreign hotel
management companies), the findings above outline the key provisions typically
found in the HMCs. These provisions included loan and equity contributions of
operator, initial terms and renewals, management fee and structure, operator
reimbursable, performance criteria (standard), contract termination, owner input in
operation decision making, financial and operational reports, books and records,
restrictive (non-competitive) provision, insurance issue, and dispute settlement

mechanism.

The majority of the foreign hotel companies (the operators) approached in Thailand
rarely contributed either a loan or equity to owners. The length of the initial contract
term was found to be in the range of 10 to 12 years with one or two renewal options
for a further period in the range of 5 to 10 years. In terms of fees structure, a basic
management fee with an added incentive fee basis was the most common fee

structure adopted by the Thai hotels examined.

In relation to the performance standard, there are two popular minimum performance
criteria. Typically, Thai owners and the hotel operators agreed to use the agreed
level of gross operating profit (GOP) for measuring performance, and the
comparison of revenues per available room (RevPar) with competitive properties in

the same local market area. The termination clause has typically been put in the
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contract, however, for the initial term of contracts, most of the owners and the
operators had agreed that no contract terminations without cause were permitted.
Additionally, an early termination during the initial term could occur if an operator
failed to meet the agreed level of operating profit or objectives during any identified

test period.

Budgeting and personnel are two main areas of the operational decision making
which most of the owners need to gain an input. However, the majority of the Thai
owners tended not to become involved in any aspect of the hotel’s day-to-day
operations. With regard to financial and operational reports, all operators were
required to submit the reports to owners, on either a monthly or a quarterly basis.
Typically there would be monthly or quarterly meetings between operators and
owners to review operator performance in light of agreed targets and operating
conditions. Thus, all the books and records kept by the operators in relation to a

property were accessible to the Thai owners.

Each operator and owner examined had agreed the restrictive (non-competition)
provision differently. Contracts would normally specify the conditions that would
apply concerning the addition of similar properties in the same area. In terms of the
insurance issue, each operator had its own standard or requirement for insurance in
running the hotel property. In most cases, the operator gave the owner the right to

decide the insurance carrier.

Lastly, with regard to the dispute settlement mechanism, the owners and the
operators typically agreed to use an ‘owner and operator policy committee’, which
commonly consisted of representatives from the owner, the operator and any third
parties, to settle all disputes. However, if disputes cannot be settled via this

mechanism then, typically, disputes would be required to be settled by arbitration.
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4.2.2 Motivations in relation to the use of hotel management contracts

With reference to the Research Question 4 ‘What are the motivations of (a) owners

and (b) foreign hotel management companies for using hotel management contracts

in Thailand?’, this section presents the findings on the motivations in relation to the

use of HMCs of both the owners and the hotel management companies.

4.2.2.1 Owner’s motivations in relation to the use of hotel management contracts

In this section the findings of owners’ motivations in relation to the use of HMCs of

Group A and Group B will be shown.

4.2.2.1.1 Owners’ motivations in relation to the use of hotel management contracts:
Group A

From the interviews with the owners in Group A, several major reasons as to why
they are interested in using HMCs can be identified. These include (i) their lack of
knowledge and know-how in managing and operating hotels/resorts; (ii) having other
businesses to take care of; (iii) the hotel business not being considered their core
business; (iv) the expectation of having a better business and operation
performance/efficiency than managing by themselves; and finally, (v) a mix of

related factors concerning personal preferences, reputation and status issues.

Lack of knowledge and know-how in managing and operating the hotel/resort was
typically cited by the owners in Group A, ‘during development of the hotel property,
the owners and his partners were businessmen who did not have knowledge and

experience in the hotel business’ (OW-1).

Many owners in Group A also highlighted that they have other businesses to take
care of, and/or that the hotel business is not their core business. Therefore, they felt
that it would be better for them to find a hotel business expert to manage and to run

the hotel property for them. This could also enable them to have more time to look
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at their current and future business interests, ‘we currently have many businesses to
take care of in our company, for example, real estate, and car service centre...this [a
hotel management contract] could give us more time for both running the current
business and looking for future business opportunities’ (OW-6). In some cases, the
hotel business is not the core business of the owner and they are purely interested in
the property development aspect, ‘the hotel is not our core business. We are a real
estate developer. We develop land and property to become valuable property. If
there is an opportunity, we would sell the property to make profit. Our company has
no hotel operation expertise, so we need the expertise and know how of the hotel

management company to operate and to manage the properties for us’ (OW-4).

Several owners in Group A stated that they expected to have a better business and/or
operations performance/efficiency through using the HMC, than if they were
managing and running the hotel by themselves. With their proven hotel operation
expertise, they believed that the hotel management company would reduce problems
and provide a smooth hotel operation, for example ‘when we look at the operation,
there are too many details to overlook. As the operator is an expert in running and
managing hotels, we believe that the operator could handle all of the issues that

arise in the operations more effectively than us’ (OW-3).

Owners in Group A also believed that the hotel management company (as their
current operator) had strong marketing, brand, distribution channels, and image.
They perceived that this would enable them to create a strong business and positive
business results, ‘at the time of development, we thought that we needed a company
with global reach that could create and conduct business around the world. This

hotel company has strong marketing and world-wide distribution channels’ (OW-1).

In some situations, although owners in Group A may have considerable personal
capacity for running and managing their property, they perceived a need to rely on
the operator’s marketing capabilities, ‘foday, it would not be a problem for us to run

this property. We have many hotel and resort properties around Thailand.
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However, we feel that this hotel company has a stronger marketing, brand,

distribution channels world-wide and international image’ (OW-5).

Personal preference, reputation and status issues were found to be perceived as
crucial by some owners in Group A, This project was unique ...the payback was the
second priority and the social acceptance and reputation became the first priority.
We needed to build this hotel as best as we could, although it is not a practical
investment in business terms. ... We felt that we needed to have an international
brand name hotel on our property which would enhance the reputation and social
status of the owning company’ (OW-6). Accordingly, ownership of a hotel property
and its operation may not be always be seen in purely financial terms, ‘when we
looked at the investment cost and rate of return on investment, “return of face” is
much higher than return on investment in financial terms. The brand could provide
us with more than the logo as it enhanced the image and the value of the property’

(OW-3).

4.2.2.1.2 Owners’ motivations in relation to the use of hotel management contracts:
Group B

The owners in Group B highlighted several reasons motivating them to use a HMC.
These included their lack of knowledge and know-how in hotel/resort operations,
having other businesses/ the hotel is not their core business, an expectation of better
operations and business performance/efficiency than through undertaking the

management by themselves, and some economic factors.

Due to their lack of knowledge and know-how in operating the hotel/resort,
particularly with regard to meeting the needs of foreign guests, owners in Group B
highlighted the need to have internationally focused professionals to run the hotel, if
we manage our properties by ourselves, we feel that we could not get a level of
success as good as we have had recently. Local knowledge was different from and
not as good as international knowledge. If our property would like to serve
Sforeigners, we would have an international knowledge and standard in hotel

operations’ (OW-10).
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Having other businesses to take care of, or that the hotel business was not their core
business, was cited by several respondents. Using a HMC was perceived by these
owners in Group B to save time in running the hotel operation and to provide them
with more time for taking care of their current businesses and looking for future
business opportunities, ‘we would like to find someone to be responsible for the hotel
operations, therefore, we could then have more time to expand our related
businesses’ (OW-7). In some cases, owners in Group B were not interested in
running the hotel as they were property developers and therefore, the hotel business
is not their core business, ‘our company is a real estate developer. We have no
interest and lack the know-how for operating the hotel. We would like to have

professionals to run the hotel’ (OW-8).

Several owners in Group B also mentioned that by using a contract arrangement that
they expect to have a better business and operational performance/efficiency than by
managing the hotel by themselves. In term of operations, the hotel management
company has the know-how and expertise in various areas of the hotel. With this
know-how and expertise, owners in Group B expected the hotel management
company would provide a smooth and high standard of hotel operations, ‘the
operator would apply their expertise in various areas in order to set up and operate

the hotel to a high standard’ (OW-8).

In terms of business performance, foreign hotel management companies were
perceived to offer significant marketing features including an international brand
image and access to established marketing distribution channels. Owners in Group B
believed that this enhanced the opportunity for creating a business, and to attract the
targeted customer, ‘the operator had established its brand for a long time. Their
know-how, brand reputation and image, and marketing distribution channels toward
a particular market was much stronger than our own. Therefore, we need to use the
operator’s brand to do business and to capture this target market because it is a

brand that targets and is well-known among luxury and top-class customer’ (OW-9).

253



Although some owners in Group B could manage their properties by themselves,

they still preferred to have a hotel management company run the property for them,

as the perceived additional economic benefits of doing so were key, ‘when we

managed the property by ourselves, the cost of managing was low. Although the cost

of managing the property has increased with a hotel management company,

especially for marketing and payroll, the total revenue has also increased and the net

profit has increased as well; that is why we are quite happy even though the cost of

managing the property has increased’ (OW-T7).

Table 4.6: Summary of owners’ motivations in relation to the use of hotel
management contracts (Group A and Group B)

Owners’ motivations in relation to the use of hotel management contracts

Group A

Group B

e Lack of knowledge and know-how in managing
and operating hotel/resort

e Have other businesses to take care of, and hotel
business is not their core business

¢ Expect to have a better business and operation
performance/efficiency than managing by
themselves.

¢ Reputation and status issue

e Little or no knowledge and know-how in
managing and operating hotel/resort

¢ Have other businesses to take care of, and hotel
business is not their core business

» Expect to have a better business and hotel
operations performance/efficiency

4.2.2.1.3 Summary of motivations in relation to the use of hotel management
contracts of owners in Group A and Group B

In summary, it appeared that the motivations in relation to the use of HMCs of the

owners in Group A and Group B tended to be broadly the same (see Table 4.6). Both

groups of owner highlighted the lack of knowledge and know-how in managing and

operating their hotels, having other business interest, and expecting to have a better

business and operation performance/efficiency. The only difference noted was that

the some of the owners in Group A highlighted the issue of reputation and status.

These mean that for Thai owners, not only economical benefits, but also the non-

economical benefits (e.g. reputation and status issue) are also important to them.
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4.2.2.2 Hotel management companies’ motivations in relation to the use of hotel
management contracts

This section will illustrate the findings on hotel management companies’ motivations

in relation to the use of HMCs of Group A and Group B.

4.2.2.2.1 Hotel management companies’ motivations in relation to the use of hotel
management contracts: Group A

For the hotel management company in Group A, four main reasons were cited as to
why the company uses the HMC as a key business model in expanding its number of

properties in Thailand.

Compatibility of the HMC with the core business activity of the company was
highlighted as a key factor. The core competence of the company in Group A is that
of managing and operating a hotel property, not in investing for the ownership. Using
the HMC as a business model for expanding would allow the company in Group A to
use this core competence to create a business with local hotel investors. Indeed, as
one executive explained, ‘managing a hotel/resort property becomes our core
business activity, not fully or partial owning the hotel properties. The hotel
management contract allows us to have ... an opportunity to gain the management
fee in return for managing the hotel’ (EXEC-4). Additionally, this strategy also had
the advantage of reducing the amount of capital spending or investment required
when increasing the number of hotel/resort properties, ‘a hotel management contract
allows us to have less financial spending in hotel property investment to increase the
number of properties and to strengthen the network for competition in the hotel

business’ (EXEC-4).

In commenting on Thailand, this respondent noted that the demand by
investors/owners seeking hotel management services in Thailand continues, ‘up until
now, we always get invitations from owners to manage their hotels, both existing and
newly constructed’ (EXEC-4). In this context, this respondent also mentioned

restrictions on foreign direct investment, ‘in Thailand, the foreign direct investment
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regulations do not allow a foreign company to have 100% ownership or a majority
equity joint venture in the hotel business. Therefore, most companies, when they
come to Thailand, have found that the hotel management contract would usually be

the most practical way in doing business’ (EXEC-4).

4.2.2.2.2 Hotel management companies’ motivations in relation to the use of hotel
management contracts: Group B

For the hotel management companies in Group B, interviewees highlighted three
reasons that motivated them to use HMCs. The compatibility of the HMC with the
core competence of the company was again cited as an important factor. As
managing hotel properties tended to be a core competence, not investing in
ownership in hotel property, using the HMC would allow hotel management
companies in Group B to use their competence to service the owners in return for
management fees, ‘our special skill is to manage the hotel, where our core
competence is, for a management fee.. The new structure of our company is to get
the 100% management contract property, rather than [the] partial or 100%
ownership of a property’ (EXEC-3). Similarly, as another respondent reported, ‘over
the last two years the board of our company announced that we will be purely a hotel
management company. What we mainly do as a company now is to look for someone
who wants to invest their capital for the hotel/resort property, and we manage it’

(EXEC-2).

The attraction of management contracts as a method of expansion to increase the
number of hotel properties in the network was typically highlighted, ‘this is because
it needs less of our capital to do it’ (EXEC-1). This is an important consideration
because, as another respondent highlighted, financial resource scarcity is an issue for
the operators ‘investing capital is not a good choice for expanding the hotel
properties especially when we would like to place our properties around the world as
we may not have enough capital’ (EXEC-2). This scarcity of capital is fortunately
matched by an apparent scarcity of management know-how among Thai property

owners for as one company executive reported, ‘we, most of the time, get an
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4.2.3.1 Owners’ partner selection criteria

In this section the findings on partner selection criteria of the owners in Group A and

Group B when they are selecting a hotel management company will be illustrated.

4.2.3.1.1 Owners’ partner selection criteria: Group A
From the perspective of owners in Group A, they highlighted objective factors such
as an operator’s financial projections and commercial terms, and the ease of

accessibility to executives at the head/regional office.

The importance of financial projections and the implications of these in terms of the
return on investment and cash flow was commonly cited by owners in Group A, for
example, ‘for our company, we also considered the feasibility of the forecast of
return on investment and the cash flow, which had been proposed by the operator’
(OW-2). Not only was the operator’s revenue projection important, but the costs
incurred in terms of management and operating fees was also explicitly noted by one
respondent, ‘the main reason for choosing this operator was the cheaper
administrative fees and other expenses when compared with the other operators’

(OW-2).

In some situations, as noted by some owners in Group A, the financial contribution
into the project by the operators would show their sincerity and commitment. This
was sometimes a key factor in selecting a particular hotel management company,
‘most of the hotel management companies refused to invest in the project, although
they proposed a very attractive financial projection, and showed the confidence in
managing...our current operator showed sincerity by investing their own money into
the project. It was not a token amount, but it was enough to have a say, while not
enough to have a majority of shareholder. In our opinion, it was enough to show us

sincerity’ (OW-1).

The need for ease of accessibility and communication with the head/regional office

of the operator was often highlighted by the owners in Group A, ‘we need to
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consider the difficulty of communication with the operator. For our operator, their
regional office is in Bangkok, therefore, it would be easier for us to contact them’
(OW-6). Similarly, ‘with a regional office close by, it is easy access and convenient
for us. Whenever we have an issue or problem, we could contact them directly and

they would respond right away’ (OW-4).

For the subjective factors, owners in Group A highlighted the following factors: (i)
the impression gained during the negotiation; (ii) the personal relationships and
contacts; and (iii) the perceived appropriateness of the operator’s brand for a

particular hotel property.

The impression gained during the negotiation was, for some owners in Group A,
important as they needed to feel comfortable with the operator, ‘we got a good
impression of this operator. Their team was more Asian style and the members were
young, new generation and talented, although this operator is not Asian company.
Furthermore, we felt that they were fair and not taking advantages of us...after
talking and negotiating, we were getting along well with this operator rather than
the others’ (OW-6). The perceived status and personality of the operator are often
important, as one respondent noted that ‘af the time of selection, there were not many
international hotel companies available, especially in Thailand. Most of them were

‘old school’ hotel companies and we felt that they were arrogant’ (OW-1).

Personal relationships and contacts were also highlighted as an important factor, ‘one
of our board members personally knows an executive of this hotel management
company. This was the key reason why we decided to work with this operator’ (OW-
3). Similarly, personal recommendations were also cited as being important, when
we were looking for the operator, personal relationships would be a key factor. We
got a connection and this operator had been introduced to us. After talking with

their executives, we finalised the deal’ (OW-4).

The perceived appropriateness of brand toward the specifications and location of the

property were two important factors mentioned by several owners in Group A. The
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appropriateness of a given brand would depend on many factors such as: the owner’s
personal preference; the characteristics of the location; the nature and specification of
the existing property or project; the target market; the existence of direct and indirect
competitors in the same area, etc., for our property, as the hotel is situated on the
river bank in the city centre of Bangkok, the luxury brand would enable us to
compete with the other neighbour luxury hotels’ (OW-3). Another respondent also
noted that ‘in selecting an operator, we would know what level [in term of quality] of
hotel we are building, who the customer will be, and which hotel company (operator)

and brand is suitable for the property’ (OW-2).

However, it is debatable how subjective the process of selecting the specific brand
actually is, as this is directly linked to investment level and clearly involves
assessment of more objective elements, as one respondent commented that ‘the
number of outlets and facilities, size and number of rooms, and level of interior
design would indicate the investment budget. Afier considering the investment budget
and the potential of the location, we would know which brand would appropriate for

the property’ (OW-4).

4.2.3.1.2 Owners’ partner selection criteria: Group B
Owners in Group B highlighted objective factors such as financial projections and
commercial terms, the availability of the brand in a given location area, and the

profile of the hotel company.

The financial projection and its implications in terms of the project’s overall
investment were commonly cited as important factors, ‘it is crucial that we would
consider that the proposal is achievable proposal, not just a nice or high number in
return of investment. If the operator cannot deliver the promised budget, what are
we going to do as we invested too much money into the project?’ (OW-8). The
commercial terms, such as management and other operating fees, were also

important, ‘we would consider the financial forecast, management fees (such as
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For the subjective factors, owners in Group B highlighted intangible issues, such as
the relationship with the operator, and the appropriateness of the brand toward the
specifications and location of the property. The importance of personal
relationships/contacts was cited by several respondents as a crucial factor, ‘the
chairman of our company has a very good relationship with high level key executives
of the operator. It helps us a lot in many ways, such as in operations and in

developing the new property’ (OW-9).

Owners in Group B typically highlighted the perceived appropriateness of the brand
toward the specifications and location of their properties as an important factor in
inducing them to select a particular hotel management contractor. The
appropriateness of a given brand would depend on factors such as the characteristics
of the location, and the nature and specifications of the existing property/project, ‘in
the selection process, we need to consider the location, business potential and nature
of the property. After consideration, we would know which brand would potentially
[be most] appropriate for the property’ (OW-9). Another respondent noted that the
nature and specifications of the existing property/project is a key factor, ‘as our
property has nearly 700 rooms with leisure and business facilities, it is unlikely for
us to use a very luxurious brand. However, it would be better for us to use an upper

class or 4 stars brand’ (OW-7).

However, as indicated earlier, it is debatable how subjective the process of selecting
the brand really is. This is because the process of selecting a brand is also related to
the level of proposed investment, ‘for our company, if we have a piece of land to be
developed as a hotel property, we would set up an analysis team to project and to
decide how we could use this land to maximise the profit. Which type of property
would give us the best yield? Will it be a three, four or five star property? And we
will look at our budget, and consider if we could afford the investment or not’ (OW-
8).
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4.2.3.1.3 Summary of owners’ pariner selection criteria: Group A and Group B

In summary, for the partner selection criteria (see Table 4.8 below), in terms of

objective factors, both owners in Group A and Group B highlighted the factors of

financial projection and all commercial terms. However, between the two groups,

the owners in Group A highlighted ease of accessibility to the executives at

head/regional office, while the owners in Group B highlighted other factors, such as

the availability of the brand in a given location, and the profile of the hotel

management company. In considering subjective factors, the criteria of personal

relationships and contacts, and perceived appropriateness of brand toward

specification and location of the property are cited by both groups of owners. One

difference is that the owners in Group A highlighted the importance of impressions

gained during the negotiation process.

Table 4.8: Summary of partner selection criteria of Thai owners (Group A and

Group B)

Thai owners’ partner selection criteria

Objective factors

Subjective factors

Group A Group B

Group A

Group B

¢ Financial » Financial
projections and all projections and all
commercial terms commercial terms

e Ease of o Availability of the
accessibility to brand in a given

executives at location

head/regional ¢ Profile of hotel

office management
company

¢ Impressions during the
negotiation (need to feel
comfortable, perceived
status of operator)

¢ Personal relationships and
contacts

¢ Perceived appropriateness
of brand toward the
specifications and location
of the property

o Personal relationships and
contacts

» Perceived appropriateness
of brand toward the
specifications and
location of the property

4.2.3.2 Hotel management companies’ partner selection criteria

In this section the findings on the selection criterion used by the hotel management

companies in Group A and Group B when selecting a hotel owner as their partner

will be illustrated.
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4.2.3.2.2 Hotel management companies’ partner selection criteria: Group B
Hotel management companies in Group B highlighted objective factors which
included the profile of the owner, financial issues including business forecasts,

possible management fee gain, and the location of the project.

In profiling the owner, hotel management companies in Group B typically cited that
the business track record of the owner was an important factor, ‘we would [need to]
know who you are, what is your business vision, what is your business track record,
have you walked-away from other deals, have you declared bankruptcy. We would
like to work with the good corporate citizens; we do not want to work with someone
who has a bad business record. We have no preferences for colour or gender or
whatever. The company looks pretty much at corporate governance, are they

responsible businessmen?’ (EXEC-2).

The financial strength of the owner was cited as a key factor by several respondents,
‘we are looking for an outstanding company or individual that has an excellent track
record in business and has the assets or is rich enough to do it’ (EXEC-1). The
hotel investment potential of owners was also highlighted, ‘we also want not only

one owner with one hotel, but two, three, or four hotels [with an owner]’ (EXEC-1).

The business forecast was usually cited as an important factor, ‘we will do a forecast,
probably for ten years, and that forecast would give us a clear picture of how the
business is going to look in that period of time’ (EXEC-1). The level of management
fee which could possibly be achieved from the project was frequently highlighted,
‘our objective is to make sure that we [can] earn a reasonable fee and [that the]
owner could cover all obligations and have reasonable profit’ (EXEC-1). Similarly,
‘we also looked at other financial aspects, including potential management fee to be

gained’ (EXEC-3).
The location of the project is also a crucial factor and was cited by several

respondents, ‘we look into at the strategic location where we want to be’ (EXEC-3).

Another respondent stated ‘therefore the criteria were to find an outstanding
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company or individual with the property located in the place where we want to be’

(EXEC-1).

In discussing subjective factors, the hotel management companies in Group B

highlighted the factors of perceptions and attitudes of owners towards the brand, ‘we

are looking for an outstanding company or individual [who] feels comfortable being

associated with our brand [we are] very protective of that’ (EXEC-1). Owners

taking a long term perspective of the partnership was also highlighted as being

important, ‘we are looking for an outstanding company intending to be in a long-

term partnership, this is very important as we will be in this thing for 15-20 years,

and we would like to stay in this relationship for 15-20 years or more and expect to

find a relationship like that’ (EXEC-1). Likewise, ‘we aim to form and to manage

the hotel for the long-run. We do not want to go and put our name on the property

for a short period of time’ (EXEC-3).

Table 4.9: Summary of partner selection criteria of hotel management companies

(Group A and Group B)

Hotel management companies’ partner selection criteria

Objective factors

Subjective factors

Group A

Group B

Group A

Group B

¢ Profile of owner
(business track record,
financial strength)

¢ Business forecast and
level of management
fee

¢ Location of the project

e Profile of the owner
(business track record,
financial strength, hotel
investment potential)

o Business forecast and
possible level of
management fee gain

o Location of the project

e Attitudes and
perceptions of owner
toward business
vision of the hotel
management
company

e Attitudes and
perceptions of owner
toward brand and
business vision of the
hotel management
company

4.2.3.2.3 Summary of hotel management companies’ pariner selection criteria:
Group A and Group B

In summary, considering the hotel management companies’ partner selection criteria,

it appeared that both groups tended to highlight the same criteria with only slight

differences in details (see Table 4.9 above). In terms of objective factors, they

highlighted the criteria of the profile of owner, the business forecast and the level of

management fee, and the location of the project. The difference is that the

companies in Group B highlighted the factor of hotel investment potential in the
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owner profile. For the subjective factors, attitude and perception of owner towards

the management company’s business vision are cited by both groups.

4.2.4 Hotel management contract negotiation

In relation to Research Question 6 ‘What are the key issues and the nature of hotel

management contract negotiation in Thailand?’, this section provides the findings on

HMC negotiation. These include the nature of the HMC negotiation process and the

determinants of bargaining power in contract negotiations.

4.2.4.1 The nature of the hotel management contract negotiation

In this section the findings on the nature of the HMC negotiation of both Group A

and Group B will be shown.

4.2.4.1.1 Nature of the hotel management contract negotiation. Group A

In the case of Group A, initially, normally an owner would issue an invitation letter
to a selected number of operators inviting them to ‘tender’ for the contract to manage
the property. This can be on a one-by-one approach, ‘we normally approached the
hotel companies one by one by sending the invitation letter with details of the
project’ (OW-4). Alternatively, it might involve approaching more than one
operator, ‘in 1988-89, we looked for the hotel company to manage the property.
There were a couple of international hotel management companies who had been

approached’ (OW-2).

In some cases, the hotel management company (as operator) approached an owner
seeking the opportunity to manage a specific property, ‘af that time this operator had
no hotels in Thailand. They were looking for an opportunity to manage a hotel in
Thailand and they got in touch with our company’ (OW-5). Similarly, ‘sometime the

operator came in by themselves after they knew that we were looking for an operator
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or heard that the other operators had approached us’ (OW-4). In addition, in a
situation where there is competition to win a particular deal, owners recognised the
positive effects of operator competition, ‘if the operator knows that they are not the
only operator who is interested in managing the property, they would provide us a
special deal to beat the other operators’ (OW-4). When there is interest, after
accepting the invitation, an evaluation of the project is done by the operator, ‘after
receiving the invitation letter, if interested, we would do a business forecast and

inspect the site or existing property to see feasibility’ (EXEC-4).

Before starting negotiations, parties would typically establish a framework, or
conditions, to apply to the process, such as the time-frame, a restriction on talking
with other companies or owners, confidentiality of the negotiations and so on, ‘we
would ask them to keep negotiation confidential as we invited them first. If they are
interested, we will sign a contract with them. If they need time to consider, we will
give them a period of time and we will not talk to the others [hotel management
companies] until we get an answer from them’ (OW-4). A similar stance was voiced
by an operator, ‘we also do discuss with owners to set the framework or conditions
for the negotiation, such as confidentiality, time-scale, limitation to talk with the

others’ (EXEC-4).

It is normal that a draft of HMC is proposed by the operator to the owner of the hotel
property for consideration, ‘normally all of the hotel management companies have
their own template or standard contract. Owners do not have to sign a contract
everyday or as often as us. Normally the owners will rely on the hotel management
company to provide them with the proposed contract and our company also have our
own standard contract which will be given to the owners to review before signing’

(EXEC-4).

In reviewing the contract, owners would typically consider the draft of the HMC
with a lawyer and will raise any issues where there is disagreement, ‘we worked with
the lawyer to analyse and to consider the proposed contract. If there was any issue

that we were unhappy about, we would raise the issue and negotiate until reaching a
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mutual agreement’ (OW-3). Given the source of the contract document, the
following observation by one owner is probably not surprising, ‘as the contract was
drafted by the operator; a lot of things in the contract were biased to the operator.
After receiving the draft contract, we hired a lawyer and professional hotel

consultants to review it and to identify all the issues to be negotiated’ (OW-1).

From the perspective of owners in Group A, as typically discussed, there are four
main concerns in the negotiation of the HMC, which are the financial arrangement,
the length of the contract, degree of involvement in hotel operations, and the selling

of the property.

In terms of finance, the main issue concerns the types and amount of management
fee, ‘for the management fees, it was the first key question of the owner to the
operator. How will they charge for basic fee, incentive fee, and marketing fee?’
(OW-1). In addition to the level of fees, the variety of fees charged was a common
area of concern for owners, ‘we carefully consider the type and rate of the
management fee... We thought that there were too many types of management fee -
that is basic management fee, incentive fee, marketing fee- and the rate of each

management fee was too high, so that we negotiated for fewer types of management

fee’ (OW-6).

The level of hotel operations involvement was also typically cited as an issue, though
some owners are relaxed about this matter ‘generally the biggest point that they
might feel uncomfortable with was that we gave management control of the hotel
property to the management company and GM to run the hotel as he/she would like
to do. A lot of owners may not feel comfortable about it’ (OW-1). Other owners
might be more conscious of the potential tension between the rights of ownership and
the operational control of the property, ¢/the] owner is an investor and the property
belongs to him, therefore, sometimes owners can make a stand for some issues that
can be non-negotiable. Especially for the issues, that may limit the rights of the

owner toward the property, such as involvement in the operations’ (OW-5).
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The length of the contract was also highlighted as an issue. This appeared to be a
particular concern in those instances where an owner might be unsure about a
particular operator, ‘normally a owner would prefer a short term contract for the first
contract signing as we are not sure about the operator and we could pay more on
termination costs if things go wrong. After the first term and increased confidence
and trust, in later contracts both owners and operators normally look for 8-10 years
contract’ (OW-2). In some cases, selling a property or changing an owner is an
issue, particularly in those cases where the owner is a property developer, ‘as we are
a developer, we also need to carefully look at the issue of property sale. In our case,
we need to pay a termination fee if the operator cannot be retained to manage the

property with the new owner’ (OW-4).

In the negotiations, there are likely to be some issues that neither party wishes to
discuss, however agreement may frequently reside on the ability of owners and
operators to reach a workable compromise, ‘there will be certain things that both
sides will not be able to or do not intend to negotiate and it comes to the matter of
compromise. We may start the negotiation with a hundred points, and we must work
by breaking them down as much as we could. Therefore, we could have only few

points at the end to finish them up’ (EXEC-4).

From the perspective of the hotel management company in Group A, there are three
main concerns in the negotiation of a contract. These are the protection of the brand

standard, the involvement of the owner in the hotel operations, and management fees.

Protection of brand standards is significant because a failure to meet standards would
directly damage the brand and it would negatively affect the hotel management
company in the long-run. Consequently, the hotel management company places a
great deal of emphasis on the consistency of brand standards across their properties,
“for us, it will be on brand standard as the company would not like its brand to have
inconsistence in standard throughout the world such as room size, specification of

in-room facilities or amenities, and safety standards’ (EXEC-4).
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Management fees are also a key concern. This is because, for the hotel management
company, management fees would be a key source of revenue in using a business
model of HMC, ‘the most common issues that both parties discuss in the negotiation
would be all of the commercial terms including the fees. For us, it would affect our

level of revenue’ (EXEC-4).

With regards to the involvement of owners in the hotel operation - i.e. approval of
finance (budget and capital expenditure) and the key hotel management positions -
the operator in Group A does realise that by their nature, Asian owners would like to
know how the hotel management company operates their property. Therefore, the
operator in Group A indicated that it tended to adjust its management style and to be
more open by giving some flexibility for the owner to be involved in hotel
operations, ‘the reason behind our success is that we know how to adjust our
management system/management style to match and to compliment the need,
expectation and requirement of our partners. Most Asian owners would like to see
how much you buy of this and that....and would like to check or approve the GM,
purchasing, or major FF&E. ... they would like to have more say in that respect and

it comes to the matter of compromise’ (EXEC-4).

4.2.4.1.2 Nature of the hotel management contract negotiation: Group B

For Group B, the owners would commonly issue an invitation letter to the operator
for managing their property under a management contract, ‘we sent an invitation
letter to the hotel management company’ (OW-7). In some cases, owners issue an
invitation to more than one operator, ‘once we have issued the invitation letter to the
operators, we do inform them about our project such as concept, size, and location of
the hotel; and who (other hotel companies) we did issue the letter to. Our company
does not rely on, or is associated with one hotel management company. Regarding
our company policy, we must call for a bid from at least 2-3 the hotel companies’
(OW-10). In addition, there is a perceived positive effect from competition,
‘therefore, there would be competition among hotel companies in order to get the

deal and it would be a benefit for us’ (OW-10).
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Producing a business forecast, and inspection of the hotel site or existing property are
cited as key activities for the operator after receiving the letter of invitation, ‘affer
receiving an invitation from owner, before talking or discussing about the terms and
conditions in the contract, we will do a forecast, probably for ten years. Then, if
interested, we would do an inspection on the hotel site or existing property’ (EXEC-
1). This process was confirmed by another operator, ‘affer receiving an invitation
letter, ... if interested, we need to look at the business opportunity and make a
forecast. Then, make an inspection of the existing property or location/site’ (EXEC-

3).

Discussion and agreement on frameworks and conditions concerning the negotiation
were frequently mentioned, ‘we and the operator would agree on main frameworks
and principles before moving into the details in the contract’ (OW-7). Time frame,
confidentiality, and competition restrictions might be an issue, ‘at first normally we
and owner would sign a letter of intention in order to agree to work together for the
deal in the specific period of time, and not disclose any of information. The owner
would not deal with the other hotel companies and the hotel company would not go

for a talk or get another deal with the other owners’ (EXEC-2).

The hotel management company typically proposes the draft of the HMC to the
owner for consideration, ‘normally we propose the contract to the owning company
to consider’ (EXEC-1). Similarly, ‘we would propose the draft management
contract for the owner to consider. The draft of the management contract is the
standard format contract with the adjustment for a specific hotel. This is because we
are hotel management company and we have to manage hotels around the world
under the management contract, and in practice, it would be easier for us to propose
the terms and conditions in the contract rather than consider terms and conditions in
the proposed contract from each owner’ (EXEC-2). This situation was confirmed by
property owners, ‘as the operator has a standard contract, they proposed the

contract to the owner to consider’ (OW-9).
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Usually after receiving the draft of the contract, owners, along with a lawyer and/or a
professional hotel consultant, will review it and raise any issues where they disagree,
‘after receiving the proposed contract, we along with the lawyer would consider and
pick up the issues that we were unclear or unhappy. Then, we could raise these
issues and make negotiation until reaching mutual agreement in the meeting’ (OW-

7).

For the owners in Group B, in the negotiation of the HMC, their typical concerns
covered issues such as financial arrangement, methods of performance monitoring
and evaluation, owner involvement in hotel operations, impact of sale/change of

ownership of the hotel property, and the competitiveness of property.

Financial issues tended to concern the management fees, ‘beside the forecast of
business, we need to consider the type and the amount of management fees. As it
would affect our bottom line, we would make a negotiation if we think that it is too
high and unfair’ (OW-7). This highlights that it was not just the level, but the range
of fees that required owners’ attention and their assessment of how realistic these
were, ‘management fee, such as percentage of based fee and incentive fee, all of the
reimbursable expense. If the proposed type and amount of management fees are

unrealistic, we would raise an issue and seriously discuss about it’ (OW-10).

The methods of performance monitoring and evaluation were cited as an area of
negotiation, ‘we need to discuss and to agree the criteria that could be used to
evaluate the performance of the operator. For both properties, we used comparison
of RevPar of the competitor set in the same category’ (OW-10). The role of the
budget as a control mechanism was also subject to negotiation, ‘the operator asked
Jor a deviation of the number in the budget because it may be risky for them to
achieve. However, we would like to use target budget without any deviation in

controlling the performance of the operator’ (OW-9).

The owner’s involvement in the operation of hotel property was also highlighted as

an issue for negotiation, for example, the right of approval on hotel executives

273



selection, ‘the hotel company proposed us to approve only a recruitment of General
Manager, but we asked for a right to approve the recruitment of three key hotel
executives, which are General Manager, Financial Controller, and Director of

Human Resources’ (OW-10).

Another topic of negotiation was highlighted by the owners in Group B, who were
keen to avoid unnecessary competition, ‘we do not want to have any other same
brand property in the same area as it would compete with our property. Therefore,

we tried to negotiate for a restriction area’ (OW-9).

Selling or changing the ownership of property is highlighted as another area for
negotiation, especially for the leased company, ‘the operator would prefer the owner
not to sell the property or share to, especially, the other hotel companies
(competitors). However, our company is a leased company. We cannot control the
other hotel companies if they are interested in buying our share from the market.
Therefore, after identifying who the competitors are, the operator asked for a right to

walk away from the contract if there is a sale’ (OW-9).

The operators might also have issues that they do not intend to negotiate upon. If
both parties cannot reach mutual agreement on these issues, then either the owner or
the operator might walk away as ultimately the deal has to work for both parties,
‘when negotiating the contract, both parties need to find a common ground whenever
there is disagreement on some of the terms, otherwise, we or the owner would walk
away. ... It also has to work for us although we work for the owner. If we get to a
situation where either we want too much or the owners want too much, then we will

pull out and look for somebody else. It is business and the way it goes’ (EXEC-1).

For the hotel management companies in Group B, there were four main concerns
which they were likely to focus upon during the negotiation stage, i.e. the financial
arrangements, brand standard protection, involvement of the owner in the hotel

operation, and the overall contract stability.
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Financial issues included the commercial terms, and the management fees. This is
crucial issue because the operators’ source of revenue in the HMC comes from the
management fees and the operators need to make a profit, ‘our company is a public
company. We are trading our shares in the stock exchange, we need to make a profit
for the company. We are not doing something for nothing, even if we love the owner
or the hotel property. It also has to work for us although we work for the owner. If
we are not going to agree on fees, we will walk away’ (EXEC-1). Similarly, ‘we also
need to ensure that we could agree on certain commercial terms including

management fees’ (EXEC-3).

In protecting the brand standard, keeping the consistency of the brand standard is
crucial as any inconsistency in standard would confuse the customer and have a
negative impact upon the overall value and reputation of the brand, ‘we need fo
ensure that the specification of the existing or new property must be in line with our
brand standard and safety standard as in-consistency in standard will destroy our

image and brand’ (EXEC-3).

Regarding the involvement of owners in hotel operations, in order to avoid conflict
in running the property, the hotel management companies in Group B typically tried
to minimise the level of owner involvement, ‘if we are not going to agree on the
owner’s want on a level of involvement running in the business, which we consider
unacceptable, we will walk away. We consider it unacceptable because we have
been around for fifty years, we generally know what works or does not work in the

relationship’ (EXEC-1).

In respect of stability in managing the hotel property, the hote]l management
companies in Group B typically tended to look for a long-term contract, ‘we intend to
be in a long-term partnership, this is very important as we will be in this thing for
15-20 years, and we would like to stay in this relationship for 15-20 years or above.
We have many partners that are with us for more than forty years, and we expect to
find relationship like that’ (EXEC-1). Accordingly, operators preferred owners who

also shared a longer term perspective towards the arrangement, ‘we aim to form and
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to manage the hotel in the long-run. We do not want to go to put our name on the

property for a short period of time. Then we look into ... the owner that deals with

the long-term relationship’ (EXEC-3).

Figure 4.1: Key stages in contract negotiation process of both Group A and Group B

an approach by hotel management company
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4.2.4.1.3 Summary of nature of the hotel management contract negotiation of Group
A and Group B

In summary, the key processes of the contract negotiation of both Group A and
Group B are the same (see Figure 4.1 above). The process would start with an
invitation by the owner or, in some cases, by an approach from the hotel
management company. Then, the hotel company would make a hotel site or property
inspection. Before starting negotiation, both parties will reach initial agreement on
the conditions and the framework of the negotiation. Following this, the hotel
management company proposes a draft of the HMC which is submitted to the owner
for consideration. If they reach mutual agreement, they will finalise and sign the
contract. If they do not reach mutual agreement, they will raise their particular issues

of concern, and these will form the basis for subsequent negotiations.

Depending on their individual motivations/needs, both the owner and the hotel
management company would have their own topics of concern. These concerns
would be raised during the negotiations. Most of the owners’ concerns, in both
Group A and Group B tended to be the same (see Table 4.10). These concerned the
financial arrangements, the degree of owner’s involvement in the hotel operation,
and the impact of selling/changing of the ownership. However, the owners in Group
A were also concerned with the length of the contract; while the owners in Group B
were concerned with methods of performance monitoring and evaluation, and the

overall competitiveness of the property.

Table 4.10: Summary of owners’ concerns in the negotiation of hotel management
contracts (Group A and Group B)

Owners’ concern in the negotiation of hotel management contracts

Group A Group B
* Financial ¢ Financial
* Involvement in hotel operations ¢ Involvement in hotel operations
e Selling of property ¢ Sale/change of ownership of hotel property
e Length of the contract ¢ Methods of performance monitoring and evaluation
o Competitiveness of property

For the hotel management companies, both Group A and Group B tended to have the
same concerns regarding the negotiation of the HMC (see Table 4.11). They

highlighted a concern with financial arrangements, the brand standard protection, and
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the involvement of owners in the hotel operation. However, the only difference is
that hotel management companies in Group B also cited a concern regarding the

security of tenure in managing the hotel property.

Table 4.11: Summary of hotel management companies’ concerns in the negotiation
of hotel management contracts (Group A and Group B)

Hotel management companies’ concern in the negotiation of hotel management contracts

Group A Group B
* Financial ¢ Financial
* Protection of brand standard ¢ Brand standard protection
* Involvement of owner in the hotel operation » Involvement of owner in hotel operation
L e Security of tenure in managing hotel property

4.2.4.2 Determinants of bargaining power in the hotel management contract
negotiation

In any contract negotiation, there would be key factors which could influence the
result of the negotiation. Every negotiation would be unique in some dimension. At
any particular time, these factors would determine how much bargaining power each
party held relative to one another. This section will show the findings on the

determinants of bargaining power within the HMC negotiation process in both Group
A and Group B.

4.2.4.2.1 Determinants of bargaining power in the hotel management contract
negotiation: Group A

From the perspective of respondents in Group A, a number of factors were
highlighted that apparently influenced the bargaining power of each party, including
the degree of ‘who-needs-who’, the experience and knowledge of the hotel business
of the owner, the profile of the owner, the existing relationship between the owner
and the hotel management company, degree of personal relationship/contact between
the parties, the location of the project/hotel property, and the strategic objectives and

expansion policy of the hotel management company.
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benefit and could raise the issue to prevent the operator to take much advantage’
(OW-3). However, prior business experience in other sectors was clearly
transferable when it came to the negotiation process, ‘although we had done various
kinds of business, we did not know the hotel industry practice. However, we could

use our experience in contract negotiation for other business in negotiation with the

hotel company’ (OW-6).

Profile of the owner

As typically highlighted, the profile of the owner is also a crucial factor. Financial
strength and the future hotel business potential might be a key element which
positively influences the result of the negotiation for owners, ‘it would enhance the
owner’s position greater if the owner has strong financial position and a potential
Jor hotel investment in the future, although the owner has limited experience and
knowledge of hotel business’ (OW-2). The owners from other businesses who intend
to invest in the hotel business are the preferred partners of the hotel management
company, as cited by respondents, ‘potential of the investor/owner for the future
investment, especially investor from another business, who would like to invest in
hotel business, would be a vital factor. We are preferred partner of this hotel
management company in Thailand. They would like to work with the hotel property
that is owned by a company who are not in the hotel business. The owning company

develops the hotel property and the hotel management company runs it’ (OW-5).

Existing relationship between the owning company and the hotel management
company

The existing relationship between the owning company and the hotel management
company is typically cited as having a positive influence on the negotiation, ‘the
closer and longer the relationship of both parties, the more flexibility and the easier
contract negotiation. When both parties really know and understand the interests
and limitations of each other, they would behave with give and take’ (OW-2).
Sometimes it might give the owner an advantage, ‘the relationship between our

company and the operator is the key factor...that is why we received a special

treatment’ (OW-5).
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Personal relationship/contact

The personal relationship/contact between the owner and the executive of the hotel
management company is also highlighted as a factor that provides a positive
influence in the negotiation, ‘/the] relationship berween the owner and the executives
of the hotel management company would play an important role in negotiation.
Although both parties had different interests, it would reduce degree of taking
advantage from each other’ (OW-6). The relationship/contact might help make the
negotiation process go more smoothly, ‘the owner representative originally came
Jrom this hotel management company. He had been with them for 15 years before
Joining the owning company. Therefore knowing the operator, and knowing the

owning company would make the life easier’ (OW-5).

In addition, with the presence of an existing relationship/contact might enable the
operator to provide a degree of special treatment to the owner, ‘the personal
relationship between owner and operator would also be a factor in balancing the
power. For example, we approached the operator afier the hotel had been built.
The specifications of the hotel building were not a match with some of the
requirements of the brand (the operator could turn down the negotiation, however,
they did not), this was resolved after signing contract by them agreeing to renovate

some part of the hotel piece by piece until it meets the brand standard® (OW-3).

Location of project/hotel property

The location of project/property is highlighted as a factor which may enhance the
bargaining power of the owner, ‘if we have a nice location to build the hotel, it would
enable the operator to work with us’ (OW-3). Similarly, ‘location would enhance
the bargaining power of the owner’ (OW-4). To have a hotel property in a specific
location was, not surprisingly, very important to operators, ‘we need to carefully
appraise each project because it will fulfil our strategic location in the network,
either increasing the number of properties or acting as a good flagship hotel’
(EXEC-4). Many respondents recognised that a property in a prime location would

provide not only high business potential but also act as a landmark within the city,
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‘the property would have a high potential in making a positive business performance.

Thus the property could enable the operator to be well represented and it could be a

landmark of the city’ (OW-4).

The strategic and expansion policy of the hotel management company

The number of existing properties under the hotel management company in the area
could put one party in a better position than another. In some cases, it would place
the owner in a better position in negotiation if the location of property is where the
operator currently has no presence, ‘if today our company has no any property in the
city, and see the owner is building the hotel in the city, we would try very hard to
convince the owner, by lowering the fee structures or offering something special for
the deal, to give the hotel to us to manage which would be our first property in the
city’ (EXEC-4). On the other hand, if the operators already have a number of
properties in the area, then the bargaining power of the owner might be low, ‘if the
operator has already established its properties, putting in another property may not
give them significant benefit; it would be difficult for the owner to negotiate the best
deal’ (OW-5). This type of situation was also echoed by the hotel operators, ‘if we
already have two same brand hotels in the city, and the owner would like us to
manage another under that brand, we are not so excited. We would like to have it

but we would not have to fight very hard to have i’ (EXEC-4).

In some cases the hotel management company would attach strategic significance to
a property and this would favour the owner. In other situations, gaining more market
share might be a priority of the operator, ‘sometimes the operator needs to gain more
market share. After working with this operator at one of our hotel properties, we
had a project to build a new hotel property in another area of Bangkok, and we
approached them about managing the new property. The operator had no hesitation
in taking the opportunity and they also offered a special deal’ (OW-4). Other
owners also recognised this situation and its impact upon bargaining power, ‘if the
operator needs to expand their network by putting more of their properties in the
area, they will do everything to put more properties’ (OW-5). In addition, the
operator might intend to establish a flagship hotel in the city and this could be to the
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advantage of the owner, in the case of one of our properties, at that time, this
Operator was looking for a hotel to be the flagship hotel for their brand in Bangkok.
They gave us a special deal when comparing with the normal deal’ (OW-4).

4.2.4.2.2 Determinants of bargaining power in the hotel management contract
negotiation: Group B

From the perspective of the respondents in Group B, the factors that would influence
the bargaining power of each party in the contract negotiation included the degree of
‘who-needs-who’, the existing relationship between the owing company and the
hotel management company, the personal relationship/contact, the profile of the
owner, the location of the hotel property/project, the level of experience and hotel
business background of the owner, the strategic and expansion policy of the hotel

management company, and the level of demand by an owner towards a particular
brand.

Degree of ‘who-needs-who’

The degree of ‘who-needs-who’ is highlighted as a crucial factor. In this situation, it
would require one party working harder in order to get a preferred partner, ‘if
someone come along and asks us to invest in a hotel in that city, in term of putting
our flag, we would ask ourselves “is this city important to us?” We probably say no
in making an investment. However, if that person wants us only to run the hotel for

him, we probably say yes and it has to be in our terms’ (EXEC-2).

Level of experience and hotel business background of the owner

The level of experience and hotel business background of the owner would directly
influence the negotiation result. The more experience and hotel business
background, the easier the negotiation for owners, ‘if we have experience or know
their game, it would be easier for us to make a negotiation’ (OW-8). Prior
experience and a hotel business background might help in protecting the owner’s
interests, ‘knowledge/experience in hotel business of the owner or the negotiator

would influence the result of each negotiation. The more sophisticated, the better the

283



ability of the owner or the negotiator to raise the issues and to negotiate for benefit
of his own business’ (OW-9).

Existing relationship between the owing company and the hotel management
company

The relationship between the owning company and the hotel management company
is typically highlighted as a key factor. It provides a positive impact on the result of
negotiation, ‘so far, we received more degree of flexibility and more special
Ireatment from this hotel management company than we expect. This may come from
long-term relationship’ (OW-9). Similarly, ‘the relationship with the hotel
management company plays crucial role. We have a very good record with this hotel

management company and received very good support and treatment from them’
(OW-8).

Personal relationship/contact

The degree of personal relationship/contact between the owner and the executive of
the hotel management company is cited as providing a positive influence on the
negotiation, ‘the owner of our company personally knows the chairman of the hotel

management company. This could make things easier at the beginning’ (OW-9).

Profile of the owner

The profile of the owner is typically highlighted as a factor that could put the owner
in a better position during negotiations. For instance, reputation and financial
strength, ‘the reputation and the financial strength of our company is quite good. We
have the capability to raise funds from financial sources and we are also reliable
when we make a proposal for building up a hotel property. Whenever, we call for a
proposal from the operators, a number of the operator would commonly respond to
the call...so that we might be benefit from the competition’ (OW-10). Hotel business
investment potential and the scope for building upon the relationship were also cited
by respondents as a positive influence on the owner’s position, ‘this would enable us
to have a better position and more bargaining/negotiation power. If we have only

one property and no plan for expansion, then we would not have this’ (OW-9).
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Location of the hotel property/project

The location of the hotel property/project could also put the owners in a better
position during negotiations, as cited by respondents, ‘the bargaining power would
possibly come from the location of the property, if the property is located in a nice
location; there will be high business potential and a number of operators will come
to you’ (OW-8). As placing a property in the right location would enhance the
potential competitive advantages, the operator may need to try harder in order to put
its name on a particular property, ‘we have no property in Phuket...it would be
advantageous to have a hotel anyhow. Phuket is a strategic location, we could
reduce our gap and it could strengthen our network. Therefore, compared to our
normal deal, we might offer something slightly different’ (EXEC-1). Indeed,
operators recognised that some important locations might require an investment
contribution if these were to be secured, ‘what we will do is to look at the strategic

location, and there will be some places that we would have to sacrifice our capital

Sor putting our flag’ (EXEC-2).

The strategic and expansion policy of the hotel management company

The number of existing properties of the hotel management company in the area is
cited as important factor that influences the bargaining power of each party. Ina
situation where there is no existing property, the hotel management company might
work harder in launching this flagship property, ‘if we do not have any hotel in
Bangkok and we consider that we must enter the hotel market in Bangkok, ...the

company would have a look and possibly deploy some capital in order to put our flag
in the city’ (EXEC-2).

In a situation where the hotel management company attaches strategic significance to
a property/location would put the owner in a better position during negotiations. For
instance, the desire to capture more market share, ‘there were few properties under
this hotel management company in Thailand at the time of negotiation, and there was
none of their property in Phuket before. This hotel management company was also

looking to increase their number of properties in Thailand, therefore, it was an
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opportunity for them to put their flagship property in Phuket. This might give us
some favour’ (OW-7). In some instances the opposite situation might occur, ‘if there
are other properties of the operator in the same area, and the market is tough, they

will do it but it has to be on their terms. The bargaining power of the owner is very
low’ (OW-10).

However, in some cases even a single property can have a significant impact on a
operator’s market position and thus provide the owner with a strong bargaining
position, ‘if the operator manages our property, it would become a big player in the
market because our property has nearly 700 rooms, various size of function/meeting
rooms (max 1,200 pax), full leisure facilities including spa, sport & fitness, pool, and
large green area. Therefore, the work of the operator to make the property well
known is easier. That is why in the past there were many hotel companies

approaching us to manage their property’ (OW-7).

Demand of the owner toward a particular brand

The demand of the owner toward a particular brand can be a factor which can put the
hotel management company in a better position. If the demand toward the brand is
high, the bargaining power of the owner might be low as the hotel company would
have a chance to select those owners who provide the most benefit to the company,
‘by now, we are very fortunate that we can choose who we are entering into a

partnership with. ... Our demand is high and this might give us some favour’
(EXEC-3).

4.2.4.2.3 Summary of determinants of bargaining power in the hotel management
contract negotiation of Group A and Group B

In summary, see Table 4.12, the determinants of bargaining power in hotel
management contract negotiations highlighted by respondents in Group A and Group
B tended to be the same. These include the degree of ‘who-needs-who’, the
experience and knowledge in hotel business of the owner, the profile of the owner,
the existing relationship between the owning company and the hotel management

company, the personal relationship/contact, the location of project/hotel property,
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and the strategic and expansion policy of the hotel management company. However,
there is a slight difference as respondents in Group B raised the issue of the level of

demand from the owners towards a particular brand.

Table 4.12: Summary of determinants of bargaining power in hotel management
contract negotiation (Group A and Group B)

Determinants of bargaining power in hotel management contract negotiation

Group A Group B
® Degree of ‘who-needs-who’ ¢ Degree of ‘who-needs-who’
* Level of experience and knowledge in hotel ® Level of experience and knowledge in hotel
business of the owner business of the owner
* Profile of the owner e Profile of the owner
® Existing relationship between the owning ¢ Existing relationship between the owning
company and the hotel management company company and the hotel management company
¢ Personal relationship/contact ¢ Personal relationship/contact
* Location of project/hotel property ¢ Location of project/hotel property
® The strategic and expansion policy of the hotel | e The strategic and expansion policy of the hotel
management company management company
* Demand of the owner toward a particular brand

4.2.5 Working relationship of the three parties in the operation of hotel
management contracts

In relation to Research Question 7 ‘What are the roles of the three parties and their

working relationship in the operation of hotel management contracts in Thailand?’,

this section will provide the findings on the working relationship of the owner, the
head/regional office of hotel management company, and the hotel general manager
(GM) in the operation of a HMC. This includes the roles of each party in the
operation of a HMC, and the nature of the working relationship among the three

parties.

4.2.5.1 Roles of each party in the operation of hotel management contracts

In the operation of HMCs there are three key parties involved in the working

relationship, these are the owner/owner representative, the regional/head office of the
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hotel management company, and the hotel general manager (GM). This section will

provide the findings regarding the parties’ roles in the operation of the HMCs.

4.2.5.1.1 Roles of each party in the operation of hotel management contracts:
Group A

In Group A, the owner is either an individual or a group of shareholders who make
an investment and own all of the assets of the hotel project, ‘we are a company under
the big umbrella of [name of the mother company], who is the owner of this
property’ (OW-2). In the operation of the HMC, the owners are usually inactive and
there will typically be owner representatives, ‘the owner representative is a
connector between the owner and the GM and also the operator’ (OW-1). The key
responsibilities of the owner representative are to monitor the performance and co-
ordinate with the GM and the hotel company as cited by respondents, ‘as an owner
representative, we need to ensure that the hotel property obtains an appropriate
bottom line, to maximise net profit, to monitor and o control the performance of the
operator. We also have to co-ordinate with both GM and the regional office of the
hotel company’ (OW-5).

For the regional/head office of the hotel management company, the key task is
commonly to play a supportive role for the hotel GM, ‘we let him/her [the GM] run
the hotel freely. We would play a supportive role and provide assistance when [the]
GM calls for it (EXEC-4). All key aspects of operating a hotel property are
supported, ‘in the regional office, they have expertises in different area of the hotel to
support each property if need assistance, i.e. IT, human resources, sales and

marketing, engineer, public relations, financial’ (GM-2).

Monitoring the financial and operational performance of each hotel property is also a
crucial role of the regional/head office, ‘we are responsible for the GMs and the GMs
report directly to us. We do the internal audit including department audit check and
financial audit’ (EXEC-4). Coordinating/following up with the owner is also another
important responsibility as cited by respondents, ‘our executives meet with owner on

a monthly, quarterly, or yearly basis’ (EXEC-4).
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The hotel general manager (GM) is typically the key person in the running of the
hotel property, ‘I have responsibility for all aspects concerning the hotel property’
(GM-6). This situation is well understood by owners, ‘the hotel management
company and the owner do not run the hotel. The GM runs the hotel’ (OW-1).
Ensuring a positive business and operational performance is cited as the GM’s main
task, ‘I need to ensure that we have a positive business result, and the hotel
operation is smooth and well managed’ (GM-7). Acting as a co-ordinator between
the hotel management company and the owner is also a crucial responsibility, ‘my
Job is pretty much to balance the owner and the hotel management company and to
make both parties happy. 1 try to accommodate the owner, and also respect my
company’ (GM-4). The need to serve two separate parties is inherent in the GM’s
role, ‘I am also a co-ordinator between the hotel management company and the
owning company. It seems that I have two bosses and I need to make both bosses

happy’ (GM-7).

However, the GMs recognised the reality of their appointment and its implications, ‘/
am a representative of the hotel management company. My company selected me
and the other GMs to be their representative on the property’ (GM-4). This role
extends beyond the property level as it also involves a wider scope, ‘the GM would
also be ambassador of the hotel company within the city or community and GM has
to develop and to maintain relationship with the community and to ensure the

property has a good reputation by working with the community’ (GM-1).

With regard to the GM selection process for each property, most typically, the
operator’s regional office would propose the candidate and the owner would have the
final say, ‘according to the management contract, the hotel management company
has a right to select and to appoint GM, but with the owner approval. The company
will propose the list of candidates with a recommendation to owner for consideration
and approving’ (GM-2). An initial 3 year term of appointment for the GM would be
common plus two years optional extension. However, by mutual agreement with the
owner and the GM, the term might be even longer, ‘I have been with this property

Jor five years already (3 years plus 2 year extension), and I am now in another two
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years extension, which is a special case’ (GM-1). In addition, the owner is a key
person in selecting and placing the GM as highlighted by respondents, ‘the owner
could recruit or change GM anytime’ (OW-4).

4.2.5.1.2 Roles of each party in the operation of hotel management contracts:
Group B

For Group B, once again, the owner is commonly an individual or a group of
shareholders, ‘we are responsible for ... every hotel property which are the asset of
[name of mother company]’ (OW-9). In practice, as the owner is typically inactive
in the operation of the HMC, there will be an owner representative who acts on
behalf of the owner to liaise with the operator, ‘the owner representative is a middle
man who is a co-ordinator between shareholder/the executive board of the owning

company and the operator’ (OW-10).

The key responsibility of the owner representative is commonly to monitor
performance in both the financial and the operational dimensions, ‘we [are]
responsible for the performance and everything concerning the hotel properties. We
need to monitor and control the operator including day-to-day operation, revenue
and expenditure, profit and loss, position of the property (where we are in the

business/in competition), and maintenance of the property’ (OW-10).

For the regional/head office of the hotel management company, the key role in the
operation of the HMC is to give support to the GM and his/her team in all aspects of
operating the property, ‘our corporate office would act as a support system. If I need
more businesses from the West-Asia, I would call sale department at the corporate
office to help us. They are very much there to prepare and to give us tools in
running the hotel’ (GM-9). Monitoring the performance of the management team of
each property is cited as another important head office task, ‘we require the GM of
each property to submit a monthly profit and loss account, the operational and
departmental report, market share, three-month forecast, and some comment on the

standard’ (EXEC-1). To co-ordinate with the owner is also another responsibility of
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the regional/head office, ‘I do visit all of our properties and meet the owner in my
region occasionally’ (EXEC-1).

In the operation of a HMC, the General Manager (GM) typically acts as a co-
ordinator and works for both the owner and the hotel management company, ‘I am
also like a co-ordinator of both the owner and my company’ (GM-8). Thus, the GM
1s a key person in running the hotel property in both financial and operational aspect,
‘as a word ‘general’, it is generally responsible for the overall of the hotel. I need to
ensure the financial well being, and smooth operation of the hotel’ (GM-10). Acting
as a brand manager is also another task of the GM, as one respondent cited, ‘as a GM
of an international hotel company, we are the brand manager. We are managing the
brand. It is important for the GM to understand the brand, drive it, and protect it.
And we need to be clear with the owner that certain things must be done, and a
certain standard must be kept at certain level at all time’ (GM-9). In addition,
representing the hotel management company is another role of GM, as cited by one
respondent, ‘we have a GM ... to maintain a good relationship with the owner and

the locals’ (EXEC-1).

In placing a GM for each hotel property, it was widely reported that the operator
would propose the candidate to the owner for consideration and approval, ‘the head
office proposed the name of candidate to the owner, and then the owners make a
decision in selecting the GM® (GM-10). The term of GM is typically three to four
years, with an option for extension, ‘usually the contract is three to four years plus
option for extension, which is depending on the satisfaction of both GM and owning
company’ (GM-9). However, in some cases, depending on the satisfaction of the
owner and the GM, the GM might stay longer than the stated term ‘in practice, the
length of term would depend on the relationship and the satisfaction of both parties
(owner and GM). If performance is good and they are happy to work together, the
term could be extended upon their mutual agreement’ (GM-11). In addition, the
owner might request a change of GM at anytime, ‘if the owner is not happy, he may

request to change the GM after the first term or before’ (GM-11).
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4.2.5.1.3 Summary of roles of each party in the operation of hotel management
contracts of Group A and Group B

In summary, the individual roles of the three parties (the owner, the GM, and the
head/regional office of the hotel management company) of both Group A and Group
B are essentially the same (see Table 4.13). The owner, is an individual or a group
of investors who own all of the assets in the hotel project, but typically inactive in the
operation of the HMC. However, there is usually an owner representative who acts
on behalf of the owner. The key responsibilities of the owner representative are to
co-ordinate with the GM and the regional/head office of the operator as well as to

ensure and to monitor financial and operation performance of the hotel.

Table 4.13: Summary of roles of each party in the operation of hotel management
contracts (Group A and Group B)

Roles in the relationship

Owner ¢ An individual or a group of shareholders who makes an investment, bears all
of the risk in the project, and own all of the asset in the hotel project

o Inactive in the operation of the hotel management contract

e On behalf of the owner, owner representative is responsible for co-ordinating
with hotel company and general manager as well as monitoring performance
in both financial and operations

Head/regional » To give support in all aspect of operating a hotel property

office of hotel e Monitor the performance of management team of each property in both

management business and operation performance

company ¢ Co-ordinate and meet the owner

Hotel general e A key person in running the hotel property

manager e Act as a co-ordinator and works for both the owner and the hotel management
company

o Ensures the positive business performance as well as the smooth and up to
brand standard operation

In relation to the head/regional office of the hotel management company, its key
focus is to play a supportive role in all aspects of operating the hotel, such as human
resources, sales and marketing, information technology, etc. The head/regional office
also monitors the performance of the management team of each property in terms of
overall performance as well as co-ordinating with the owner. Lastly, the hotel
general manager (GM) is typically the key person, who is charged with running the
hotel property for both the owner and the operator and ensuring a positive business
performance and a smooth operation that observes brand standards. The GM also
acts as a co-ordinator for the two parties. In the GM selection process, the

head/region office proposes the candidate to the owner for consideration and
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key skills in minimising problems and facilitating smooth co-ordination, ‘we need to
work with the owners, hand in hand. We need to have the ability to accept their
view, convince them to our view, and balance both. If we could get the balance, the

problem is sorted. If we cannot get the balance, a small issue would be a major
problem’ (GM-1).

Experience and knowledge of the hotel business is perceived as being crucial by
some owners for effective co-ordination and control, ‘the GM could not cheat or tell
a lie as we know the business and industry’ (OW-1). It would also put the owner in a
better position in controlling, ‘if the owner has strong knowledge and experience of
hotel business and operations, the operator cannot tell anything nonsense ... and
would give more power to the owner as we could control and expect more output
Jrom them’ (OW-5). Similarly, ‘the more experienced owner would get more control
in their property, and more cover for themselves. And they will be more involved

with the operations and more in control’ (GM-4).

The involvement of the owner in the operation is usual, although they are the
institutional owner, as cited by many respondents ‘yes, our owner is involved very
much although they are big company. Most Asian owners would get involved in the
operation, but not in a negative sense. They would like to be involved in order to
know what is going on, to know the result, to know the problems, and to know the
changes, which is fine and fair because it is their investment’ (GM-1). The character
and flexibility of the operator is cited as a crucial factor which influences the degree
of owner involvement, ‘this operator is an easy going company, we can get as much
involvement as we would like’ (OW-5). Involvement with a positive approach
creates more understanding, as cited by one respondent, ‘getting involved up fo a
point, helps us to understand, and helps them to justify at the same time. We always
conduct the positive argument, and it is a rational discussion. We are open to
listening to the new ideas, the hotel executives always propose any new idea to

improve the hotel property’ (OW-1).
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Owners typically look at the overall picture of the property, ‘we will macro manage
the property. We look at the market, what the hotel needs or does not need, the
comments from people using it, and the things which help the hotel to generate more
income/profit’ (OW-1). Similarly, ‘we are working very closely with the owner of
the hotel especially in the [strategic] management aspect® (GM-7). Financial and
general policy is highlighted by respondents, ‘we normally get involved with the
financial policy and general policy for the hotel property. [t]he GM always asked
Jor owner’s opinion on some major policies and decision making, such as major
renovation project, staff bonus, key staff movement or promotion, promotion for
boosting revenue’ (OW-6). Also, the importance of the selection of key hotel
executives is typically cited, ‘the GM is hired and decided on by the key hotel
executives. When the GM has his candidate, he will consult, interview the candidate,
and get approval from us’ (OW-1). The importance of getting key executive
appointments correct was widely understood, ‘we carefully select the key hotel

executives such as the GM, financial controller, and purchasing’ (OW-6).

The owners typically have little or no involvement in day-to-day operations, ‘we
could get involved in the hotel management and operation as much as we would like
to get involved. However, we do not get involved in the day-to-day operations or any
micro management. We do not act as a second GM* (OW-1). Several respondents
cited that this approach was a healthy one, ‘it is also good for managing the property
and authority for the GM. It is good for the GM as the people will not feel that the
GM is not in charge and that there is somebody else telling you what you have to do
or making decisions for you. Staff will not get confused” (GM-4). Thus, it could act
as a form of motivation for the GM, as respondents cited that ‘giving me a freedom in
running the hotel property would motivate myself in doing the job’ (GM-3). In a rare
case, a problem is raised when there is interference in the day-to-day operation, as
cited by one respondent, ‘although the management contract stated that the owner
representative would not interfere in the day-to-day operation of the hotel, in
practice, he tends to get involved, and it is a very dangerous thing as the owner

representative tries to be the second GM and then starts to micro manage the
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property.  This could cause a problem, although the business result is good’ (GM-
2).

The number of businesses of the owner is cited as being a factor in these being only
loose working relationships/co-ordination with the hotel operations, ‘in our case, as
the owner has other businesses to take care of, we do have a meeting at least four
times a year (quarterly meeting), unlike other properties which have monthly
meeting, and the owner rarely visits the property’ (GM-3). Being not interested in
the general hotel operations is highlighted by a property developer, ‘as we are
developer ... in practice, we have no person to visit the property and monitor the
hotel operation. We never checked on the property’ (OW-4). Some owners are
interested only in the bottom-line, ‘I think that owner would not like to know how we
operate the hotel property. However, they would expect us only to make profit
according to the budget at the end of the month or year’ (GM-3).

4.2.5.2.1.2 Working relationship between the owner and the head/regional office:
Group A

In the relationships between the owner and the head/regional office, respondents
have highlighted that this is generally only a loose co-ordination. During the
operation of a HMC, it has been typically highlighted that they are rarely in contact
with each other unless there is an issue, ‘if there is a matter, they will send a
document to us. On the other hand, if we have inquires, we the normally contact
them directly by phone’ (OW-6). Another respondent also noted that ‘normally
owner would bother the head office when something goes wrong with their hotel’

(EXEC-4).

4.2.5.2.1.3 Working relationship between the head/regional office and the general
manager: Group A

In terms of the working relationship/co-ordination of the regional/head office and the
GM, after giving the assignment to the GM, the regional/head office will typically
not micro-manage the hotel and will let GMs manage the hotel property on their
own, ‘we let him/her [GM] to run the hotel freely. We give them a freedom, the

ability to make decisions, and make them accountable. These are the key policies.
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We cannot rule over and be mothering them all the time. We must give them freedom
and they must be accountable for their action. That is the best way to motivate and
the best way to manage. There is no centralised management as in the early days
anymore, just give them a guideline, manual and support, and then let them play’

(EXEC-4).

GMs typically call for assistance where and when needed, ‘the contact will be made,
whenever we need assistance or have inquiries’ (GM-2). The back up role of head
office is well understood, ‘the supports are at all times available. Whenever there is
a question or problem, the head office is be there to be called, i.e. director of
operation, or all of the support department such as marketing, finance, human

resource, technical, and IT"(GM-6).

4.2.5.2.2 Nature of working relationship among the three parties: Group B

This section will show the findings on the nature of the working relationship among
the three parties in the operations of HMCs of Group B. These include the
relationships between the owner-the GM, the owner-the head/regional office, and the

head/regional office-the GM.

4.2.5.2.2.1 Working relationship between the owner and the general manager:
Group B

In case of Group B, in relation to co-ordination between the owner and the GM, it
has been highlighted by respondents that the owner representatives typically work
closely with the GM, ‘we need to work closely with the GM because he is a key

person in running the property’ (OW-7).

The level of knowledge and experience of the hotel business, as possessed by the
owner, is cited as being important in terms of co-ordination and control. More
knowledge and experience, equals more self-protection for the owner, ‘I think that
the owner representative is a very smart person. He has experience in the hotel
business, and knows the market very well ... He knows what I know and I cannot tell

him any stupid things ... sometimes, to be honest, I feel that he knows more than I
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that it was not useful and did not show us anything as there were no appropriate
competitors in the area to make a comparison’ (OW-2). In those locations where
there is no property of the same level, comparing with other major hotels is an
alternative, ‘we compared our property with the other major hotels in the city.
However, these major hotels were on a different level (3-4 star property). It would
enable us to know at least where we are in the hotel business in this area, and how
well we are doing in the business’ (OW-6). In some cases, more sophisticated
financial measurements are used, ‘apart from bottom line, we also use financial
techniques to examine ourselves including return on investment (ROI), interest rate
of return (IRR), return on capital (ROC), and the current value of the property. So
we thought that these monitoring methods would show us a real picture of our

property’ (OW-2).

In situations where the owners have more than one property under different
operators, they might internally compare the performance of each property, ‘as we
own many hotel/resort properties around Thailand which are managed by several
different operators, we could possibly benchmark the business performance among

our properties’ (OW-4).

Feedback from several sources, such as friends, business partners, local
people/community, and current/ex-staff, is highlighted as an informal way to monitor
properties by owners, ‘the owning company always send their guests or business
partners to stay in the property with the owner rate, this could be a business or
vacation trip. This could also be an informal way to monitor the property’ (GM-4).
Informal feedback appears particularly useful in the more provincial locations, ‘as
our province is not a big city and the owner is well-known, we could receive
feedback/comment from our friends, and business partners. Most of the hotel staff
were local people and they knew the owner quite well. Therefore, we oftfen received
Sfeedback and comment from hotel staff on many issues such as management policy’
(OW-6). In addition, another respondent also cited that ‘other things that we look at
are subjective, for example, the reputation of the hotel in community, and the

comment of our ex-staff or competitors about the hotel’ (OW-1).

305




To see what is happening in the hotel, a property visit/observation is generally cited
as a crucial method, ‘we regularly have a meal or have a meeting in the hotel, and
also visit the property from time to time and talk to the staff (OW-1). Personal visits
by owners, while important, do need to observe certain protocols, ‘owners would
come to the property often to see how we run things in the hotel. They may come fo
the hotel to have a meal, meet their guests, or even talk to the staff. However, while
the owners visit the property, if there is a comment or suggestion, they will not talk

directly to the staff, they will talk to me, which is a very good practice’ (GM-T7).

4.2.6.1.2 Controls: the owner and the head/regional office in Group A

In the relationship between the owner and the head/regional office, although there
tends to be only very loose co-ordination, there are a couple of controlling activities
which have been highlighted. In terms of formal reporting, the GM of each property
would make a report on behalf of the head/regional office. Meetings will typically
be organised on a different frequency, depending on the situation of each property,
‘our executives will meet with owners on a monthly, quarterly or yearly basis
depending on the situation to review the strategic planning and profit and loss for

the hotel’ (EXEC-4).

4.2.6.1.3 Controls: the head/regional office and the general manager (GM) in
Group A

There are a couple of control methods used in the relationship between the GMs and
the head/regional office which were typically highlighted. These are formal

reporting, property audits and visits by the head/regional office executives.

With reference to formal reporting, GMs are required to submit a monthly report,
‘the regional office gets the same monthly report as owner’ (GM-6). A two weekly
report is also required to be submitted by the GMs, ‘we send the same monthly report
to both the owning company and our regional office. We send them a two-week
Jorecast, a booking and financial report (revenue and expense), the key important

numbers that would let them see where we are in the middle of the month’ (GM-4).

306






Jrom the regional office visit the property often. This is because this property is
currently a flagship property of our company’ (GM-1).

In addition, a property’s performance is often crucial for the future career of the GM,
‘as we are an international hotel company, GMs are obligated to us; we have to take
care of them in their career. Ifthey do not perform well in the hotel level, they will
know that the next assignment that they will get would not be good i.e. a smaller
hotel or less demanding location hotel. GMs are very much motivated to perform
well’ (EXEC-4). Incentive programs might also be tied to the performance, ‘there is
an incentive program for the GM. If they could achieve the budget, they would get
financial reward’ (EXEC-4). These incentives could be calculated in a number of
different ways, ‘yes, there is an incentive program. If GMs could deliver the budget,
depending on agreement, the incentive might be a fixed sum of money, a percentage

from the excess, or a bonus calculated from the salary’ (GM-3).

4.2.6.2 Controlling the operation of hotel management contracts: Group B

This section will show the findings regarding controls used in the operation of the
hotel management contracts of Group B with the reference to the relationship
between the owner-the GM, the owner-the head/regional office, and the

head/regional office-the GM.

4.2.6.2.1 Controls: the owner and the GM in Group B

In the relationship between the owner and the GM, there are several monitoring and
controlling methods which have been highlighted, including formal reporting,
meetings (formal and informal), bottom-line results, incentive programs,
performance benchmarking (comparison), property visits (observation), and feedback

from several sources.

In terms of reporting, the GM is commonly required to submit a full monthly report,

‘on a monthly basis, we give the owner a full monthly report at the end of the month.
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This includes financial (revenue, expense, profit), owner return, departmental report
(human resource, food and beverage, room division, etc.), and all of the past month
activities’ (GM-8). Another respondent also noted that, ‘we prepare a monthly
comprehensive report which shows how we perform, profit and loss, and all of
activities in hotel’ (GM-9). A daily report is also typically submitted, ‘we also give a
daily revenue and expenses, and key figures report; therefore, the owner would know
what is going on in the property daily’ (GM-8). As cited by one respondent, a
weekly report is required to be submitted, ‘the owner will get the weekly report

which show some key numbers and figures’ (GM-9).

In terms of meetings, these are organised on both a formal and an informal basis.
Formal monthly meetings are commonly organised, ‘there will be a monthly meeting
with the owner representative to review and o discuss the situation or any other
issues’ (GM-10). These meetings are used for both review and short-term planning
purposes, ‘we [GM and owner representative] will have a monthly meeting to review
and to discuss the past month performance, the future business and any issues which
may arise’ (GM-8). The frequency of formal meetings can be less if there is a higher
level of trust, as one respondent cited ‘we usually have between four to eight owner-
meetings (every two months) a year, so that it is very loose and unusual. This may be
because I have been working for this hotel for fourteen years already, and I think
that the level of trust is much higher. We used to have owner meetings once a month,

and that is the usual thing’ (GM-9).

The use of informal meetings/talks is often cited, ‘/ /[GM] and owner representative
always informally meet at least once a week to talk and to update, and sometimes to
discuss if there is an issue, for example, sales and marketing, the market in Bangkok,
the wholesaler in Phuket and Bangkok, what the other hotels are doing, the market
talk, government policies’ (GM-8). Different formats for these meetings were
mentioned, such as the “meal meeting”, ‘there are informal meetings during each
month, we would commonly have a dining meeting (lunch or dinner), [and a]

morning or afternoon coffee meeting at least 2-3 times a month. This is to update the

information and current situation of the property’ (OW-10). E-mail and telephone
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are also used as a means of informal communication/co-ordination between owners
and the GMs, ‘if there is an issue, we and GM would communicate informally by

using e-mail, or telephone’ (OW-8).

The bottom-line result is typically a crucial performance indicator, ‘the business
performance is the first priority’ (OW-8). Similarly, ‘bottom line/financial results
are the main indicator’ (OW-10). Achievement of the agreed budget might be a
reason for less owner involvement in the operation, ‘if the operator could deliver the
budget and bottom line, we would not go asking for detailed information’ (OW-10).
This pragmatism was widely evidenced, ‘in practice, the best way to control our
operator is to look at the annual budget. If everything is under the budget, it would
be okay. It is not possible, and it is of no use, to audit every single spending item,
and it could waste much more time to do it’ (OW-9). Failure to achieve the agreed
budget is a serious matter and was typically tied with the contract’s termination
clause as typically cited by respondents, ‘we agreed to have not less than 85%
achievement of budget as the average would be not less than 75-80% of budget. If
the operator cannot deliver the agreed budget for three consecutive years, we have

got a right to terminate them’ (OW-10).

The incentive programs for GMs were invariably tied to the business performance,
‘the achievement of the annual budget would tie with the incentive program of the
GM and hotel executives’ (OW-7). This is commonly a financial reward and can be
quite a significant amount, ‘we do have an incentive program if we could achieve the
target budget. It could be up to 30-35% of the total annual salary. It is also a good
motivation’ (GM-9). Frequently these schemes will apply to the entire executive
team, not just the GM, ‘there is an incentive program in place for the key
management team of the hotel. If we do well, there will be a financial reward that is

tied to the financial result’ (GM-10).
Performance benchmarking/comparison is typically used and is considered to be an

effective method of monitoring performance, ‘the result of comparing would enable

us to see where we are among our competitive set in one specific period. Even if we
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are in unexpected situation like SARS, it would show us how badly and how long it
would affect the whole competition set, and how good we are in the difficult period’
(OW-9). The value of such benchmarking was widely understood and appreciated
by the GMs too, ‘this could show us how well we are doing when compared with the
competitor set. If we are doing business badly, and the other hotels also are the
same, there is nothing wrong. If the others are doing well and we are average, there
will be something wrong with us. So we could find out the way to resolve the
situation’ (GM-11). An additional value of benchmarking was highlighting
performance deviations by key competitor properties, ‘if one of our competitors is
doing very well and the others are doing average, we could also find out why our

competitor is doing well in a particular month® (GM-11).

In terms of the comparison approach, the information on average room rate, average
occupancy rate and RevPar will be collected. However, RevPar is highlighted as
being the key indicator to focus on, ‘we compete on yield (RevPar) which is a
combination between average rate and occupancy rate. That is the big factor that
we compare and measure our success with the competitors’ (GM-10). Additionally,
target ranking based upon the comparisons might be used, ‘we agreed with the

operator to target the rank in the competition set’ (OW-9).

In the selection of the members for the comparison set, the same level of hotels in the
same area/location or direct competitors will be commonly selected. In some cases,
different level hotels might also be compared to give a wider picture, ‘the majority of
members would be a same level property; however, we also select some slightly
higher or lower level properties. This could enable us to see how well we are doing

in the business, when compared with both our direct and indirect competitors’ (OW-
7).

In a situation where there are the same or other brand properties in Thailand, an
internal comparison might not be made because of differences in the nature of the
properties, ‘The information from the other hotel/resort properties under our

company is also available. However, in my opinion, it does not make much sense to
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make a comparison as they are located in different areas and have different types of
guest’ (GM-9). The need to ensure comparisons with an appropriate selection of
other properties was well understood by owners, ‘we could not compare the
performance among the other properties of our company because they are different
in terms of location, nature of property (city or resort), target market, size of

property, room rate, and seasonality’ (OW-9).

However, it has been highlighted that a comparison of operational issues (i.e. cost,
number of staff) might be made across properties more widely, ‘it would make sense
only when benchmarking on the number of staff and remuneration and things like
these. Within the Thailand cluster, we would know and compare how high is the
profit margin, how high is the energy cost, how is the administration and
undistributed expenses, and how high is the pay-roll. The percentage of the cost
would be pretty much the same’ (GM-9). In addition, the percentage of gross
operating profit (GOP) level might also be compared, ‘the only thing that we may
compare is the percentage of level of GOP. If there are more revenues/profits, there
will be more potential to spend because it could maintain the level of GOP

percentage’ (OW-9).

A property visit/observation is typically cited as a key operational monitoring
method to see what is happening in the property, ‘I normally visit a couple times a
week, to see around the property and informally talk with the GM to update the
information or to discuss the issue, if any’ (OW-7). As one GM indicated, ‘either the
owner or the owner representative visits the property regularly to see what is going
on in the hotel. And they could come to the property anytime. If there is an issue,
they will let me know’ (GM-10). Visits to the other same brand properties by owners
was also highlighted as it would show the degree of differences or similarities, ‘we
commonly travel for business or vacation to see, and to stay in other same brand
properties around the world. Especially, whenever the new same brand property has
been established, we always go there to see. Each same brand property of our
operator might be different from each others. However, we realised that the service

is still the same’ (OW-9). This same brand comparison was recognised to be useful
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by some owners, ‘we also stay in other same brand properties to see how the other

properties are doing. We pick the unique service or specialty of the product and

recommend to the management, if any’ (OW-8).

Several respondents highlighted that feedbacks obtained from various external
sources (i.e. friends, business partners, etc.), as an important way to monitor
performance and this was also recognised by the GMs, ‘as the owning company is a
big leased company, they also possibly obtain a feedback from their guests/friends,
business partners, their employees who spend their time in our property, or even
from the market or any publications. If there is an issue, they will let me know right
away’ (GM-10). In some cases owners might have particularly strong informal
linkages to a property, ‘as our owner representative was GM for this property for a
long time, hotel staff may possibly talk or give him a feedback. He would also hear a
feedback from their guests, business partners, or even from his business friends or

the market® (GM-8).

4.2.6.2.2 Controls: the owner and the head/regional office in Group B

The use of meetings was the only control activity highlighted by respondents, or a.
visit by the executives from the head/regional office, ‘at least once a year, executives
Jfrom regional office will make an official visit to discuss about [the] business
plan/budget’ (OW-10). Operators saw this link as important in theory, but in
practice it appears to largely aspirational, ‘I do visit ... and meet the owners in my

region occasionally. Ideally four times a year but it rarely happens’ (EXEC-1).

4.2.6.2.3 Controls: the head/regional office and the general manager (GM) in
Group B

There are key methods of monitoring and control in the relationship between the
head/regional office and the GM, such as reporting, regional/head office executive

visits, and property audits.
In reporting, GMs are typically required to submit a monthly report, ‘we do submit a

monthly report which is similar to the owners’ (GM-9). GMs are also typically

required to submit a report during the month, such as a weekly report, ‘we will send a
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weekly report to the head office’ (GM-10). In some cases, a fortnightly report is

cited, ‘we will submit a report on hotel performance/revenue & expenses every 15
days’ (GM-8).

The executives from head/regional office typically visit the property every three to
four months, ‘the vice president (operation) will visit the property three to four times
a year’ (GM-8). However, the frequency of the visit would depend on the situation
of the property, the more established and well performing a property, the less the
frequency of the visits of regional/head office executive, as one respondent cited, ‘for
the visit of the executives of head office, normally if our hotel achieves the target
budget, the head office feels that there is no need to have a formal review, why waste
at least three days reviewing everything. If we are under-performing, we might have

a formal review every month, quarter or six months’ (GM-9).

A property audit, including both the financial and departmental aspects, undertaken
by a team from the head/regional office was widely reported, ‘as our company is a
leased company, we must follow all of the company rules. They send an audit team
to audit each department of the hotel yearly, mainly a financial audit and a
departmental audit i.e. food and beverage, human resources, room division, and
engineer. The report of the auditing is available for the owning company to look ar’
(GM-8). The internal audit was seen as a useful exercise by some GMs and a form
of feedback as much as one of control, ‘our company also do an internal audit once
a year, and it is a good measurement and it is very objective. They will audit every

department, and will give a feedback/report at the end’ (GM-10).

Service quality and operational standards are also examined without advance notice,
‘our company also do a “mystery guest” who stays in the property once a year. The
purpose is to check and to maintain the brand standard. Nobody in the hotel will be
informed before, even the GM. The mystery guest will check-in and give a feedback
on all of the service from the guest perspective. After couple of days of staying, he
will let us know, give a report, and discuss the issues, if any’ (GM-8). This was a

widely reported control mechanism used by the operators, ‘our company would send
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an unknown guest to stay in the hotel property to examine the quality of the product
and service of the brand standard. None of executives or staff will be informed in
advance. After completing the examination, the unknown guest would identify
himself to the GM and give feedback/report, and discuss any issues if there were
some’ (EXEC-3).

4.2.6.3 Summary of controlling the operation of hotel management contracts of
Group A and Group B

In summary, the controls used in the operation of the HMC of Group A and Group B
tended to be the same (see Table 4.15). In the relationship between the owner and
the GM, several control methods were highlighted including reporting, meetings,
bottom-line/annual budget, incentive program, performance benchmarking
(comparison), property visit (observation), and feedback from several sources. In
reporting, a monthly report is typically required along with a flash report (the
frequency depending on the agreement, i.e. daily, weekly, two-week). With
meetings, a formal monthly meeting is typically organised as well as an informal
meeting/talk when appropriate. The achievement of the bottom-line/annual budget is
typically tied with the incentive program of GMs as well as the contract’s
termination clause. For performance benchmarking/comparisons, the average room
rate, average occupancy rate, and RevPar are the key indicators. Property
visits/observation and gaining feedback from several sources, such as friends,

business partners, staff, is typically done by owner.

Between the owner and the head/regional office, apart from the report which the GM
would do on behalf of the office, the only control method that is highlighted here is
that the owner and the head/regional office will have a meeting to review business
plan at least once a year or depending on the situation of the hotel. Lastly, in the
relationship between the head/regional office and the GM, there were several key
monitoring and control methods highlighted, such as reporting, visits of
head/regional office executives, and property audit. In reporting, GMs are typically

required to submit a monthly report as well as interim reports (perhaps weekly or
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two-weekly). There are visits by head/regional office executives, though the visit

frequency depends on the situation of the hotel and the importance of the property.

The property audit will be conducted by head/regional office annually. An audit

team will be sent to audit every department in terms of both operational and financial

aspects. The quality of services and operations will often be examined without

advance notice through the use of mystery guests.

Table 4.15: Summary of controls in the operation of the hotel management contracts

(Group A and Group B)
Controls in the operation of the hotel management contracts
Relationship Group A Group B
Owner - GM ¢ Reporting - monthly report, and flash ¢ Reporting - monthly report, and daily
report (daily, weekly, two-week) report
® Meeting - formal and informal ® Meeting - formal and informal
meeting/talk meeting/talk
¢ Result of bottom-line/annual budget e Result of bottom-line/annual budget
¢ Incentive program e Incentive program
e Performance ¢ Performance
benchmarking/comparison benchmarking/comparison
® Property visit/observation ¢ Property visit/observation
o Feedback from several sources e Feedback from several sources
Owner — * Meetings which vary in frequency * Meetings which vary in frequency

head/regional office

(monthly, quarterly, or annually)
depending on the situation to review
the plan for the hotel

(quarterly, annually) to review
business plan

Head/regional office
-GM

¢ Reporting on hotel performance

e Visit of regional office executives with
varied frequency depending on the
situation of the property, and/or the
importance of the property (e.g.
flagship hotel)

¢ Property audit

¢ Reporting on hotel performance

e Visit of head/regional office executive
with different frequency would
depend on the situation where the
well-perform property, the less visit
will be

¢ Property audit

4.2.7 On-going issues in the operation of hotel management contracts

In relation to Research Question 9 ‘What are the on-going issues in the operation of

hotel management contracts in Thailand?’, this section will show the findings on the

on-going issues identified in the operation of HMCs in Thailand.
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4.2.7.1 On-going issues in the operation of hotel management contracts: Group A

In the case of Group A, respondents highlighted the range of issues that would
commonly happen in ongoing contract operations, including budgeting and capital
expenditure, disagreement, mismanagement, contract re-negotiation, and unexpected

situations.

Budgeting

In budgeting, it has been typically highlighted that the draft of the annual budget
which is prepared by the GM, is needed to get approval from both the regional office
and the owner, ‘for the budget, the GM of each property needed to prepare a draft of
the annual budget and discuss it with the regional office. After getting approval from
the regional office, GMs present the draft of the annual budget to the owner, and
have a discussion until they reach mutual agreement’ (EXEC-4). In a situation
where the GM and the owner are in very good relationship, the GM might consult the
owner during the budget preparation, as cited by respondents, ‘in our case, we are in
a very good relationship, the GM would inform us about what he is going to do in the
annual budget at the time he prepare’ (OW-1).

It is common that both the owners and the regional office have a high expectation
that the GM should perform well on budget. For the owners, the result of the bottom
line is typically cited as being the important thing, ‘commonly we look at the bottom
line and the growth percentage’ (OW-3). Another respondent also mentioned that,
‘as an owner representative, we need to ask the right question. We do not look at a
single point or line in the budget. We just look at the general picture as we know the
market well and we know how much we could make it. At the end of the day, we need
to focus on the result’ (OW-1). Not only the owner, but also the head/regional office
expects the GM to prepare and to perform well on the budget as it impacts upon the
level of the management fees which is crucial, ‘we need to consider it [budget which
proposed by the GM] carefully as it would affect the level of management fees’
(EXEC-4). Trust is cited as important, ‘we will not look between the lines as there is

too much details and we do need to give them trust’ (OW-3).
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There are a couple of key issues in budgeting which were highlighted by
respondents. The issue of low-balling, where the proposed budget is set low when it
is possible to raise more revenue/profit, is cited, ‘we thought that the proposed
budget was too low as we could possibly make more revenue/profit. However, the
operator insisted that the proposed budget was the realistic budget that we could
possibly achieve. So we need a long discussion until everything had been sorted out.
Both parties normally agreed to meet half-way. It is common that the owner needs
more, and the GM might need a low-target budget to achieve as it is a key
performance indicator when evaluating the GM which related to the calculation of
bonus. We insisted on increasing the numbers in the proposed budget, and to
encourage/support the operator to work on. At the end of the year, although we

cannot hit the target, we could make more profit’ (OW-2).

High expectation on the target budget of the owner and the regional office is
typically highlighted, ‘there is always disagreement in the proposed budget with both
the regional office and the owning company as they thought that we could make
more revenue/profit or have less expense. We need to discuss and to adjust the
number until we reach mutual agreement [GM - director of operation, and the
operator - owning company]. We always prepare budget base on a realistic basis,

however, they may not agree and would like to have a higher number’ (GM-3).

Capital Expenditure

For capital expenditure, it is commonly standard practice (and stated in the HMC),
that a certain amount of percentage of total revenue will be reserved for capital
expenditure/FF&E with the approval of the owner, ‘according to the management
contract, the capital expenditure would be around 3-5% of the total revenue, with the
approval of the owner/owner representative in spending. Normally we will propose
the budget for capital expenditure with the details along with the annual budger’
(GM-2).
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In principal, GMs should be allowed to spend the reserved money. However, for all
spending, respondents cited that GMs need to get approval from their owner as all
the money belongs to the owner, not the operator, ‘the owners have definitely a final
say as all of the asset and the money belongs to the owner. We can only make a
recommendation on what to do’ (GM-2). On obtaining this approval, typically there
1s a discussion about the purpose of spending/investment, cost and benefit of project,
and cost of replacement/investment, ‘it is usual that we need to justify the need, cost
and benefit’ (GM-6). So, despite the formula present in the hotel management
contract all capital expenditure is subject to discussion and agreement between the
parties, ‘especially, on the expenditure, we need to convince and justify the need
because the owner may not agree on some items. It is all a matter of discussion’

(GM-1).

There are a couple of additional issues concerning capital expenditure. The
amendment of approved capital expenditure can arise as sometimes the priority and
the need of purchase/replacement is changed, ‘in practice, during the year the
operator may have to change the priority of the item to spend in capital expenditure
because the need had been changed. They need to get approval from the owner’
(OW-6). A special need might arise during the cause of year, ‘sometime there would
be a big argument, and we need to be flexible as some proposed items were not in the
annual budget or not a hundred percent necessary. We need to be reasonable and
listen to their needs’ (OW-1). Flexibility is a key element when it comes to the
capital budget spending, ‘for some items, we could plan to replace in advance.
However, for some items, we could not know when they could break or need to be
replaced, especially old equipment like hot water/boiler system. Therefore, we do

need flexibility in approval of these kinds of item’ (GM-2).

The level of trust toward the GM is a crucial factor in these circumstances, as cited
by several respondents, ‘if the owner trusts us, they will not say much in spending’
(GM-5). Typically, positive results in the return of investment/renovation enhance
the level of trust, ‘before approving the project, we looked at the past record,

discipline of spending, and the expected result of the investment. The more success
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or positive result in the return on investment/renovation, the more trust will be

gained’ (OW-3).

Disagreement

Party disagreement is also highlighted as a common issue in the operation of the
HMC, but this is usually on minor uses, ‘dispute or disagreement, there is always,

we have to look at it, and think about why. But we never had a serious
disagreement’ (OW-1). The cultural characteristics of Thais are a factor for there
rarely being any strong conflict, as cited by respondents, ‘in Thailand, it rarely heard
about the strong conflict or dispute between the owner and the operator. By their
nature, Thais always avoid a big battle with the partner, and they always try to find a
gentle way to resolve the situation by making negotiation and compromising on the
conflict/dispute’ (OW-5). The difference in points of personal views/professional
perspectives is typically cited as a cause, ‘I always do have disagreements with the
owner representative. It may arise from a different point of view. This is because
the owner representative is an accountant (CPA), and he tends to look at the way of
managing the property by using his background, sometimes not from the hotelier

point of view’ (GM-2).

Sometimes there is a conflict regarding a corporate policy that affects the
relationship, such as a new marketing campaign by the operators, ‘the head office of
our operator changed the standard on bedding throughout the world. The purpose is
to let the guests have a unique experience while sleeping at their properties. From
our point of view, if all of the bedding materials are still in good condition, why
should we have to change them as it is not necessary at the moment. Therefore, after
discussion, we changed the bedding materials in all of [our] suite rooms, and we will
change all of the bedding materials for all the other guest rooms later on’ (OW-6).
Another example concerned an employee benefit, ‘the policy was to offer a free or a
special rate for the operator employees to stay in any property, at a very special rate.
However, the owner found that the staff of his property rarely used this benefit, on

the other hand, it is expected that staff from other properties would come to his
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property. After discussion, both parties agreed to set a new employee room rate

which was applicable to this property only’ (OW-2).

Contract renegotiation

Contract renegotiation is highlighted by a couple of respondents as another issue in
the on-going operation of the hotel management contract. Some terms/issues are
raised and renegotiated on, which had not been put in the original contract (i.e. it was
not practical to do so at the time of original signing), such as fees, ‘there was an
amendment on the amount of central sales office fee’ (OW-6). Such changes can
probably be viewed as the fine tuning or customisation of specific owner-operator
relationships, ‘we did re-negotiate and amend some of the issues in the contract, i.e.
management fees, getting involved with appointment/selection of staff. The owner
asked the operator to have one of his family member or his people to take charge as

a purchasing officer, to keep an eye on the spending’ (OW-5).

Mismanagement

For the issue of mismanagement, the use of the hotel for the personal benefit of the
GMs is typically cited, for instance, ‘there were cases concerning alcohol beverage
consumptions in the past. All of the executives had limited allowance to consume
any food and drink within the hotel property. One of the previous GMs signed an
official check for drinking wine in the hotel worth around 30,000-40,000 baht in one
night, which was not acceptable. Another case is when the GM gave a best room to
his relatives/friends as complimentary’ (OW-2). Serious abuse was however rarely
reported and typically involved minor issues, ‘there was no serious case concerning
mismanagement, only a personal use of the hotel by the hotel executives’ (OW-3).
Indeed, the owners appear to perceive the situation as ‘normal’ and typically ignore
it, ‘there is always [an issue of use of hotel for the personal benefit] but it does not

happen seriously. Therefore, we overlook this’ (OW-1).
Unexpected Situations

The issue of unexpected situations is one that has been widely cited due to a number

of key events during the past five years. In Thailand there were two major events
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which had an affect upon hotels in Group A in Thailand, i.e. SARS and a natural
disaster (Tsunami). Each incident had a different impact upon different properties as
highlighted by respondents, ‘our property had been affected by the Tsunami, but in
positive way, this is because more people avoided travel to southern part of Thailand
(Andaman Sea), they travel to enjoy the beach on the East part (Bay of Thailand) in
stead. On the other hand, for SARS, we had [a] negative effect, less people were
travelling, therefore, less occupancy and less revenue’ (GM-2). However, due to
overlapping goals and dependency on the property’s performance, when a property is
negatively affected, it directly affects both the owner and the operator, ‘everyone was
hurt, the hotel management company could not make any fees, the owning company
could not make any profit. Somehow both parties had to find the way out’ (GM-7).
In such situations, team working is seen as the key, ‘we have to work closely with the

owner and the GM to find the best way to resolve the situation’ (EXEC-4).

As typically cited, such situations need to be addressed on a case by case basis.
Commonly GMs are the key person in analysing the affect, reforecasting the
business, preparing a plan and discussing with owners to find out the possible
solutions to resolve the situation, ‘we had to sit down together, present the forecast
and action plan, and to see how far we could go with the plan/action. We will not
revise the budget, but we will reforecast the business. In the reforecast, we need to
put the action plan to ensure that at the end we could prevent or reduce the big loss’
(GM-7). Similarly, while the initial budget might be retained a new forecast must be
produced to reflect the change in circumstances ‘we will re-do, reforecast the budget,
but we will keep it as a reference. We did solve the situation case by case, and we
needed to work more closely with the owner. Our owner was very supportive’ (GM-

4).

Although, as a result of unexpected situations, there is typically an attempt to reduce
costs, staff termination was not always used for this purpose, ‘we needed to
reforecast and to reduce the costs, however, we did not do staff termination’ (GM-2).
Similarly, ‘in our case, there was no staff termination, unlike the other hotels’ (GM-

4). This type of situation could show how effective the operator is, as cited by one
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respondent, ‘the crucial point is if we reforecast the business and budget and the
result does not match with the forecast, it would show that we don’t know much

about our product’ (GM-4).

4.2.7.2 On-going issues in the operation of hotel management contracts: Group B

Amongst Group B, the respondents typically highlighted the on-going issues that
commonly happen in contract operations, such as budgeting and capital expenditure,

disagreement, mismanagement, contract re-negotiation, and unexpected situations.

Budgeting

In budgeting, the draft of the annual budget, prepared by the GM, will typically be
approved by both the head/regional office and the owner, ‘each year we have the
same protocol. We have to propose the draft budget to the regional office, and
discussions are held until we get approval and then we present it to the owning
company. Once again the discussions are being held as the owning company may
adjust the proposed budget, until we mutually agree on the budget’ (GM-10). Thus,
it is normal practice for the operator to set a budget internally before consulting with
the owner, ‘after preparing the business plan and everything, we send it to the head
office to get approval and then we send all of the plans to the owner for final
approval’ (GM-9). However, where a closer relationship between the owner and the
GM exists/is established then the expectation of the owner might be ascertained first
before preparing annual budget, ‘before I prepare the budget each year, I talked with
the owner representative asking for his expectation, and what they want in average

room rate and occupancy, food and beverage, spa and etc.” (GM-8).

Commonly the details of the budget/business plan include the details of the estimated
revenues/expenses, amount of gross profit, etc., ‘what we do by late September is to
give our owner next-year’s business plan including estimated revenue, expenses, and
profit; and the capital expenditure plan, where we indicate what we are going to do

in terms of marketing plan, what are our strategies for certain markets, what are our
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strategies in the restaurants, what is our strategy for quality, what kind of salary
should we pay, what kind of competitive position are we in. We give them a plan

where the business is developed, what strategy we are going to put in place’ (GM-9).

Thus, respondents highlighted the key issues in budgeting, including the high
expectations of the owner and the head/regional office, and the lowering of the
budget by the GM. High expectations of owners is typically cited, ‘of course, the
owner would expect and want more from us, therefore, that comes to negotiation.
We try to work out what'’s best for both parties’ (GM-8). Such expectations
regarding budgets on the part of the owner were widely recognised, ‘it is common
that the owning company would like something different from the proposed budget’
(GM-10). Not only owners, but also regional/head offices have high expectations
regarding the budget as it would affect the amount of fees, ‘we would put our best

effort to set a target budget as it would affect our fees as well’ (EXEC-1).

Sometimes the GM is perceived to propose an annual budget, which is lower than
expected, ‘sometime we feel that GM intended to make and to propose a lower
budget, therefore, we try to push them for a higher budget’ (OW-9). However, this
issue can be reduced by the track record of the GM, ‘of course, when it comes to the
budgeting, the owner worries, if they feel that we forecast a level of revenue too low.
If we work for the owner for a period of time, I think that the track record would
speak for us. At the end, I think that we need to show the owner that we out perform

the market’ (GM-9).

Capital Expenditure

Capital expenditure, these are commonly standard procedures regarding calculation
of and this would be specified in the contract. Each property would reserve a
specific percentage of the total revenue as a budget for capital expenditure upon
approval of the owner, ‘it is an agreed percentage of total/gross revenue. The hotel
proposes what we believe is necessary, to do with regular capital expenditure, and it
is upon the approval of the head office and the owing company toward the details of
the capital expenditure budget and proposal’ (GM-10). Accordingly, the operator
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same level, we need to add or to change the members in competitor set to give us
more accurate picture and performance evaluation’ (OW-10). The amount of
percentage in reserve for capital expenditure and other expenses is raised where the
property is negatively affected by an unexpected situation, ‘as our property got
affected by natural disaster (Tsunami) and from which we are not fully recovered, we
asked them to reduce the percentage of capital expenditure/FF&E from 4% to 2%,
and reduce other expenses, i.e. the incentive for the hotel executives, until we are
Sfully recovered’ (OW-7). Additionally, where there is a big project which needs a lot
of money such as room renovation, ‘there was a case for amendment of percentage
of capital expenditure reserve from 3 percent to 6 percent of the revenue, as we had
a plan to do room renovation which cost us a lot of money and we need to reserve
more money to do this project. This would make our company to have less
management fee because higher expenditure, however, we agreed on amendment’

(GM-11).

Mismanagement

The issue of mismanagement is also cited by a couple of respondents, with the use of
the hotel for the personal benefit of the hotel executives mentioned, ‘there were
cases about the use of hotel property for personal benefit of hotel executives. For
example, using the best view room as his accommodation, or having high amount of
official check in food and beverage outlets’ (OW-9). The existence of abuse was
suspected but not always easy to evidence, ‘abuse of hotel resources for personal use
had sometime occurred but it was very difficult to prove the cases’ (OW-10).
However, a positive business performance is a key factor in owner’s overlooking this
issue, ‘as we concentrate on the performance, especially on the budget (financial), as
long as the hotel management company could maintain growth of RevPar, level of
GOP, and deliver the committed bottom line and budget each year, then we would

not dig into all of the details in the day-to-day operations’ (OW-10).
Unexpected Situation

The issue of an unexpected situation was cited as something that could impact upon

the agreed relationship between the parties. The two most recent unexpected
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situations were SARS, and a tsunami. Each situation affected the hotels differently.
In the case of the tsunami, one property was destroyed, ‘we had tsunami last year. In
our case, both parties were aware that we had a serious problem/crisis in the hotel
as parts of the hotel were completely destroyed by sea water’ (GM-9). Thus, fewer
tourists travelled at that time, ‘we signed the contract before the tsunami. Although
the resort was minimally destroyed, the business was in a difficult period as there
was a lower number of tourists’ (OW-7). In the case of SARS, this resulted in a low
level of occupancy, was cited by respondents, ‘a few years ago, we had been hit by
SARS. This meant less people travelling and our level of occupancy was only 5-

10%’ (GM-10).

The GM typically is a key person in resolving the situation, ‘if situations happen, 1
will analyse the situation (how bad is it?) and reforecast the business. We also have
to inform and to consult with the owner and the head office about the situation or
damage’ (GM-10). Typically the owner and the GM would work closely with one
another to develop a solution, ‘the situation will be solved case by case as it is an
unforeseen situation. Normally we would discuss things with the GM to find out the

effect and the solution, and we have to reforecast the business’ (OW-8).

Although there was an attempt to reduce costs to help the businesses survive during
such difficult periods, a policy of staff reduction was not used by all operators, ‘most
of the hotels lay off their staff; however, we did not do that. This is because we need
to ensure that when the situation gets back to normal, we would maintain and
provide the same level of service to our customer. Furthermore, we would not spend
much cost on training when getting new staff (GM-10). Clearly, with a decline in
revenues, cost reduction was important, however labour costs were again not the
automatic area of focus, ‘I thought we dealt with the situation very well, especially
with the cost reduction. We did not reduce the number of staff. We also cut a lot of
expenses including payroll, purchasing, but we did continue spending on sales and

marketing’ (GM-8).
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Due to the parties overlapping goals, team-working is cited as a key means to resolve
difficult situations, ‘we do need support from both the owner and our head office. ...
We had the support from everyone. From the situation, it shows us incredible team-
work from everyone. The only one goal is to re-open the hotel. And throughout the
construction, when there was a problem, no party say that it was your problem. It is
always how can we fix/solve it or how can we solve it together’ (GM-9). The
importance of all three parties, i.e. the owner, the GM and the operator’s head office,
working together to resolve such problems is clearly understood, ‘we and the
operator worked closely in order to resolve the situation. The business was in a
difficult period as there was less numbers of tourist and we needed to reforecast the
business. The regional/head office of the operator also provided assistance,
especially on marketing’ (OW-7). In addition, such difficult situations frequently
had a positive effect on relationships, ‘I think that the relationship between the owner

and the hotel management company is much stronger than before’ (GM-9).

4.2.7.3 Summary of on-going issues in the on-going operation of hotel
management contracts: Group A and Group B

In summary, see Table 4.16, the on-going issues in the operation of HMCs, which
were highlighted by respondents in Group A and Group B, are generally the same
although some of the specific details within each issue are slightly different. These
issues include budgeting, capital expenditure, disagreement, mismanagement,

renegotiation of contract terms, and unexpected situations.

In budgeting, the draft of the annual budget, which is prepared by the GM, will be
approved by the head/regional office and the owner. The key challenges here
typically are low-budgeting by the operator; and the high expectation on budget by
the owner. For capital expenditure, although the specific percentage of total revenue
to be reserved as a budget for capital expenditure was typically specified in the
contract, the operators need to get the owner’s approval before spending. The GMs
commonly need to justify the reasons for spending, cost and benefit of project, and

cost of replacement / investment. A problem might arise when there is an
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Table 4.16: Summary of issues in the on-going operations of hotel management contracts (Group A and Group B)

Issues in the on-going operations of hotel management contracts

Issue

Group A

Group B

Budgeting

Annual budget needs to be approved by the head/regional office
and the owner

Key issues: low- budgeting; and high expectation of the owner
and the regional office

Annual budget needs to be approved by the head/regional office
and the owner

Key issues: low-budgeting and high expectation of the owner and
the head/regional office

Capital expenditure

Specific amount of percentage on total revenue need to be
reserved as a budget for capital expenditure

Need to get a owner’s approval

Discussion on purpose of spending, cost and benefit of project,
and cost of replacement / investment

Key issues: amendment of approved capital expenditure; and trust
can reduce the big discussion

Specific amount of percentage on total revenue need to be
reserved as a budget for capital expenditure

Need to get a owner’s approval

Discussion on the necessity, purpose, and the cost in spending
Key issues: change of approved capital expenditure, and
uncertainty of the expected result

Disagreement Always happens but never serious Common issue in working relationship, however, there is no
Rational discussion would be key to resolving strong case
Key issues: different personal view, conflict on the corporate Rational discussion would be key to resolving
policy that effects the benefit of each party Key issue: conflict on the corporate policy that effects the benefit
of each party
Mismanagement Use of property for personal benefit Use of the hotel for the personal benefit of the hotel executives

Owners overlook this issue as it does not happen seriously

Owners might not dig into the details of the day-to-day operation
as long as the performance of the business is positive

Renegotiation of terms
in the contract

Some terms are renegotiated such as management fees,
involvement in the operation
Memo or supplement contract will be used for correction

Some terms might be raised and renegotiated, such as percentage
of capital expenditure reserve
Memo or supplement contract will be used for correction

Unexpected situation

GMs analyse the affect, reforecast the business, prepare a plan
and discuss with the owner to find out the possible solutions to
resolve the situation.

Need to reduce costs but no staff termination

Team working is a key issue, and all parties working closely
together

GMs would analyse the affect, reforecast the business, prepare a
plan and discuss with the owner to find out the possible solutions
to resolve the situation

Need to reduce costs but no staff termination

Team working is a key issue, and all parties working closely
together
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amendment to the approved capital expenditure; and here a low level of trust could

create much discussion, and a high level of uncertainty of the expected result.

While disagreement typically did arise, in all situations this was only on minor issues
with no major disagreements reported. It has been typically highlighted that rational
discussion is a key to resolve disagreements. The most common disagreement would
come from different personal views and conflict surrounding the corporate policies
that affect the benefit of each party, e.g. centralised purchasing policy. The use of
the hotel for personal benefit is typically cited as an area in the issue of
mismanagement. However, this issue is overlooked by the owner as long as it is
minor in nature or where the hotel business performance is positive. Renegotiating
the terms of a contract is also highlighted; however, the details differ from property
to property. These terms include management fees, involvement in the operation,

and amount of percentage of capital expenditure reserve.

In respect of the issue of unexpected situations, both SARS and the Tsunami are
cited as major recent incidents, and each had a different impact. Here GMs are
typically the key person, who analyse, reforecast, and suggest the possible solution.
Although these events did mean that the business was operating under difficult
circumstances, staff termination was not used as a strategy for cost reduction. As
both the owner and the hotel management company have an overlapping goal, they
would suffer from the negative impact of these unexpected situations. Under this

situation, team working is typically highlighted as being a key to its resolution.

4.3 Conclusion

This chapter has provided the findings on the use of HMCs in Thailand, divided into
two sections. In the first section, regarding the application of agency theory to the
use of HMCs, the findings on the nature of the agency relationship and the associated
agency problems present in HMCs and the restraint against agent opportunism in

HMCs were shown. In the second section, concerning the key issues associated with
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CHAPTER 5: DISCUSSION AND CONCLUSIONS

5.0 Introduction

In this chapter the findings as presented in Chapter 4 are considered in the context of
the literature review (Chapter 2) and the nine research questions indentified therein,
which was undertaken regarding the strategic context, the theoretical context and the
industrial context. Cross referencing to other chapters and headings is done. The
discussion and conclusion will be structured around the research problem and its
associated research questions. This chapter begins with, as the primary research
problem, the discussion of the application of agency theory to HMCs. This is
followed by, as the secondary research problem; the discussion of the use of HMCs
in Thailand and elsewhere. Final conclusions on the research are then drawn,
research implications and contributions are highlighted, and, lastly, reccommendations

on future research are made.

5.1 Application of agency theory to hotel management contracts

This section will provide a discussion on the application of agency theory to HMCs.
In addressing the primary research problem of this research, the discussion will be
conducted in line with two specific research questions which were developed in

section 2.2 in chapter 2.

5.1.1 Nature of the agency relationship and the associated agency problems
present in hotel management contracts (Research Question 1)

This section will provide a discussion and conclusion on Research Question 1 ‘What

is the nature of the agency relationship and the associated agency problems present in

hotel management contracts?’. In addressing this research question, the discussion

will be conducted in line with the six criteria which were developed from the
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comparison of the overview of principal-professional exchanges and owner-manager

exchanges, as proposed in section 2.2.3.3.

5.1.1.1 Discussion on research question 1

In relation to the nature of the agency relationship (principal-professional and owner-
manager) in section 2.2.3.3, the findings (see section 4.1.1) confirm that the
characteristics of the principal/professional relationship are broadly represented in
the relationship between a hotel owner and a hotel management company in the
HMC, and the characteristics of the principal/manager relationship less so, see Table
5.1. These are mainly evidenced in the problem domain and key idea, the
information assumptions, and the contracting problems; while there are some
ambiguous points in the human assumptions, the organisational assumptions and the

assumptions about oversight.

5.1.1.1.1 Problem domain and key idea

Regarding the problem domain and the key idea, in relation to the comparison of the
overview of principal-professional and owner-manager exchanges (see section
2.2.3.3), there is strong evidence to suggest that the relationship between the hotel
owner and the hotel management company represents the characteristics of the

principal-professional type relationship.

The findings (see section 4.1.1.1) suggest that hotel owners and hotel management
companies have: 1) differing risk preferences, as there is no equity participation into
the project and no business risk held by the hotel management company; and 2)
partly conflicting goals as hotel owners aim to maximise the return from their
investment, while hotel management companies aim to maximise the management
fees. Both parties engage in a knowledge-intensive task as hotel management
companies provide a hotel management service (as their special skill) to Thai hotel
owners in need of these special skills (hotel management) to manage their hotel.

Consequently, Thai hotel owners attempt to address the problem of knowledge
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On the issues of social embeddedness and individual autonomy, the findings (see
section 4.1.1.2) suggest that both issues are represented. On the one hand, where
hotel owners and their hotel GMs work closely, there are a number of activities that
create social interaction between them, such as consultation, and involvement in the
hotel operation. In order to do this, there is a need for the operator (especially for
hotel GMs) to familiarise themselves with the working culture of their owners. This
implies that social embeddedness is clearly represented in the relationship between
the hotel owner and the hotel management company. On the other hand, where hotel
owners and their hotel GMs have only loose co-ordination, hotel owners tend to
focus only on the bottom-line, and not on the operation of the hotel. This is because
hotel owners might have too many businesses and no interest in the hotel operation.
In this context, it means that there is no or very little social interaction between them.
Therefore, it implies that the individual autonomy of the operator (as agent) is

present in the relationship.

In terms of risk preference, the findings (see section 4.1.1.2) suggest that hotel
management companies commonly have no interest in investing in the ownership of
the hotel property. Therefore, hotel management companies are not exposed to any
business risk. In this sense, they are risk-neutral as there is no regard for the business
risk should the property prove to be unsuccessful. However, there is an attempt by
hotel owners to apportion risk to their operators, for example by emphasising a
portion of the fees to be incentive-based rather than a basic (fixed) fee, so that the
management fee to be gained will be dependent upon the business performance.
Another example is for the achievement of the business performance to be tied to the
contract termination clause. This means that the security of the contract/tenure (the
employment) will depend on the achievement of the annual budget promised as well
as the business performance. Therefore, in this circumstance hotel management
companies tend to be risk averse as failure to achieve the promised annual budget
and business performance might result in contract termination. This clearly

highlights one of the characteristics of the traditional principal/manager relationship.
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Nevertheless, this situation confirms that the risk is very much with the hotel owner,

rather than the operator, in the HMC.

Therefore, regarding the human assumption, in relation to the nature of the agency
relationship, i.e. principal-professional and owner-manager, see Table 2.5 in section
2.2.3.3, it can be concluded that a combination of characteristics from both the
principal/professional and the owner/manager is represented in the relationship
between hotel owners and hotel management companies. While the mixed motive
(altruism and self-interest), as one of the characteristics of the principal/professional
relationship, governs their behaviour, hotel management companies tend to be risk
averse, as one of the characteristics of the traditional principal/manager relationship,
because without achievement of the contracted outcome this might put the security of
the contract/tenure at risk. In addition, for the issues of social embeddedness and
individual autonomy, both are represented in the relationship. This shows that two
types of agency relationship (the principal/professional type and the owner/manager
type) are represented in the relationships of hotel owners and hotel management

companies.

3.1.1.1.3 Organisational assumptions

With respect to the organisational assumption, in relation to the comparison of the
overview of principal-professional and owner-manager exchanges (see section
2.2.3.3), there is strong evidence to suggest that the relationship between the hotel
owner and the hotel management company represent characteristics from both the

principal-professional and owner-manager type relationships.

The findings (section 4.1.1.3) suggest that the hotel owner and the hotel management
company have partial goal conflict in their relationship. The most obvious issue
concerns financial issues (e.g. management fees). On one hand, hotel owners desire
to achieve a positive business performance and high operational
performance/efficiency, and to make the best possible return from their investment.
Spending too much on management fees would adversely affect their return. On the

other hand, hotel management companies expect to gain the highest possible level of
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owners (as principals) possess the technical knowledge to evaluate the outcome
accomplished by hotel management companies (as professional agents), knowledge
asymmetry might not occur at all in the relationship. With knowledge and
experience in hotel business, hotel owners know the game. This implies that hotel
owners (as principals) might be able not only to protect their benefit, but also to
control and to maximise output from their operators (as professional). In this
context, the problem of any power asymmetry, favouring the operator, might not
arise. Additionally, the findings (see section 4.1.1.3) suggest that information
asymmetry exists within these relationships due to the nature of the tasks involved.
No matter how sophisticated hotel owners are; they will not get involved in the day-
to-day hotel operation. Therefore, it is unlikely that hotel owners will be able to

verify the true contribution of the operator.

The findings (see section 4.1.1.3) confirm a potentially ambiguous point in the
relationship between the hotel owner and the hotel management company concerning
co-production of service. There is sufficient evidence to confirm that most of owners
and hotel management companies co-produce the service under the HMC. Hotel
owners tend to work closely with their GMs and to get involved in the general policy
and management of the hotel property. By its nature, this situation requires a great
deal of consultation and interaction between the owner (the principal) and the
operator (the professional agent). This implies that hotel owners tend not to be a
passive owner and shows one of the characteristics of the principal/professional
relationship. On the other hand, there is also sufficient evidence to suggest that in
some cases, hotel owners and hotel management companies do not co-produce the
service. In a relationship where hotel owners are not interested in the hotel
operations and focus only on the bottom-line, there is an absence of hotel owners in
the routine hotel operation at both the macro and the micro levels. In this situation,
there is no or limited consultation and interaction between the owner (the principal)
and the operator (the professional agent). This situation implies that hotel owners
tend to be passive and highlights one of the characteristics of the owner/manager

relationship.
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comparison/benchmarking among selective members. This is an effective method of
examining the performance of the hotel management company, with the focus being
on RevPar. In comparing the performance with direct/indirect competitors or other
hotels at the same level, it allows the owners (as the principal) to see how well the
operators (as the agent) are doing among the other operators and to know where they
stand in the local hotel business. In contrast, without comparing the RevPar, hotel
owners might be unable to gouge the effectiveness of their operator. In this context
the use of a community of peers (in form of performance comparison/benchmarking)
to enhance the effectiveness of controlling the operator, clearly highlights the

characteristics of a principal/professional type relationship.

In relation to this, although the use of control mechanisms specified in HMCs, as
well as other more informal methods (as organisational / corporate based control),
the use of a community of peers has been emphasised by hotel owners and their
operators as enhancing the effectiveness in controlling the operator. Therefore, in
relation to the nature of the agency relationship (principal-professional and owner-
manager), see Table 2.5 in section 2.2.3.3, this situation shows that there is a
combination of the characteristics of principal/professional and owner-manager type

relationship.

5.1.1.1.5 Information assumption

Regarding the information assumption, in relation to the comparison of the overview
of principal-professional and owner-manager exchanges (see section 2.2.3.3), there is
strong evidence to suggest that the relationship between the hotel owner and the hotel
management company represents the characteristics of a principal-professional type
relationship. The esoteric knowledge of each hotel management company (i.e. brand
reputation and image, marketing distribution channels toward a particular market,

operational how-how) is not a purchasable commodity.
The findings (see section 4.1.1.5) confirm the incomplete market which exists for the

esoteric knowledge of the hotel management company. There is clear evidence that

an owner representative, sophisticated in the hotel business, might be employed by
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control their operators. This group of hotel owners commonly ignore the hotel
operation. Due to the nature of the task, in many cases, hotel owners are
sophisticated in the hotel business or work closely with hotel GMs, but there is
typically no micro-management (day-to-day operation) in the hotel operation. This

means that operators could run the hotel property as they see fit.

In this context, this implies that it is likely that hotel owners are unable to pinpoint
and monitor exactly what and how their operators are actually doing, particularly in
the day-to-day operation. Operators tend to have the specialised knowledge and/or
more autonomy to perform the task. Therefore, this evidently shows indeterminacy
and opacity of the operator’s behaviour. In relation to the nature of the agency
relationship, i.e. principal-professional and owner-manager, see Table 2.5 in section
2.2.3.3, this clearly highlights the characteristics of the principal/professional type

relationship.

5.1.1.2 Conclusion on research question 1

The findings confirm that the characteristics of the principal/professional relationship
are broadly represented in the relationship between the hotel owner and the hotel
management company in HMCs. These are mainly evidenced in the problem domain

and key idea, the information assumption, and the contracting problem.

With respect to the problem domain and key idea, the findings suggested that hotel
owners and hotel management companies engage in a knowledge-intensive task and
that they have differing risk preferences and partly conflicting goals. Thus, there is
an attempt by hotel owners to address the problem of knowledge asymmetry. As for
the information assumption, the findings suggested that the specific knowledge and
know-how (as esoteric knowledge) of each hotel management company (i.e. brand
reputation and image, marketing distribution channels toward a particular market,
operational how-how, etc.) is incomplete in the market. Thus, hotel owners might

not be able to sort out the true contribution of their operators in achieving the
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observed outcome. Finally, the contracting problem, the findings revealed that it is
difficult for hotel owners (as the principal) to observe and to control the behaviour
and the true contribution of hotel management companies (as the agent). Therefore,
this implies that hotel management companies tend to have indeterminacy and
opacity of behaviour as they tend to have more autonomy and/or the specialised

knowledge to perform the task.

However, the findings clearly suggest that distinct characteristics of the hotel owner
and the hotel management company were highlighted in relation to the human

assumption, the organisation assumption and the oversight assumption.

In terms of the human assumption, there is a mix of characteristics from that of the
principal/professional and the principal/manager exchanges in the relationship
between the hotel owner and the hotel management company under HMCs. The
findings clearly confirm that the motives of the hotel management company (as the
agent) are mixed motive (i.e. self-interest and altruism), which is the characteristic of
a principal/professional relationship. However, the findings also confirm that the
issue of risk aversity (as a characteristic of the principal/manager relationship) is
clearly represented in the relationship between the hotel owner and the hotel
management company under HMCs. Therefore, this might make the relationship
between the hotel owner and the hotel management company under HMCs differ

from the characteristics of the pure principal/professional relationship.

Nonetheless, the first unique point of the relationship between hotel owners and hotel
management companies under HMCs is that the issues of social embeddedness and
individual autonomy are presented in the relationship. Social embeddedness is
represented in the relationship where hotel owners and hotel general managers work
closely together. This is because there are a number of activities that create a social
interaction between them, such as consultation, and involvement in the hotel
operation. Thus, in most cases, hotel GMs need to adjust themselves to the working
culture of hotel owners. In contrast, where hotel owners and their hotel GMs have

loose coordination, hotel owners tend to focus only on the bottom-line, not the
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operation of their hotel (both macro and micro aspect). This is because hotel owners
might have too many businesses and no real interest in hotel operations. In this
situation there is little or no social interaction between them, which this implies that
the individual autonomy of the operator (as the agent) is presented in the

relationship.

Regarding the organisational assumption, there might be a mix of characteristics
from the principal/professional relationship and the principal/manager relationship in
the relationship of the hotel owner and the hotel management company under HMCs.
This is because there are a couple of ambiguous points in the relationship between
hotel owners and hotel management companies under HMCs. First, in relation to the
distinctive characteristic of the principal/professional exchanges, the problem of
power asymmetry in favour of the operator remains ambiguous. In relation to this,
the level of knowledge and experience in the hotel business of hotel owners might be
the key. This is because if hotel owners (as the principal) know ‘the game’, the
knowledge gap is narrowed so that hotel owners could have better control and it is
unlikely that their operators (as the professional agency) will be favoured by any
knowledge asymmetry (although the knowledge asymmetry does exist). However,
when there is a wider knowledge gap between hotel owners and their operators, the

opposite situation might occur.

The last point concerns being an active owner, who co-produces the service, or being
a passive owner who delegates tasks to the agent. Both types of owner are
represented in the relationship. Where hotel owners work closely with their GMs
and get involved in general policy and strategic management of the hotel property,
this situation creates a great deal of consultation and interaction between the owner
(the principal) and the operator (the professional agent). This implies that there is
co-production of service and hotel owners tend not to be passive. In contrast, in the
relationship where the hotel owners are not interested in the hotel operations and
focus only on the bottom-line, then they are absent from routine hotel operations at

both a macro and a micro level. In this situation, there is limited or no consultation
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and interaction between the owner (the principal) and the operator (the professional

agent). This situation implies that hotel owners tend to be passive.

Regarding the oversight assumption, the findings revealed that although there is the

use of control mechanisms specified in HMCs as well as other more informal

methods (such as organisational/corporate based control), the use of a community of

peers (in the form of performance comparison/benchmarking among selective

members) has been emphasised by hotel owners and their operators, which enhances

the effectiveness in controlling the operator.

Table 5.2: Characteristics of two types of agency relationships represented in the

relationship between the hotel owner and the hotel management company under the

hotel management contract

Dimension

Characteristics of two types of agency relationships which represented in hotel management contracts

Principal-Professional (P/P)

Owner-Manager (O/M)

Problem domain

Relationships in which lay principal and
professional agent engage in a knowledge-

Relationships in which the principal and
agent have partly differing goals and risk

intensive task. The two parties have X preferences -
differing risk preferences and partly
conflicting goals
Key idea ¢ Principal-professional relationships should e Principal-agent relationships should reflect
efficiently accommodate power X efficient organization of information and R
asymmetry arising from knowledge gap in risk-bearing costs
agent’s favour
Human e Mixed motive (altruism and self-interest) | X [ o Self-interest -
assumptions ¢ Bounded rationality X | = Bounded rationality X
¢ Social embeddedness X | o Individual autonomy X
¢ Risk aversion X
Organizational » Partial goal conflict X | o Partial goal conflict X
assumptions o Efficiency as the effectiveness criterion X | » Efficiency as the effectiveness criterion X
o Knowledge asymmetry X | o Information asymmetry -
e Co-production of service involving both x1® Agent delegated the task by passive X
principal and professional owner/principal
Assumption e Community of peers ¢ Market (corporate control/reputation)
about oversight X X
Informat'ion * Incomplete market for esoteric knowledge x| Information as a purchasable commodity .
assumptions — not a commodity
Contracting * Agency (indeterminacy and opacity of x| Agency (moral hazard and adverse }
problems behaviour) selection)

Note: X = represented in the relationship between the hotel owner and the hotel

management company under the HMC

In this context, it is clearly suggested that the characteristics of the

principal/professional relationship tend to be represented in the relationship between

the hotel owner and the hotel management company under the HMC, rather than the

characteristics of the principal/manager relationship. Nonetheless, neither the

principal/professional relationship nor the principal/manager relationship fully
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captures the characteristics of the relationship between the hotel owner and the hotel
management company under the HMC, which is effectively a hybrid of the two types
of agency relationships (see Table 5.2). This would represent the uniqueness of the
type of agency relationship between the hotel owner and the hotel management

company under the HMC.

5.1.2 Restraints against agent opportunism in the operation of hotel
management contracts

This section will provide a discussion and conclusion on Research Question 2 ‘How

is agent opportunism restrained in the operation of hotel management contracts?’. In

addressing this research question, the discussion will be conducted in line with the
two sub-research questions (regarding the use of traditional control approaches in
HMCs and the use of additional control approaches for controlling professional agent

in HMCs) which were proposed in sections 2.2.4.2.3 and 2.2.4.3.2.

5.1.2.1 The use of traditional control approaches in hotel management contracts

In traditional agency theory, there are two typical control approaches, which are

behaviour control and outcome control. This section will provide a discussion and

conclusion on Research Question 2a: ‘Within hotel management contracts to what

extent are behaviour and outcome controls used to restrain against opportunism and

how suitable are these controls for hotel management contracts?’. The discussion

will be conducted in line with the literature review in sections 2.2.4.1, 2.2.4.2.1, and
22422

3.1.2.1.1 Discussion on research question 2a
In relation to the use of traditional control approaches in the relationship between the

hotel owner and the hotel management company under HMCs, the findings (see

section 4.1.2) confirm that, firstly, with regard to traditional control approaches (i.e.
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outcome and behaviour control), in the use of HMCs, the use of these is in line with
that of previous studies. However, both outcome and behaviour control approaches
might not be fully effective in controlling hotel management companies. Secondly,
regarding the variables which influence the suitability of the control approach,
outcome control tends to be favoured in the use of HMCs as the task
programmability tends to be low, the agents are clearly risk-averse, there is a
problem of information asymmetry in the relationship, the length of the agency
relationship tends to be long, and the degree of competition in the international hotel

business is high.

The use of outcome and behaviour control in hotel management contracts

With regard to traditional control approaches (i.e. outcome and behaviour control),
the findings (see section 4.1.2.1.1) suggested that the use of traditional control
approaches in the context of HMCs is in line with that of previous studies. However,
there is enough evidence to suggest that outcome and behaviour control are not fully
effective in controlling hotel management companies under hotel management

contracts.

In terms of outcome control, the findings (see section 4.1.2.1.1) suggest that it is
applied both in the contract document and in the operation of the HMC. In HMC
documents, the provisions of the operator’s performance standard, and contract
termination clause tend to be used to control the performance of the operator. In
relation to this, for the operator, the security of the contract is at risk as it depends on
the achievement of the promised outcome. This situation is in line with that of
previous studies (see section 2.2.4.2.1), in which the use of outcome control could
transfer risk to the agent and could co-align the goals of the agent with the principal.
By the very nature of the HMC, the business result is crucial to hotel owners as they
are the holders of the business risk. Each year the level of GOP or outcome will be
mutually set. Upon the failure in achieving these figures of their hotel management
companies, there will be an opportunity for hotel owners to change operators. In this
sense, the outcome or the performance of the hotel management company can

ultimately be controlled.
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The findings (see section 4.1.2.1.1) reveal that there might be an issue of low ball by
operators (i.e. the proposed budget being set too low when there is a possibility of
making more profit) in HMCs. This is because without achievement of the
performance standard/outcome, there is a risk that the operator could have their
contract terminated because this outcome is linked to the termination clause. This
situation is in line with the previous studies (see section 2.2.4.2.1), whereby agents
may be encouraged to act in ways that guarantee a minimum level of outcome is
achieved, rather than seek opportunities that may be in the best interest of the
principal. The result will be loss of welfare to the principal if the agent is risk-

averse, as the agent will seek opportunities to reduce risk.

In the operation of HMCs, outcome control is used via the monitoring performance
mechanism. The findings (see section 4.1.2.1.1) suggest that hotel owners typically
focus on the bottom-line/annual budget; however, achievement of the agreed bottom-
line might not reflect the real business potential of the hotel unit. Therefore, hotel
owners might have difficulty judging the true outcome of their operator (who possess
specific skills and technical knowledge and can therefore be considered as a
professional agent) because the agreed level of GOP/outcome alone might not be
relevant to the actual business situation or potential which the hotel unit could
achieve. This situation implies that in the context of HMCs, the control of outcome
might not be fully effective in controlling the performance of the operator. This
situation is in line with previous studies (see sections 4.1.2.1.1 and 2.2.4.2.3)
whereby if hotel management companies are considered as professional agents and
possess specific skills and technical knowledge, but outcome control might be only
partially effective as it might be difficult for the principal to judge the quality of

outcome.

With regards to behaviour control, the findings (see section 4.1.2.1.1) suggest that
this is applied in both the contract document and the operation of the HMC. In HMC
documents in Thailand, behaviour control is applied in the contract via the provisions

regarding financial and operational reports, owner input in operational decision
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making, restrictive (non-compete) covenants, and books and records. These
provisions tend to be used for controlling the behaviour of hotel management
companies so that the information concerning the hotel operation can be revealed.
Consequently, hotel owners can keep up-to-date on the current situation of their hotel
property and on the performance of their operator; and can search for more details in
the hotel operation when necessary or where there is suspect behaviour. This
situation is in line with the previous studies (see section 2.2.4.2.1), in which the
information system could be used to verify a suspect behaviour or reduce the

unwanted behaviour of the agent.

The findings (see section 4.1.2.1.1) suggest that in the operation of HMCs, behaviour
control is also used through reporting and meetings (both formal and informal). The
performance of the operator will be reported on monthly in a formal written format.
Thus, there will be a periodic formal meeting between the owner and the operator to
review and to discuss performance. The frequency of the meeting (either monthly or
quarterly) is by mutual agreement. Therefore, the use of formal written reports and
periodic meetings allows hotel owners to be updated on the current situation of their
hotel property (and, thus, on the performance of the operator). There is also an
opportunity to enquire about or to discuss any particular issues that may arise (not
only the business performance, but also the suspected behaviour). This situation
implies that the interaction and communication between hotel owners (as the
principal) and hotel management companies (as the agent) are increased. A high
frequency of interactions (i.e. meetings, communication) between the hotel owner
and the operator would have a positive effect (more understanding and closer
relationship) on their relationship. Therefore, this situation is in line with the
previous studies (see section 2.2.4.2.1), in which behaviour control could result in
higher quality settlement and in better collaborative effort of the principal and agent

(due to the volume and frequency of information sharing).
However, the findings (see section 4.1.2.1.1) suggest that by the nature of the task,

hotel owners are unable to completely verify what operators are doing in the hotel

operation. This is because while hotel owners are partially involved in the hotel
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operation (i.e. selection of key hotel executives, budgeting), operators can run the
property (i.e. day-to-day operations) as they see fit. Therefore, this implies that the
control of behaviour is not fully effective in controlling operators in HMCs. This
then could be an opportunity for the occurrence of moral hazard. Moreover, this
situation is in line with previous studies (see section 2.2.4.1 and 2.2.4.2.1), in which
if the principal has difficulty in monitoring the agents (because the information
system could not completely verify a behaviour of the agent) in order to ensure that
they are acting in the principal’s interest, then the agents might be able to act

opportunistically.

Additionally, the findings (see section 4.1.2.1.1) suggest that in the use of the HMC
in Thailand, there is a combination of outcome and behaviour control, especially in
the contract document through the provision of management fee level and the fee
structure. The contracts tend to emphasise the incentive fee portion of the total
management fee. A basic management fee with an added incentive fee basis was the
most common fee structure. The basic management fees is commonly paid at the
minimum for the required behaviour of the hotel management company, which have
been adhered to; while the incentive fees is paid for the achievement of the desired
outcome. This implies that the main income of the operator could be at risk as the
incentive fee depends on the achievement of GOP level. In other words, the more
gross operating profit (GOP) the operator makes, the higher the incentive fee the
operator could gain. This situation is in line with previous studies (see sections
2.2.4.1 and 2.2.4.2.1), in which the use of outcome control could transfer the risk to
the agent (as their level of income depends on the performance) and co-align the goal
of the agent with that of the principal. Thus, behaviour control is applied, in the
sense that compensation (i.e. basic management fee) is payable for promised

behaviour.

Variables that influence the suitability of the control approach

In relation to variables that influence the suitability of the control approach, in
examining these variables, such as task-programmability, risk aversion of agent,

information asymmetry, length of the agency relationship and the market
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condition/competition, the findings (see section 4.1.2.1) evidently suggest that in the
use of HMCs in Thailand, task programmability tends to be low, agents are clearly
risk averse, there is a problem of information asymmetry in the relationship, the
length of the agency relationship tends to be long; and the degree of competition in

the international hotel business is high, see Table 5.3.

Table 5.3: The examination of variables which influence the suitability of the control
approach in the use of hotel management contract

Findings Theoretical issue
Variable The use of hotel management Condition Control approach
contract suggested
. . - High-task programmability | Behaviour control
lask programmability | Task programmability tends to be low Low-task programmability Outcome control
Risk preference of the | The agent tends to be risk averse (e.g. More risk to hold Behaviour control
agent a wealthy agent) Less risk to hold QOutcome control
Incomplete information case as the Complete information case Behaviour control
Information information system could partially I lete i . |
reveal the agent’s behaviour ncomplete information case | Outcome control
Length of the agency The length of the agency relationship Long relationship Behaviour control
relationship tends to be long Short relationship Outcome control
External variab}gs such The market competition tends to be High competition Outcome control
as market condition or . - .
high Low competition Behaviour control

competition

In term of task programmability, there is strong evidence (see section 4.1.2.1.2) that
the degree of task programmability in the HMC tends to be low. Hotel owners
normally lack knowledge and are not interested in any aspect of hotel operations;
therefore, it is unlikely that they would tell their operators what and how to do a task.
Thus, in some situations where hotel owners are sophisticated in the hotel business,
although the target budget/outcome can be mutually agreed by both parties or there is
macro-management by hotel owners in the operation of the HMC, hotel owners are
normally not able to specify the appropriate behaviour which the operator would

need to adhere to in order to achieve the outcome.

In this situation, it implies that operators tend to have more autonomy and/or the
specialised knowledge required to perform the task. Thus, operators tend to possess
greater information, and/or there is more likelihood for the occurrence of moral
hazards. This situation might refer to non-programmable tasks (see section 2.2.4.2.2)
in which agents can exert a high or low level of effort without being observed. The

more autonomy the agent enjoys, the greater the information the agent possesses, and
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then the greater the specialized knowledge required to perform the task, the greater
the chances for the occurrence of moral hazards. Therefore, in this context, it shows
that in the use of HMCs, the behaviour of the operator cannot be clearly specified in
advance, so it is unlikely that hotel owners will place any emphasis on behaviour-
based control. In relation to the condition of variables which influence the suitability
of control approach and the control approach suggested (see Table 2.7), this situation

favours an outcome control approach.

Risk preference, there is sufficient evidence (see section 4.1.2.1.2) to suggest that the
hotel management company (as the agent) tend to be risk-averse. Hotel management
companies tried to avoid bearing the business risk, as there is no intention to invest in
the equity of the hotel project managed under the HMC. With no equity
participation, hotel management companies (as the agent) have no business risk, and
thereby failure of the project will not affect their wealth. This situation refers to
being risk-averse (see section 2.2.4.2.2). In this situation, as the agent becomes
increasingly risk-averse (i.e. a wealthy agent), it becomes more attractive for the
owner to pass risk to the agent using an outcome-based contract in order to co-align
their interest. Nonetheless, the findings (see section 4.1.2.1.2) clearly show that
there is an attempt to achieve this by linking the level of performance to the level of
incentive fee and tying achievement of the agreed GOP to the termination clause.
However, hotel owners would still be the primary risk bearer. In relation to the
condition of variables which influence the suitability of control approach and the
control approach suggested (see Table 2.7), this situation favours an outcome control

approach.

With respect to information asymmetry, there is sufficient evidence (see section
4.1.2.1.2) to suggest that although there is an attempt to install information systems
into the operation of a HMC, the problem of information asymmetry can only be

partially resolved and, this, will remain an issue.

There is an attempt to install information systems via the contract document, and to

apply monitoring mechanisms in the operations. However, to some extent the
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information system that is installed (e.g. budgeting, reporting procedure, meeting)
into the contract document and the operation of the HMC can only partially reveal
what the operator (as the agent) is doing. This is because hotel owners might lack
the knowledge while operators might possess the specialised knowledge that is
required to perform a task. At the minimum, where hotel owners are sophisticated in
the hotel business or work closely with their hotel GMs, there is still some degree of
information asymmetry because there is no micro-management in the hotel
operation. On the other hand, where hotel owners lack hotel business knowledge,
have no interest in the hotel operation and focus only on the outcome, or are absent
from the operation and passive, the degree of information asymmetry remains high.
Therefore, in the use of HMCs, hotel owners might not ascertain what the agent is
doing and how well the agent has performed, thus indicating a gap where the

behaviour of the agent cannot be verified.

In this context, it is implied that information systems could only partially reveal the
agent’s behaviour to the principal and the situation (the operation of a HMC) could
not be reverted to the complete information case (see section 2.2.4.2.2). In other
words, it is a case of incomplete information, whereby the information system could
not reveal all of the agent’s behaviour to the principal. Therefore, as it is difficult for
the principal to ascertain what an agent is doing, and how well the agent has
performed, in relation to the condition of variables which influence the suitability of
control approach and the control approach suggested (see Table 2.7), this situation

favours the outcome control approach.

In relation to the length of the agency relationship, the findings (see section
4.1.2.1.2) suggest that the length of the agency relationship in HMCs tends to be
long. Both hotel owners and hotel management companies expect to be in long-term
relationships. As indicated under the provision of contract length and renewal in the
contract document, the length of the HMC is normally 10 years with an extension
period of 5 years. Thus, in some situations, hotel owners and hotel management
companies have been engaged in a long relationship and have renewed their contract

many times.
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Thus, it is implied that both hotel owners and hotel management companies tend to
expect, and to be in a long-term relationship under the HMC. As mentioned in
section 2.2.4.2.2, when organisations expect the relationship with a manager to last,
they are interested in socialising their manager into their culture and tend to
emphasise their manager’s behaviour rather than the outcomes the managers are
accountable for. Thus, when the principal and the agent engage in a long-term
relationship, it is likely that the principal will learn more about the agent and will be
able to assess behaviour more readily. Therefore, in relation to the condition of
variables which influence the suitability of control approach and the control approach

suggested (see Table 2.7), behaviour control is suggested.

Lastly, regarding the market condition/competition, there is sufficient evidence (see
section 4.1.2.1.2) to believe that the degree of the international hotel business
competition is high. Competition within the international hotel business is now
tough. Therefore, it is crucial for the hotel management company to strengthen the
network in order to compete with the other companies in the international hotel
business. Hotel management companies need to increase the number of existing
properties in the network. Consequently, hotel management companies might attach
strategic significance to a property or location in order to capture more market share.
In relation to this, managing hotel properties tended to be perceived as a core
competence, not investing in the ownership (because of the financial resource
scarcity). Accordingly, the use of HMCs would provide them with the advantage of
reducing the amount of capital spending/investment required in increasing the
number of properties in their network. Consequently, some hotel management
companies approached hotel owners seeking the opportunity to manage a property.
Moreover, a number of hotel management companies might compete with each other
to win the deal for managing a property. As such, hotel management companies (as
the agent) might offer their services for a smaller reward, offer a revenue guarantee,

or have a greater willingness to accept an outcome-based control.
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In this context, this situation implies that the degree of competition tended to be high.
As mentioned in section 2.2.4.2.2, in conditions of abundance, agents will perceive
less risk and have a greater willingness to accept an outcome-based control, and
engage in more entrepreneurial behaviour on behalf of the firm. Therefore, In
relation to the condition of variables which influence the suitability of control
approach and the control approach suggested (see Table 2.7), the outcome control

approach tends to be favoured in this situation.

5.1.2.1.2 Conclusion on research question 2a

In conclusion, regarding the use of traditional control approaches in the relationship
between the hotel owner and the hotel management company under HMCs, there is
sufficient evidence to confirm that, firstly, with regard to the traditional control
approaches (outcome and behaviour control), the use of outcome and behaviour
control in the context of HMC:s is in line with the previous studies. However, both
outcome and behaviour control might not be fully effective in controlling the hotel
management company. Secondly, regarding the variables which influence the
suitability of a control approach, outcome control tends to be predominant within the
use of the HMC. This is because in the context of HMCs, task programmability
tends to be low, agents were clearly risk-averse, there was a problem of information
asymmetry in the relationship, the length of the agency relationship tended to be

long; and the degree of competition in the international hotel business was high.

In exploring the use of traditional controls (i.e. outcome and behaviour control) in
HMCs, the findings suggested that the use of outcome and behaviour control in the
context of HMCs is in line with that of previous studies. The use of outcome control
could transfer risk to the agent and co-align the goals of the agent with these of the
principal. The security of tenure will be at risk because hotel management
companies (as the operator) can have their contracts terminated by hotel owners if
they fail to achieve the promised outcome. Thus, the income of operators could be at

risk as the incentive fee (which is the main portion of management fee) depends on
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the achievement of GOP level. In other words, the more gross operating profit
(GOP) the operator makes, the higher the incentive fee the operator could gain. In
relation to this, it is important to note that agents might seek opportunities to reduce
risk by acting in ways which achieve a minimum level of outcome, rather than
seeking opportunities that may be in the best interest of the principal. There might
also be an issue of low ball by operators (whereby the proposed budget is set low
when there is a possibility of making more profit) in HMCs. This is because, without
achievement of the performance standard/outcome (which is tied to the termination
clause), there is a risk that operators could have their contracts terminated for this

failure.

The use of behaviour control could verify a suspect behaviour or reduce an unwanted
behaviour of the agent. Installation of information systems may reveal what the
operator is doing in the operation of HMCs. This would allow hotel owners (as the
principal) to be updated on the current situation of their hotel property and the
performance of their operator (as the agent). Moreover, they could search for more
details in the hotel operation when necessary or if there was any suspect behaviour,
which required clarification. The use of behaviour control could result in higher
quality settlement and a better collaborative effort by the principal and agent (due to
the volume and frequency of information sharing). In HMCs, a periodic reporting
and meetings could increase the frequency of interaction and communication
between hotel owners (as the principal) and hotel management companies (as the
agent). As with information systems, these allow hotel owners to be updated on the
current situation of their hotel property (and on the performance of their operator)
and to enquire about or discuss any issues that may have arisen (not only relating to

the business performance, but also any suspect behaviour).

However, there is sufficient evidence to suggest that the application of both
behaviour and outcome control (i.e. the traditional control approach in the agency
relationship between owner and manager) might not be effective in controlling the
hotel management company. First, in monitoring performance, hotel owners might

have difficulty judging the true or quality of outcome of their operators (who possess
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the specific skills and technical knowledge and might be considered as the
professional agent). The achievement of the agreed level of GOP is one of the key
performance indicators which is typically used. However, in controlling the
performance of the operator, achievement of the agreed level of GOP might not be
enough to judge their true performance. This is because the achievement of agreed
level of GOP might not indicate where the hotel unit is or how well the operator has
performed in the specific location/area. In other words, the agreed level of GOP
alone might not be relevant to the hotel unit’s actual business situation or potential.
Therefore, in this context, outcome control might be only partially effective in

controlling.

Second, by the nature of the task, hotel owners might also have difficulty in
monitoring their operator as they could not completely verify what operators are
doing in the hotel operation. Typically, hotel owners could get involved in various
key areas of hotel operation such as budgeting and the selection of key hotel
executives (e.g. hotel general manager, financial controller). However, hotel owners
will not get involved in the day-to-day operation of the hotel (due to the nature of the
task and/or level of hotel business knowledge of hotel owner) so the hotel
management companies could run the property as they see fit. This situation could
lead to the occurrence of moral hazard. Therefore, in this context, the control of

behaviour may not be fully effective in controlling the operators in HMCs.

In examining the variables which influence the suitability of control approach in the
use of HMCs, the findings clearly suggest that task programmability tends to be low,
agents are clearly less risk-averse, there is a problem of information asymmetry in
the relationship and the degree of competition in the international hotel business is
high. In relation to this, these variables would positively relate to outcome-based
control. In this context, it implies that the outcome-based control could possibly be a
priority in the relationship between the hotel owner and the hotel management
company. First, hotel owners are commonly the primary risk bearer; the failure of
the project will affect their wealth but not that of hotel management companies, who

commonly have no equity participation and no business risk in the project. Second,
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hotel owners are normally not able to specify the behaviour of the operator in
advance in order to achieve outcomes; while operators tend to have more autonomy
and/or the specialised knowledge needed to perform the task. Third, it is difficult for
hotel owners to ascertain what hotel management companies are doing and how well
they have performed, as information systems cannot reveal all of the agent’s
behaviour to the principal. Fourth, due to the high degree of competition, to win the
deal for managing a property, the hotel management companies might offer their
services for a smaller reward, offer a revenue guarantee, or have a greater willingness

to accept an outcome-based control.

In addition, although the length of the agency relationship tends to be long, it might
not have any influence in the selection or suitability of the control approach in the
relationship between the hotel owner and the hotel management company under the
HMC. It might also be a unique characteristic of the relationship between the hotel
owner and the hotel management company. In previous studies, when the principal
and the agent engage or intend to be in a long-term relationship, it is likely that they
tend to emphasise on behaviour-based control (Shapiro, 2005; Stroth et al, 1996;
Eisenhardt, 1989; Lambert, 1983). However, in the context of HMCs, there is
sufficient evidence to suggest that although both the hotel owner and the hotel
management company tend to be in a long-term relationship, the emphasis is, and

should be, on outcome-based control.

5.1.2.2 The use of additional control approaches for controlling the professional
agent in hotel management contracts

This section will provide a discussion and conclusion on Research Question 2b: ‘To

what extent are additional principle/professional agency relationship controls utilised

in hotel management contracts to guard against agent opportunism?’. The discussion

will be conducted in line with the literature review in sections 2.2.4.1 and 2.2.4.3.1
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3.1.2.2.1 Discussion on research question 2b

In relation to additional control approaches for controlling agents in the
principal/professional relationships in section 2.2.4.3, there is enough evidence (see
section 4.1.2.2) to suggest that the use of additional control approaches (i.e. self-
control, bureaucratic control, community control, and client control) in the context of
HMC:s is in line with previous studies (see section 2.2.4.3.1). Thus, there is
sufficient evidence to suggest that these control approaches can be used to fostering
the confidence and effectiveness in controlling the hotel management company (as

the professional agent).

In terms of self-control, the findings (see section 4.1.2.2.1) suggest that the use of
self-control in the context of the HMC is in line with previous studies (see section
2.2.4.3.1). The findings (see section 4.1.2.2.1) reveal that self-control is evident in

both the contract document and the operation of HMCs.

In the contract document, the findings (see section 4.1.2.2.1) suggest self-control is
applied via the provision of the owner’s input into the operational decision making.
As indicated in the contract document, although there is owner involvement in
various strategic areas of the hotel operation (i.e. budgeting, selection of key hotel
executives), hotel owners will not get involved in the day-to-day operation of the
hotel, so operators could run the hotel as they see fit. In the operation of HMCs, the
findings (see section 4.1.2.2) suggest that there is an application of self-control. By
nature of the operation of a HMC, the hotel owners typically macro-manage but not
micro-manage the hotel. In relation to this, there is room for operators (both the
hotel GM and the head/regional office of hotel management company) to manage the
hotel property without any interference by the hotel owners. This situation would
allow operators to work independently and to control themselves. Therefore, this
situation is in line with the previous studies (see section 2.2.4.3.1) in which, without
involvement in the day-to-day operation, operators are allowed to control

themselves. Since this relies on the trustworthiness and goodwill of operators in
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performing their tasks, a gap for the occurrence of moral hazard or any unwanted

behaviour is present.

The findings (see section 4.1.2.2) reveal that in HMCs, trustworthiness towards the
operator (especially the GM) might play a crucial role. This is because the hotel GM
is the key person running the property in the operation of the HMC. Allowing hotel
GMs to work independently and to control themselves could be good motivation for
them to do their task. In this context, it implies that giving freedom to hotel
management companies to run the hotel property provides a positive impact. This
not only reduces confusion and problems in the hotel operation, but also enhances
the motivation of operators (especially hotel GMs) to perform their task. This
situation is in line with previous studies (see section 2.2.4.3.1) in which a high
degree of trust is likely to strengthen the presumed altruistic orientation of

professionals and further constrain their opportunistic inclination in the relationship.

Moreover, there is sufficient evidence (see section 4.1.2.2) to confirm the previous
studies (see section 2.2.4.3.1) that being proactive or excessive attempts to control by
the principal might end up having a negative effect. Most of respondents clearly
understand that too much involvement by the owner might de-motivate the operator

(especially the hotel GM), and in fact cause more problems in the operation.

With respect to community control, the findings (see section 4.1.2.2.1) suggest that
the use of community control in the context of HMCs is partially in line with
previous studies (see section 2.2.4.3.1). The findings (see section 4.1.2.2.1) reveal
that community control is evident in both the contract document and the operation of

HMCs.

In the contract document, the findings (see section 4.1.2.2.1) suggest that community
control is applied in the contract under the provision of operator performance
standard. This can be referred to the performance (RevPar)
comparison/benchmarking with the selected members in the comparison set. Apart

from the achievement of the agreed level of GOP, this method is typically used as
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another key indicator and has been included in most of the contracts as the minimum
performance criteria. In the operation of HMCs, in monitoring performance, the
findings (see section 4.1.2.2) suggest that apart from the result of bottom-line/annual
budget, performance benchmarking is clearly perceived by hotel owners to be

critical,

In using community control, the findings (see section 4.1.2.2) suggest that it could
enhance the effectiveness in monitoring the performance of hotel management
companies. The use of performance comparison / benchmarking allows hotel owners
to see how good the performance of their hotel management company is when
making a comparison with selected competitors. This implies that in controlling the
performance of the operator, achievement of only the agreed level of GOP might not
be enough to judge their true performance. For example, achievement of agreed
level of GOP might not indicate where the hotel unit is or how well the operator is
performing in the specific location/area. In other words, the agreed level of GOP
might not reflect to the actual business situation or potential which the hotel unit
could achieve. This situation is in line with the previous studies (see section
2.2.4.3.1) in which, in principal/professional relationships, it is very difficult to
determine whether a particular agent failed or succeeded because of
opportunistic/appropriate behaviour, managerial (in)competence, or other factors

beyond anyone’s control.

The findings (see section 4.1.2.2) suggest that the use of community control can
reflect the reputation of the hotel management company. In comparison, while
average room rate and average occupancy rate are crucial indicators, RevPar is the
most important. This method allows both hotel owners and operators to see where
and how well they are doing in the business, when compared with selected direct or
indirect competitors and/or the same or a different level of hotel. In relation to this,
if the operator underperforms while the other hotel properties perform well in the
same period, it might imply that there is a problem with the operator, which would
effect its reputation. In addition, most hotel properties do a performance comparison.

Consequently, among professional agents (operators) or perhaps the other hotel
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owners, they would all know the performance of each other so if they under-perform
or their performance is lower than their competitors (peers), it would effect their
reputation to pursue future business. This situation is in line with previous studies
(see section 2.2.4.3) in which, in the principal/professional relationship, the value of
human capital is presumed to be degraded if word spreads that a particular agent has
not previously served principals in a good faith. As a result of the adverse reputation
of an agent in the market at large, other potential principals might be loath to engage

in exchange.

It is important to note that in the context of HMCs, community control can be
achieved through performance comparison/benchmarking. In relation to this, control
by the community in the context of HMCs is quite different from that of the
principal/professional exchanges in previous studies (see section 2.2.4.3.1) in which
the control is achieved through the professional community using their codes of

ethics and professional standards.

With respect to bureaucratic control, the findings (see section 4.1.2.2.1) suggest that
the use of bureaucratic control in the context of HMCs is in line with previous
studies (see section 2.2.4.3.1). The findings (see section 4.1.2.2.1) reveal that

bureaucratic control is evident in the operation of HMCs.

The findings (see section 4.1.2.2) suggest that the use of bureaucratic control within
the operation of HMCs can be via the internal control mechanisms of the hotel
management companies, especially in respect to the relationship between the
head/regional office and the GM. Thus, this might be referred to as a form of
bureaucratic control. Thus, control methods are used by head/regional offices to
control their GMs, not only on financial performance and operational efficiency but
also transparency. These include reporting, a hotel property audit, and visits by

head/regional executives.

The findings (see section 4.1.2.2) suggest that the use of bureaucratic control could

enhance effectiveness in the control the professional agent. Asthe GM is a (perhaps,
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the) key person in operating the hotel property, the performance of the GM might
affect the security of the HMC and the actual reputation of the hotel management
company. This is because the achievement of the agreed business performance is
tied to that of the contract termination clause. Thus, an underperforming GM might
affect the level of management fees (and, therefore the source of revenue for the
hotel management company), as the structure of the management fee emphasises
incentive fees (which rely on the performance). Moreover, too many
underperforming, under-standard or unsuccessful hotel properties, would seriously
affect the overall reputation of the hotel management company. This situation
implies that the internal control mechanism might be crucial for the hotel
management companies, since an underperforming hotel GMs might have a negative

effect on the hotel management company.

Accordingly, allowing professional peers (hierarchy internal control) to monitor the
hotel GM’s performance in both financial and operational aspects (through internal
reporting, a property audit, visits of head/regional executives and mysterious guest)
might be effective because they know what and how to measure and monitor. In this
sense, hotel GMs can be held accountable against the standards of the firm. In
addition, with the availability of the internal control mechanisms of the hotel
management company, hotel owners could rely on this to indirectly control their
hotel GMs in the area where the behaviour cannot be verified (i.e. day-to-day
operations). Therefore, this situation confirms previous studies (see section
2.2.4.3.1) that it is unlikely for professional agents to behave opportunistically when
they are monitored by their professional peers through systematic internal controls or
informal oversight by knowledgeable peers and superiors inside the professional

firm.

With respect to client control, the findings (see section 4.1.2.2.1) suggest that the use
of client control in the context of HMCs is in line with previous studies (see section
2.2.4.3.1). The findings (see section 4.1.2.2.1) reveal that client control is evident in
the operation of HMCs.
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The findings (see section 4.1.2.2) suggest that the use of client control is evident in
the operation of HMCs. This can be any form of control method which is initiated
by the principal to control their agent. In the context of HMCs, this can be referred
to any method which is initiated by hotel owners to control their operators, including
employment of a knowledgeable owner representative, the use of property
visits/observations, informal reporting, informal meetings, internal performance

comparisons, and collecting feedback from various informal sources.

There is sufficient evidence (see section 4.1.2.2) to suggest that the use of client
control could enhance the effectiveness in controlling professional agents. In most
cases, acting on behalf of hotel owners, there is an owner representative to look after
the hotel property. With access to, and the support of, an owner representative, the
effectiveness of owner control is greatly improved. This is because the hotel
business sophisticated owner representative knows the game, i.e. what needs to be
done, how to control and measure the outcome, and perhaps how to verify the
behaviour of the operator. This situation is in line with previous studies (see section
2.2.4.3.1) in which hiring/obtaining a specialist who understands the business of the
external agents could be a solution to the problem of knowledge asymmetry as it

enables the principal to obtain sufficient knowledge to control the professional agent.

In reporting, operators will typically be required to submit monthly reports in a
formal written format. However, apart from this, especially in the cases where hotel
owners are sophisticated in the hotel business and work closely with hote]l GMs,
hotel owners required hotel GMs to submit flash reports (daily, weekly, or two-
week) which is basically a summary of the key business figures. This would enable
those owners to know what is going on during the month (and before the formal
monthly report is produced). Therefore, this implies that the performance/outcome
of the operator can be monitored not only at the end of the month, but also during the

month.

In relation to meetings, it is common that there will be a periodic formal meeting

(monthly or quarterly) between the owner and the operator to review and to discuss
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the performance. However, apart from the formal meeting, in cases where hotel
owners are sophisticated in the hotel business and work closely with hotel GMs, an
informal meeting was typically organised by hotel owners. This could be a meeting
over a meal or simply a telephone conversation. This implies that both formal and
informal meetings do, to some extent, allow hotel owners to verify the behaviour of
their hotel management company (especially the hotel GM who is the key person in
the running of the hotel). Moreover, property visits/observations by hotel owners
can be organised with or without advance notice. An informal meeting with the hotel
GM might be organised during the property visit. This would allow hotel owners to

see what is happening in the operation of the hotel.

In cases where the hotel owners have more than one hotel/resort property with
different operators, hotel owners (even if they are not sophisticated in the hotel
business) could make use of internal comparisons and might seek to create
competition among their hotel business units. In addition, there is sufficient
evidence that feedback from external sources (such as friends, business partners, or
publications); could also be crucial information with which to informally control the
operator. This kind of information would provide a subjective view regarding the

quality of service and reputation of the hotel unit.

In this context, it means that apart from formal methods (which are mostly identified
in the contract document), there is an attempt by hotel owners to create their own
methods in monitoring and controlling the operation. Therefore, this clearly implies
that hotel owners seek to actively monitor and control the performance of hotel
management companies. This situation is in line with previous studies (see section
2.3.1.3) in which hotel owners become proactive in controlling their operators. It
also implies that these informal methods that initiated by all hotel owners (not just
those sophisticated in the hotel business), allow them to more effectively control the
hotel management companies. This is because these informal methods could obtain
more information (concerning the operation of the HMC) than the formal methods.

This situation is in line with previous studies (see section 2.2.4.3.1) in which
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principals could create a mechanism to control their professional agent even though

they lack the professional specialist knowledge.
5.1.2.2.2 Conclusion on research question 2b

In conclusion, regarding the additional control approaches for controlling agents in
principal/professional relationships in section 2.2.4.3, the findings (see section
4.1.2.2) suggest that the use of additional control approaches (i.e. self-control,
bureaucratic control, community control, and client control) in the context of HMCs
1s mainly in line with previous studies (see section 2.2.4.3.1). Thus, there is
sufficient evidence to confirm that these control approaches can be used to foster
confidence and effectiveness in controlling the hotel management company (as the

professional agent).

In terms of self-control, the findings reveal that this could enhance the performance
of the operator. By not becoming involved in the day-to-day operation and allowing
operators to control themselves, hotel owners rely on the trustworthiness and
goodwill of the operator to perform this task. In this context, it implies that giving
freedom to hotel management companies in running the hotel property provides a
positive impact. Moreover, it reduces likelihood of confusion and problems in the
operation, and enhances the motivation of operators (especially hotel GMs) to
perform their task. In other words, a high degree of trust is likely to strengthen the
presumed altruistic orientation of professionals and further constrain their
opportunistic inclination in the relationship. Moreover, the findings confirm that
being too proactive or excessive attempts to control by the principal might end up
having a negative effect. Most of respondents clearly understand that too much
involvement by the owner might de-motivate the operator, especially the hotel GM,

or indeed cause more problems in the operation.
With regard to community control, the findings confirm that it could enhance the

effectiveness in controlling the operator. In monitoring performance, the use of

performance comparison/benchmarking with selected members in the comparison set
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(as community control) would enhance the effectiveness in controlling performance
of the operator, illustrates whether a particular agent failed or succeeded because of
opportunistic/appropriate behaviour, managerial (in)competence, or factors beyond
their control. In controlling the performance of the operator, achievement of the
agreed level of GOP only might not be enough to judge the true performance of the
operator. This is because achieving this might not indicate how well the operator is
performing in a specific location/area. In other words, the agreed level of GOP on its
own might not be relevant to the actual business situation or potential of the hotel
unit. In this context, the use of performance comparison/benchmarking with selected
members in the comparison set (as community control) allows hotel owners to see
how good the performance of their hotel management company is in comparison

with their selected competitors.

Nonetheless, it is also important to note that the application of community control in
the context of HMCs differs from Sharma (1997) as there is no formal organisation
(i.e. professional body) representing the community of hotel management companies
(determining and enforcing the standard of professional work via a code of ethics,
etc.). Nevertheless, in the HMC, a selection of members from the community of
hotel management companies is used to control the performance of the specific hotel
management company. In relation to this, performance (RevPar) comparison with
selected hotel properties (of the other hotel management companies) is commonly

used.

With respect to bureaucratic control, the findings reveal that it could enhance the
effectiveness in controlling the operator as it is unlikely that professional agents
behave opportunistically when they are being monitored by their professional peers
through systematic internal controls or informal oversight by knowledgeable peers
and superiors inside the professional firm. By the nature of the operation of the
HMC, hotel owners typically will not get involved in the day-to-day operation. In
this situation, hotel owners could not verify how operators (especially the hotel GM)
perform their tasks; this would mean there is an opening for the occurrence of moral

hazard. In relation to this, there is an internal control mechanism within the hotel
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management company, especially in respect of the relationship between the
head/regional office and the GM. This might be referred to as bureaucratic control.
These control methods are used by head/regional offices to control their GMs, not
only on financial performance and operational efficiency but also transparency.
These methods include reporting, a hotel property audit, and visits of head/regional
executives. In this context, as the GM is a key person in operating the hotel property,
the performance of the GM might affect the security of the HMC and the actual
reputation of the hotel management company. To allow professional peers (i.e.
through a hierarchy internal control) to monitor the hotel GM’s performance might
be effective. Consequently, hotel owners could rely on this to indirectly control their

hotel GM in areas where their behaviour cannot be verified.

Regarding client control, the findings reveal that it could be used to foster confidence
and effectiveness in controlling the operator. For example, with access to and the
support of an owner representative, the effectiveness of owner control is greatly
improved. This is because the hotel business sophisticated owner representative
knows the game, what needs to be done, how to control and measure the outcome,
and perhaps how to verify the behaviour of the operator. This situation implies that
to hire/obtain a specialist who understands the business of external agents could be a
solution to the problem of knowledge asymmetry as it enables the principal to obtain

a sufficient knowledge in order to control the professional agent.

On the use of informal periodic reports and meetings, this allows hotel owners to
keep updated on the current situation of their hotel property not only at the end of the
month/quarter but at anytime during the month/quarter. Moreover, this also allows
them the opportunity to enquire about or to discuss any issues that may arise (related
not only to business performance, but also any unusual behaviour). In addition, there
is sufficient evidence that collecting feedback from external sources, such as friends,
business partners, or a publication; could provide crucial information to the informal
control of the operator. This kind of information could provide a subjective view
regarding the quality of service and reputation of the hotel unit, whereby hotel

owners obtain more information regarding their hotel operation. Nonetheless, this
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clearly implies that hotel owners are becoming more proactive in controlling their
operators, and that most hotel owners (not only those sophisticated in the hotel

business) seek to actively monitor and control the performance of hotel management

companies.

5.1.2.3 Overall conclusion on the restraint against agent opportunism in hotel
management contracts (Research Question 2)

In conclusion, with respect to the restraint against agent opportunism in HMCs, there
is sufficient evidence to believe that the traditional control approach (i.e. outcome
and behaviour control) could possibly be used to control hotel management
companies (as the agents) in HMCs. However, although outcome control is the
preferred approach, it may be neither approach would be fully effective in controlling
hotel management companies. There is sufficient evidence to suggest that additional
control approaches (e.g. self-control, bureaucratic control, community control, and
client control) might be needed, which could be used to foster confidence and create

effectiveness in controlling the hotel management company (as professional agent).

Regarding the performance monitoring, hotel owners might have difficulty judging
the true outcome or the quality of their operator’s outcome (operators who possess
the specific skills and technical knowledge, and who might be considered as the
professional agent). The achievement of the agreed level of GOP is one of the key
performance indicators typically used (and a component in the use of outcome
control). However, in controlling the performance of the operator, the achievement
of the agreed level of GOP only might not be enough to judge the true performance
of the operator. This is because achieving this might not indicate where the hotel
unit is or how well the operator has performed in the specific location/area. In this
context, the use of performance comparison/benchmarking with selected members in
the comparison set (as a means of community control) would enhance the
effectiveness of controlling the performance of the operator, and could illustrate
whether a particular agent failed or succeeded because of opportunistic/appropriate

behaviour, managerial (in)competence, or factors beyond anyone’s control. The use
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of performance comparison/benchmarking allows hotel owners to see how well their
hotel management company is performing in comparison with selected competitors

in a particular business climate.

Due to the nature of the task, hotel owners might have a difficulty in monitoring their
operator as they are not able to completely verify what operators are doing in the
hotel operation (a typical problem which the use of behaviour control can address).
Typically, hotel owners could get involved in various key areas of hotel operation
such as budgeting and the selection of key hotel executives (e.g. the hotel GM,
financial controller). However, since hotel owners will not get involved in the day-
to-day operation of the hotel (due to the nature of the tasks involved and/or level of
hotel business knowledge which the hotel owner has), hotel management companies
could run the property as they see fit. In this situation, there would be an opportunity
for the occurrence of moral hazard, as the control of behaviour would not be fully
effective in controlling the operators in HMCs. In this context, the use of self-
control might be effective at reducing the opportunistic behaviour of the operator, as
a high degree of trust is likely to strengthen the presumed altruistic orientation of
professionals and further constrain their opportunistic inclination in the relationship.
This could enhance the motivation of the operators (especially hotel GMs) to
perform their task, and thereby enhance their performance. Being proactive, or any
excessive attempts to control by the principal might end up having a negative effect
so that too much involvement by the owner could de-motivate the operator,

especially the hotel GM, and actually cause more problems in the operation.

Meanwhile, the use of bureaucratic control (through reporting, a hotel property audit,
and visits of head/regional executives) could reduce the opportunistic behaviour of
operators (especially hotel GMs, who are the key person in operating the hotel
property). This is because it is unlikely that professional agents will behave
opportunistically when being monitored by their professional peers, through a series
of systematic internal controls, or informal oversight by knowledgeable peers and
superiors inside the professional firm. Consequently, hotel owners could rely on the

internal control mechanisms of hotel management companies (as the use of
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bureaucratic control) to indirectly control their hotel GMs in those areas where the
behaviour cannot be verified. Lastly, the use of client control could be used to foster
confidence and improve effectiveness in controlling the operator. Particularly, in the
situation where there is an employment of the hotel business sophisticated owner
representative, with access to and the support of an owner representative, the
effectiveness of owner control is greatly improved. This also could be a solution to
the problem of knowledge asymmetry as it enables the principal to acquire a

sufficient knowledge to control the professional agent.

Figure 5.1: Two aspects in restraining against agent opportunism in hotel
management contracts and the applied control methods

Hotel management contracts Control approaches

Traditional control approaches
¢ Outcome Control

¢ Behaviour Control
Contractual aspect
P D in combination with
> Additional control approaches
/ for controlling professional agent
Operational aspect e Self-Control

¢ Community Control
e Bureaucratic Control
¢ Client Control

Therefore, in this context, the hotel management company (as the professional agent)
is less likely to behave opportunistically when the hotel owner (as the principal) uses
additional control approaches (i.e. self-control, bureaucratic control, community
control, and client control) in combination with the traditional control approach (i.e.
behaviour control and outcome control). Accordingly, these additional control
approaches could be applied via either of the two key aspects of contractual and

operational, see Figure 5.1 above.
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5.2 The use of hotel management contracts in Thailand and
elsewhere

This section will provide a discussion on the use of HMCs in Thailand and
elsewhere. In addressing the secondary research problem of this research, the
discussion will be conducted in line with the seven specific research questions which

were developed in section 2.3 of chapter 2.

5.2.1 Key areas and issues in the hotel management contracts document

This section will provide a discussion and conclusion on Research Question 3 ‘What

are the key areas and issues in the hotel management contracts document?’.

5.2.1.1 Discussion on research question 3

In relation to key provisions in the HMC document, there are a number of clear
similarities and differences in the nature of HMCs as they operate in Thailand (see
section 4.2.1), compared to the previous studies (see section 2.3.2.2). The summary

of comparison can be seen in Table 5.4.

In terms of similarity, it would appear that both the Thai HMCs investigated here and
those examined in the previous studies are essentially similar in the areas of contract
termination, restrictive (non-compete) covenants, owner involvement in operational
decision-making, operator reporting requirements, the provision of, and access to
books and records, and insurance issues. In addition, the issue of operator-system-
reimbursable expenses was found to be generally the same in both the previous
studies and in Thailand. However, it cannot be concluded that a similar method of
calculation and applicable percentages operate, as these were not reported in the

previous research.
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Table 5.4: Comparison of 12 issues in hotel management contracts between Thailand and previous studies

12 Issues in Hotel
Management Contracts

Hotel Management Contracts in Thailand

Hotel Management Contracts (previous studies)

Operator Equity and Loan
Contribution

Mostly do not contribute either equity or loans, but offer contribution
for a renovation project or the exemption for the technical-service or
pre-opening management fee

There is an increasing percentage of the operators who
contribute equity and loan

Initial Terms and Renewals

Commonly in the range of 10 — 12 years term for the initial contract
with two 5-10 year renewals

8-10 years term for the initial contract with one or two 3-
§ year renewals

Management Fee and Structure

Structure

Most of the contract are using basic management fee with incentive
fee

The emphasis on the incentive fee portion of the total
management fee has increased

Basic Management Fee

In range of 1-6% of Gross Revenue

1-3.5% of Gross Revenue

Incentive Fee

In range of 0-10% of Gross Operating Profit e 8-40% of CFADS*, ROE*, or IBFC*
Fee Cap Very rare, only one case at 6% of Gross Revenue e 4.5-5.5 percent of Gross Revenue
Currency Thai Baht o USS
*

Operator-System-Reimbursable

Marketing support, central reservation, and human resource support
are the key Operator-System-Reimbursable expense. Furthermore,
the expense of the operator’s corporate personnel for carrying out the
duties at the hotel can be reimbursed.

In chain operator, these charges can equal or exceed the
basic management fee. This include chain affiliation
and sales, marketing, reservation, accounting service,
training expense, as well as the cost of travel, room, and
board for the operator’s corporate personnel carrying out
the duties supervising the hotel.

Operator Performance Standard

Commonly use comparison of RevPar among the competitor set.
However, performance provision also contain performance-criteria
base (negotiated amounts of annual income before fixed charge), start
up exclusion period, shortfall deviation allowance, shortfall time
period, operator cure, test of unfavourable economic conditions, and
contract renewal hurdle.

Performance provision should contain performance-
criteria base (negotiated amounts of annual income
before fixed charge), start up exclusion period, shortfall
deviation allowance, shortfall time period, operator cure,
test of unfavourable economic conditions, and contract
renewal hurdle.

*Note: CFADS = cash flow after debt service, ROE = return of investment, IBFC = income before fixed charges
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Continued - Table 5.7: Comparison of 12 issues in hotel management contracts between Thailand and previous studies

12 Issues in Hotel Hotel Management Contracts in Thailand Hotel Management Contracts (previous studies)
Management Contracts
¢ The provision of contract termination by owner without cause, ¢ The frequency of provisions for contract termination by
termination on sale, and termination on foreclosure has been put in the owner without cause, termination on sale, and
Contract Termination by Owner contract termination on foreclosure has steadily increased.
o All of the operator are given a right to stay on if the property is to be
sold
Owner Input in Operational ) Budget'ing and s_election of key personnel are the key inputs of the e Owners have gain.eq substathial input in two major areas
Decision-Making owner in operational decision of operational decision making — budgeting and
personnel
Formal written reports Formal written reports
Financial and Operational * Annual budget . . * Annual budget . .
Report e Monthly ﬁnanglal documentation e Monthly ﬁnanfslal documentation
¢ Annual financial statement ¢ Annual financial statement
e Owner-Operator meeting - monthly or quarterly o Owner-Operator meeting - monthly or quarterly
Different from one property to the other. The restrictions also address at | Each contract must be viewed on a case-by-case basis. The
least one of the following: restriction should address the following:
o Definition of the restricted area o Definition of the restricted area
Restrictive (Non-compete) . Speci.ﬁ.c types of pfoper.tie.s that the operatf)r can add within the area . Speqiﬁc types of properties that the operator can add
Covenants e Conditions for adding similar properties within the area . w1th1p Fhe area . N
e A ‘burn-off timetable (a schedule for decreasing the non-competition | ® Conditions for adding similar properties within the area
area in steps over a defined period of time) ¢ A ‘burn-off’ timetable (a schedule for decreasing the
non-competition area in steps over a defined period of
time)
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Continued — Table 5.7: Comparison of 12 issues in hotel management contracts between Thailand and previous studies

12 Issues in Hotel
Management Contracts

Hotel Management Contracts in Thailand

Hotel Management Contracts (previous studies)

Books and Records

The books and records, which will be kept and can be accessed by the

owner, include:

e The financial statements of the hotel

¢ Detailed invoices of all hotel expenses i.e. payroll of the employee,
system reimbursable expense schedule, replacement and capital-
expenditure

¢ All other reports generated at the property level i.e. guest history and
sale files, aging of account receivable, internal audit reports, health
and safety report, etc.

The books and records to be defined in contract include:

The financial statements of the hotel

Detailed invoices of all hotel expenses i.e. payroll of the
employee, system reimbursable expense schedule,
replacement and capital-expenditure

All other reports generated at the property level i.e. guest
history and sale files, aging of account receivable,
internal audit reports, health and safety report, etc.

Insurance Issues

¢ The operators give the right to the owner to decide for selecting the
insurance carrier. The operator will ensure that the insurance would
meet the requirement and cover all of aspects such as third party
insurance, business interruption, and etc.

The chain operators are mostly self-insured and want to
be the insurance carrier for the hotel. However, owner
could decide whether it will use the operator’s insurance
if offered. Owner report that insurance premiums
required by chain operators can be high and it is highly
desirable to obtain annual competitive bids from their
operators and other carriers.

Dispute-Settlement Mechanism

e Owner-operator policy committee

e Arbitration (the method of selecting the arbitrator or arbitration panel,
stipulate provisions that can be submitted to arbitration, the process of
presenting one’s position, and place and language to be used)

Owner-operator policy committee

Arbitration (the method of selecting the arbitrator or
arbitration panel, stipulate provisions that can be
submitted to arbitration, and the process of presenting
one’s position)
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With regard to the differences between HMCs in the previous studies and those in
Thailand, these emerge from the finer detail within the issues concerning equity and
loan contributions, the initial term and renewal of contracts, management fees and
structure, the measurement of operator performance, and dispute settlement
mechanisms. While these were found in broad terms to be similar to the previous
studies, some of the details associated with these areas are different — and may even

be unique — in Thailand.

The findings in the previous chapter suggest that in Thailand operators rarely take
equity in a property or make a loan to hotel owners. Eyster’s (1997b) findings
suggest that in the USA while traditional equity contributions might be in decline due
to agency law rulings, these were being effectively substituted by operator loan
contributions. Thus the standard practice of operator financial commitment in the

USA does not appear to be typical in Thailand.

With regard to the initial term and renewal of contracts, in Thailand this appears to
be in the range of 10 — 12 years term with two 5-year renewals. As such, this is
slightly longer than in the previous studies where initial terms are for an 8-10 years
term with one or two 3-5 year renewals. With respect to the management fee level
and structure, in Thailand, the use of a basic management fee with an incentive fee
was the most commonly used approach identified. As with the previous studies, the
emphasis on the incentive fee portion of the total management fee has increased.

The differences here reside in the applicable percentages applied for fee calculation —
especially for the incentive fee — and the apparent rareness of the use of fee caps in

Thai contracts.

In Thailand the issue of operator performance measurement appears to reside heavily
in the use of comparisons with competitive properties in terms of RevPar. There was
no evidence in previous research that this particular performance measure was so
routinely used. That said, other performance provisions present in Thailand were
similar to those routinely used within the previous studies. Where disputes arise a

similar resolution mechanism appears to operate in both Thailand and previous
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studies although in the case of Thai contracts, both the language and location of any

arbitration requires to be specified.

5.2.1.2 Conclusion on research question 3

In conclusion, in terms of areas of concerns, the respondents — both the property
owners and the hotel management companies — generally identified the same areas of
concerns as outlined in the earlier study. While the specific details of contracts for
each hotel property are unique, there also — perhaps not surprisingly — exists broad
similarities across these documents used in both Thailand and those reported in

previous studies.

Consequently, based upon this exploratory study it appears likely that the issues
associated with the management contracts which foreign hotel chains (the operators)
are currently using in Thailand are broadly similar to those issues identified in
previous research. That said, there are some differences in the specific details — on
the mechanics of the contracts — within these broadly similar issues. For instance,
the issue of operator equity and loan contribution, the operators rarely take equity in
a property or make a loan to the hotel owners. In contrast, in the USA, while
traditional equity contributions might be in decline due to agency law rulings, these
were being effectively substituted by operator loan contributions. For the issue of
initial term and renewal of contract, in Thailand, this appears to be in the range of
10-12 years with two 5-year renewals and this is slightly longer than the previous
studies where initial terms are in the range of 8-10 years with one or two 3-5 year

renewals.

For the issue of operator performance standard, apart from the other agreed
performance standards, comparison of RevPar among the competitor set is
commonly used in Thailand, while there is no evidence that this method is routinely

used in the previous studies. However, at this juncture it would appear reasonable to
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conclude that the Thai hotel sector is principally the same as the previous studies in

respect of the issues associated with the use of HMCs.

5.2.2 Motivations of owners and hotel management companies for using hotel
management contracts

This section will provide a discussion and conclusion on Research Question 4 ‘What

are the motivations of owners and hotel management companies for using hotel

management contracts?’.

5.2.2.1 Discussion on research question 4

In comparison, the findings revealed that the motivations in using a HMC of both
owner and hotel management company in Thailand (see section 4.2.2) are generally

the same as reported in previous studies (see section 2.3.3.1), see Table 5.5 below.

With respect to the motivation of owners (as local partner) in relation to the use of
HMCs, in comparison between the previous studies (see section 2.3.3.1.2) and the
findings reported above (see section 4.2.2.1), the owners’ motivations were
essentially similar, being primarily concerned with a lack of knowledge and
experience in the hotel business, non-interest in operating hotel business and a desire
to achieve better business and operational performance/efficiency. However, the
findings suggest one specific aspect that has not been mentioned in previous studies
on HMCs and this concerns the non-interest of the owner in hotel operations or

management, which might be due to the hotel business not being a core business.

The findings (see section 4.2.2.1) also support the broad literature on strategic
motives of local partners for international strategic alliances (see section 2.3.3.1.1)
where the need to effect some form of technology transfer and/or access needed but

missing managerial skills being widely cited. One specific aspect that has not been
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Table 5.5: Comparison of owners” and hotel management companies’ motivations in relations to hotel management contracts in
Thailand and previous studies

Motivations in relations to hotel management contracts

Findings (in Thailand)

Previous Studies

Hotel management contracts

International strategic alliances

Hotel owner (as local
partner)

Lack of knowledge and know-how in managing
and operating hotel/resort

Have other businesses to take care of, and hotel
business is not a core business

Desire to have a better business and operation
performance/efficiency than managing by
themselves

Reputation and status issue

Expect economical (i.e. cash from
operation or selling of asset) and/or non-
economical (i.e. perceived value) benefit

Eager to invest in hotel business with no
or limited hotel management knowledge
Expect better efficiency on the hotel
operations and management

Technology transfer / know-how
Learning managerial skills
Access to international markets

Hotel management
company (as foreign
firm)

Compatibility of hotel management contract
with the core business activity of the company
Reducing amount of capital spending in
investing and increasing number of hotel/resort
property

Availability of owners’ demand in seeking
hotel management service

Restriction of foreign direct investment

Necessity in expanding network in term of
size and coverage for competition with
limited resources

Making profit without capital layout and
minimise risk

The transfer of organisational and quality
competence

Strong existence of demand on hotel
management service

Expanding into country where there is a
restriction from the foreign direct
investment regulations and land ownership
regulations

Faster entry in to the market
Conforming to the host government
policy

Potential low cost sourcing
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previously highlighted in international strategic alliances literatures surrounds the

owner’s status and image of selecting the ‘correct’ operator.

While financial payback is important, from the local partner’s perspective the single
biggest motivation remains the overall marketing impact of an established operator
managing a property. Thai owners clearly recognized that international brands
created more added value for their property than lesser known indigenous brands
given the perceived importance of attracting the overseas business and leisure
markets. Accordingly, the strongest motivation would appear to be the desire to
secure access to the tangible and intangible marketing benefits (e.g. know-how,
brand reputation/image, marketing distribution channels toward a particular market)

associated with large international hotel chains.

With respect to hotel management companies’ motivations (as foreign partner), in
comparison with the previous studies (see section 2.3.3.1.3) and the findings reported
here (see section 4.2.2.2), these are broadly similar. The hotel management
companies’ motivations, in relation to HMCs, mainly concern business aspects such
as: the compatibility of the use of HMCs with the core business activity of the
company (expanding its network for business competition); reducing the amount of
capital spending in investing and increasing the number of hotels/resort properties;
the existence of demand from local investors/owners for hotel management service;
and a restriction upon foreign direct investment. However, the transfer of
organisational and quality competences does not appear to be an issue in Thailand

based upon the responses reported above.

The findings (see section 4.2.2.2) support previous studies on the strategic motives of
foreign partners for international strategic alliances (see section 2.3.3.1.1) which
mainly concern faster market entry, conforming to host government policy, and
lowering costs. However, the findings suggest one specific aspect that has not been
previously highlighted in the international strategic alliances literature. This
concerns the perceived compatibility of management contracts with the core business

activity in the sense that the perceived core business activity is to focus on managing
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the hotel in return for fees. In leveraging core competences, the business model of a
HMC allows the hotel company to provide professional hotel management services

to the inexperienced or disinterested hotel owners in return for fees.

The hotel management companies have identified that the business model of a HMC
facilitates international network expansion as it provides a reduction/minimisation in
the amount of capital exposure and financial risk while increasing the number of
hotels/resort properties and improving competitiveness. Thus, along with the desire
of hotel management companies not to make an investment in the ownership of a
hotel property (unless it is a necessity) in the Thai hotel market, there is the existence
of local investors/owners’ demand for hotel management services. This situation
would encourage management companies to utilise their knowledge and know-how
of hotel management in return for fees by using HMCs. Not only does this minimise
the capital exposure and the financial risk (as commonly the hotel property is funded
by the hotel owner), but also provides an opportunity to gain an attractive profit and
to strengthen the brand’s network. This might be a crucial factor for the apparent

popularity and success of this business format.

5.2.2.2 Conclusion on research question 4

In conclusion, the motivations in relation to HMCs, which were highlighted by both
the owners (as local partners) and the hotel management companies (as foreign
firms), are generally the same as reported in previous studies in both the context of
HMCs and international strategic alliances. However, in relation to the strategic
motives, the apparent importance of the local partner’s status/image as a key strategic

motivation was not something previously reported in the ISA or HMC literature.

The findings also confirm that, increasingly, the core business of hotel management
companies is to manage the hotel property in return for fees, and need not involve
direct ownership of a hotel property. In addition, the motivations in relation to the

use of HMCs of the property owner and the hotel management company imply the

384



presence of an underlying conflict of interest. On one hand, the owners desire to
achieve a positive business and high operational performance/efficiency, and to
achieve the best possible return from their investment. On the other hand, the hotel
management companies expect to gain the highest possible level of management fees
from providing the professional services associated with modern hotel management,
and these fees are at the expense of the owner’s financial return. Moreover, even
without investing in hotel property, the HMC affords the opportunity to manage a
hotel on behalf of an owner, which is also an opportunity to strengthen the network

and the competitive advantage of the hotel management company.

5.2.3 Partner selection criteria of owners and hotel management companies
when using hotel management contracts

This section will illustrate a discussion and conclusion on Research Question 5

‘What are the partner selection criteria of owner and the foreign hotel company when

using hotel management contracts?’.

5.2.3.1 Discussion on research question 5

In the previous studies of HMCs concerning partner selection criteria (see section
2.3.3.2) there is no attempt to provide an overall classification of the selection
criteria identified. However, from the findings (see section 4.2.3), it is possible to
classify the selection criteria of both the owners and the hotel management
companies into objective and subjective factors. In relation to Geringer’s (1988,
1991) typology of partner selection concerning strategic alliances (see section
2.3.3.2.1), the findings (see section 4.2.3) suggest that both task-related and partner
related criteria can be identified. In this context, objective factors can be referred to
as task-related factors, while subjective factors can be referred to as partner-related

factors. This can be seen in Table 5.6.
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Table 5.6: Comparison of owners’ and hotel management companies’ partner selection criteria in Thailand and previous studies

Criteria

Findings (Thailand)

Previous Studies

Owner

Objective/
task-related factor

Financial projection and all commercial terms
Ease of accessibility toward executives at
head/regional office

Availability of the brand in the given location
Profile of hotel management company

The management company’s ability to perform by looking at
past performance.

The management company’s reputation for integrity
Accessibility of senior management to the owner or owner’s
representative

Marketing strength of the management company

Subjective /
partner- related factor

Impression upon the negotiation (need to feel
comfortable, perceived status of operator)
Personal relationships / contacts

Perceived appropriateness of brand toward
specification and location of the property

Recommendations from other knowledgeable owners

Hotel management
company

Objective/ task-
related factor

Profile of owner (business track record, financial
strength)

Business forecast and level of management fee
Location of the project

Profile of the owner (kind of business, business track record)
Location of the hotel

Specification of the hotel (number of room, age, design,
construction, etc.)

Possibility of management fee/revenue gained

None or less the financial investment

Market coverage

Subjective / partner-
related factor

Attitude and perception of owner toward brand and
business vision

n/a
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The findings suggest that the criteria for selection used by Thai hotel owners (see
section 4.2.2.1) are broadly in line with previous studies (see section 2.3.3.2.2),
particularly in respect to objective factors or task-related factors, see Table 5.6. This
category includes financial projections, the commercial terms, availability of the
brand, profile of the operator, specification and strength of brands and accessibility

to executives at the head/regional office.

Not surprisingly, the financial projection and its implications in term of the project’s
overall investment were (given the criteria highlighted) very important to Thai
owners. The hotel brand name and the operator’s reputation for strong management

were also, given their motivations, very important to Thai owners.

A key difference in the criteria for selecting operators would appear to emerge with
reference to the subjective factors or partner-related criteria. Here the cultural
importance of doing business through personal introductions or recommendations
was very evident from respondents’ replies. Additionally, the perceived
appropriateness of a brand towards the specification and location of the property was

also highlighted as an important subjective factor.

For hotel management companies, although there is no previous study (see section
2.3.3.2.2), the findings (see section 4.2.2.2) suggested that the criteria for selecting
the partner is likely to be the same as the theorised criteria, especially on the
objective factors or task-related factors which tended to be their priority. These are
mainly on the profile of the owner (business track record, financial strength, and
hotel investment potential), the business forecast and the possible level of
management fee gain, and the location of the project. As business potential in
gaining fees or making profit is crucial, not surprisingly, the forecast of the business

was highlighted as being a top priority criteria.
Moreover, the profile of the owner (e.g. reputation, the kind of the business, and the

track record of the owner) is also evidently recognised by the hotel management

companies as a crucial part of the selection criteria. However, although it was not
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mentioned in the speculated criteria, subjective factors or partner-related criteria are
also evidently stated. This mainly concerns the attitude and perceptions of the owner

towards the business vision of the hotel management company.

In relation to Geringer’s (1988, 1991) typology of partner selection concerning
strategic alliances (see section 2.3.3.2.1), the findings (see section 4.2.2) also confirm
the ambiguity of the relative importance of both task-related and partner-related
criteria in selecting a partner. On the one hand, there is some evidence to suggest
that in the case of the hotel management companies the objective factors tended to
dominate the subjective factors when selecting a partner. This is because the criteria
of the forecast of the business and the profile of the owner tend to be crucial for them
in selecting their partner. On the other hand, there is also some evidence to suggest
that in the case of Thai owners the subjective factors tend to dominate the objective
factors when selecting hotel management companies. The personal
relationships/contacts tend to be a key criteria for the owners as trust and confidence
might be gained, although the findings suggest that financial projection and all

commercial terms are also important to the owners.

5.2.3.2 Conclusion on research question 5

In conclusion, the partner selection criteria highlighted by respondents (owners and
hotel management companies) are generally the same as previous studies in the
context of both HMCs and international strategic alliances. In the context of HMCs,
the findings support the previous studies, especially on the owners’ selection criteria.
The findings reported here have filled the research gaps concerning the partner
selection criteria of hotel management companies and the classification of the
criteria, as used by both the owners and the hotel management companies into

objective and subjective factors.

In relation to international strategic alliances, it can be confirmed that when selecting

a partner, a combination of task-related (objective) factors and partner-related
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(subjective) factors are used. However, the findings confirm that the relative
importance of such selection criteria is still ambiguous. Specifically, for Thai
owners, there is a variation concerning the greater importance of the relational nature
of business practices which gives a greater emphasis to personal/subjective
considerations than that typically exhibited in the North American/European context.
It would appear that international hotel chains overlook these subjective aspects at
their peril if they wish to compete successfully in other Asian countries where
business practices frequently reflect a similar concern for such relational issues as
found in Thailand. In such circumstances, factors related to the latter (i.e. subjective)

criterion might be of particular importance.

5.2.4 Key issues and the nature of hotel management contract negotiation

This section will provide a discussion and conclusion on Research Question 6 ‘What

are the kev issues and the nature of hotel management contract negotiation?’.

5.2.4.1 Discussion on research question 6

Essentially, the nature and focus of the contract negotiation between Thai hotel
owners and international operators (see section 4.2.4) do not appear substantially
different from those reported in previous studies (section 2.3.3.3). However, it is not
possible to conclude that the specific details regarding the negotiation process are the

same as this is an area where previous studies have shed little or no light.

As identified in previous studies, the findings here show that it is common for the
owner and the operator to begin negotiation with the consideration of the necessary
investment (given project cost) and the best-guess annual operating cash flows (both
positive and negative). However, in Thailand, it appeared that normally, there is no

lender involvement in the negotiation as there might be in the USA.
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Table 5.7: Comparison of owners’ and hotel management companies’ concern in the hotel management contract negotiation in Thailand
and previous studies

Concern in the hotel management contract negotiation

Findings (Thailand) Previous Studies

Financial issue

Influence over the hotel operation

Remedies in the event of underperformance
Flexibility to sell or refinance the hotel asset

Owner ¢ Financial issue

¢ Involvement in the hotel operations

¢ Sell/change of ownership of hotel property

¢ Performance monitoring and evaluation methods

« Competitiveness of property (restrictive covenants)
¢ Length of the contract

Hotel management
company

Financial issue
Brand strengthening and protection
Stability in managing

Financial

Brand standard protection

Involvement of the owner in the hotel operation
Stability in managing hotel property
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Although there are no specific details in previous studies concerning the negotiation
process, the findings here suggest that the process of contract negotiation in Thailand
can start from either an invitation by the owner or an approach by the hotel
management company. At this point a hotel site or existing hotel property inspection
is conducted. A mutual agreement on the broad conditions and the framework for
the negotiation would typically be reached before starting the negotiation proper.
After this, a draft of the HMC is proposed to the owner for consideration. If there is
any disagreement, then the relevant issues will be raised and negotiated. If mutual

agreement is reached, the HMC will be signed by both parties.

With respect to owners’ and hotel management companies’ concerns in the
negotiation, the findings (see section 4.2.4.1) tend to support the previous studies
(see section 2.3.3.3.1), see Table 5.7. For Thai owners, their key focus of
negotiations would appear to surround fee levels, lengths of contracts, restrictive
covenants etc which, as previous research suggests, is typical in negotiations

concerning HMCs.

For hotel management companies, they tended to focus on the financials (i.e. fees),

brand standard protection, and owner involvement in the hotel operation. However,
in Thailand the hotel management companies highlighted a concern at the degree of
involvement of owners in hotel operations, which is not reported in previous studies.
This might imply that in Thailand, the owners might expect to have a greater degree

of involvement than their counterparts elsewhere.

Thus, the findings (see section 4.2.4.1) indicate that the owners and the hotel
management companies have different concerns at the negotiation stage. Once again
this might confirm the existence of an underlying conflict of interest, especially on
financial issues (i.e. management fees). On one hand, the owners quite naturally
might desire to minimise expenses. On the other hand, the hotel management

companies might seek to maximise management fees from each project.
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One issue/influence that is perhaps different from that reported in previous studies
concerns the relative bargaining power of the parties. As Thailand is a growing
market this creates a dynamic not found in the context of previous studies, these
being largely based in the mature USA hotel market. Nonetheless, there is clear
evidence that the bargaining power for any single negotiation can swing either way

depending upon the specific circumstances of the parties involved.

In terms of the determinants of bargaining power, this is an area where previous
studies have shed little or no light. However, the findings suggest that in Thailand,
the level of bargaining power of each party might be influenced by factors such as:
the degree of who-needs-who most; the level of experience and knowledge in hotel
business of the owner; the profile of the owner; the existing relationship between the
owning company and the hotel management company; any personal
relationship/contact; the location of project/hotel property; the strategic and
expansion policy of the hotel management company; and the disposition of the
owners toward a particular brand. Some of the factors might directly influence on
the level of bargaining power of the owners. For instance, a low level of experience
and knowledge in the hotel business of the owner would provide a negative influence
upon the owner’s bargaining powers. Future business potential of the owner and the
good location of a project/hotel property might provide a positive influence on the

bargaining power of the owners.

On the other hand, some factors might put the hotel management companies in a
better position in the negotiation, such as the disposition of the owners towards a
particular brand. Therefore, at a particular level, during an actual contract

negotiation, some of those factors as mentioned above might interplay with each
other. Once again this highlights the importance of recognising that, in the final

analysis, every HMC is unique in some dimension or other.
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5.2.4.2 Conclusion on research question 6

In conclusion, the findings broadly confirm previous research concerning the
negotiation of HMCs (the key negotiation processes and the concerns of the hotel
owner and the hotel management company in the negotiation). Thus, the findings
also fill the research gap on the determinant of bargaining power in contract
negotiation. These determinants include: the degree of who-needs-who most; the
level of experience and knowledge in the hotel business of the owner; the profile of
the owner; the existing relationship between the owning company and the hotel
management company; any personal relationship/contact; the location of the
project/hotel property; the strategic and expansion policy of the hotel management

company; and the disposition of the owners toward a particular brand.

Accordingly, many of the issues identified by previous research on HMCs are
reflected in the findings here. That said, there is sufficient evidence to suggest the
differences concern the relatively early stage of market development evident in the
Thai hotel industry which provides a dynamic largely long gone in the more
developed western hotel markets. This situation enables each hotel management
contract to be unique in some dimension, since the bargaining power for any single
negotiation can swing either in favour of the owner or the hotel management
company depending upon the specific circumstances of the parties involved. Success
factors in the Thai market for international hotel chains will include recognition of

these differences when dealing with Thai property owners.

5.2.5 Roles and working relationship of the three parties in the operation of the
hotel management contracts

This section will provide a discussion and conclusion on Research Question 7 {What

are the roles of the three parties and their working relationship in the operation of the

hotel management contracts?’.
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5.2.5.1 Discussion on research question 7

Principally the findings (see section 4.2.5) reveal that the roles and the working

relationship of the three parties (i.e. the owner, the hotel GM, and the head/regional
office of the hotel management company) in the operation of the HMC in Thailand
are essentially the same as those described in previous studies (see section 2.3.4.1).
However, it cannot be concluded that the specific details as reported in the findings

above are the same as these were not provided in the previous studies.

In terms of the roles of each party, the findings (see section 4.2.5.1) confirm the roles
of the three parties as described in previous studies (section 2.3.4.1.1). The hotel
owner is an individual or a group of shareholder who makes an investment and owns
the property asset in the hotel project. The key responsibility of the hotel owner is to
co-ordinate with the GM and the executives of head/regional office of the hotel
management company, and to monitor the financial and operational performance of
the hotel. In cases where the hotel owners are inactive, the owner representative will

act on behalf of the hotel owner.

With respect to the head/regional office of the hotel management company, their
responsibilities are to give support in all aspects of hotel operations (i.e. human
resource, sales and marketing), to monitor the business and operational performance
of the management team at the property level, and to co-ordinate with the hotel
owners or their representative. The hotel GM is the key person in running the hotel.
Their key responsibilities are to act as overall co-ordinator and to work for both the
hotel owner and the hotel management company, in ensuring a positive business

performance and that the hotel operation meets the set brand standards.

With regard to the working relationship of the three parties, although the previous
studies shed no light on specific details, the findings (see section 4.2.5.2) tend to be
principally in line with the broad position outlined in the literature review (see

section 2.3.4.1.2).
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The findings suggest that in the operation of HMCs, there are three key relationships:
(i) the owner-head/regional office of the operator; (ii) the owner-hotel GM; and (iii)
the head/regional office of the operator-hotel GM. In the relationship between the
owner and the head/regional office of the operator, there is typically a great distance
between them. By nature, they frequently have loose co-ordination and they rarely
contact each other unless there is a specific issue, which needs to be resolved or

discussed.

In the relationship between the head/regional office of the operator and the hotel
GM, the head/regional office will not get involved in the day-to-day hotel operation
and the hotel GM will manage the hotel independently. However, the distance
between them is not so great. The GMs need to regularly report and to co-ordinate
with the head/regional office of the operator, while the head/regional offices need to
monitor the performance of the GMs and to provide assistance when the GMs call

for it.

Lastly, the relationship between the owner and the hotel GM, here the findings reveal
that they tend to have a very close working relationship. It appears that it is typically
the intention of the owner to work closely with the GM. By the nature of their
working relationship, the owners tend not to get involved in the day-to-day
operations, but typically are involved in the general policies. In other words, the
owners tend not to micro manage the hotel or to act as a second hotel GM.

Moreover, many clearly recognise the negative effect of excessive owner

involvement in the operation.

The primary difference from the previous studies is that Thai owners frequently
intend to work closely with their GM and to actively monitor on the performance,
and this includes not only entrepreneurial but also institutional owners. However, in
some cases, the findings also suggest that both the owner and the hotel GM might
have a loose working relation. This is because the owners are not interested in the

hotel operation.
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In relation to this, the findings (see section 4.2.5.2) support the characteristics of the
working relationship as identified by Eyster (1988a), in section 2.3.4.1.2. In the case
where owners tend to have little or no involvement, they tend to have a weaker
degree of influence and control over the management of hotel. Although in practice
the GM would independently manage/operate the hotel property, the head/regional
office might have a stronger influence and control over the GM and the management
of hotel. The gap between the owner and the GM would become wide (as less
interaction), while the gap between the GM and the head/regional office would
become narrow (as more interaction) in this situation. This kind of working
relationship tends to be the same as described in the formal HMC, and this supports

Figure 2.10 in section 2.3.4.1.2. This situation might be preferred by the operator.

On the other hand, in the case where the owner actively monitors and works closely
with the GM, it appeared that the owner would have a greater degree of influence or
control in management of the hotel and the GM. This situation would create a wider
gap between the regional/head office and the GM, while narrowing the gap between
the owner and the GM. Therefore, in this situation the relationship between the
owner and the operator might deviate from the relationship identified in the HMC,
and this supports Figure 2.11 in section 2.3.4.1.2. By the nature of the working
relationship of the three parties, the findings suggested that the co-ordination
between the owner and the GM is the key relationship for the successful operation of
a HMC because it would influence the overall characteristics of the working

relationship among three parties.

In addition, there is sufficient evidence to confirm that currently most of the owners
investigated have a high level of involvement in the operation and closely monitor
the operator. This situation implies that the owners are more sophisticated in the
hotel business than before as they might have more experience and knowledge in the
hotel business or recruit an experienced hospitality professional (i.e. owner

representative), to look after the hotel business on their behalf.
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5.2.5.2 Conclusion on research question 7

In conclusion, the findings confirm the roles, and the working relationship of the
three parties which were identified in previous studies. Thus, the findings also
confirm the characteristics of the working relationships as identified by Eyster
(1988a). The findings indicate that the hotel GM is the key person in running the

hotel property for both the owners and the hotel management companies.

However, there is an important difference, as the findings show that in Thailand the
institutional owners tend to work and to monitor the hotel operation closely, while in
the previous studies, Eyster (1988a) suggested that the institutional owners tended
not to get much involved in the operation. This might confirm that the general shift
of power, as discussed in section 2.3.1.3, had also occurred Thailand or reflect a
longer term desire to control properties directly. In the cases where the owners have
previous relevant experience and know the hotel business, it appears that they
actively monitor and control the operator. This might imply that today’s hotel
management companies would have a more difficult life than in the earlier years.
Moreover, there is strong evidence that the hotel management companies tend to be
more flexible when the owners are intentionally getting more involved in the hotel
operation, especially with regards to the operating and management policies. In
addition, both the owner and the hotel management company also clearly recognised

the negative effect of interference in day-to-day operations.

5.2.6 Control methods which are used in the operations of hotel management
contracts

This section will provide a discussion and conclusion on Research Question 8 ‘What

are the control methods which are used in the operation of hotel management

contracts?’.
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5.2.6.1 Discussion on research question 8

Although the previous studies have shed a little light on the control methods which
are used in the operations of HMCs (see section 2.3.4.2), the findings (see section
4.2.6) reveal that the control mechanisms specified in HMCs and other more
informal methods are evidently used by the owners to control the operator in the

operation of these HMCs.

In relation to the control mechanisms in the HMC, the findings suggest that Thai
owners use those mechanisms in the HMC which are principally the same as those
described in previous studies (see section 2.3.4.2). The hotel owners control the
operator through the provisions indicated in the contract document. Those
provisions contain several control methods including formal reporting, meetings,
achievement of the annual budget/gross operating profit, and performance

benchmarking/comparisons.

Under the provisions of financial and operational reports, formal written reports, in
the form of a full monthly report and a flash report (daily, weekly, or every two
weeks) are required by the owners. Apart from this, a formal meeting is periodically
(either monthly or quarterly) organised. The key purpose is to review the past
month/quarter performance, the future business, and any other relevant issues. Thus,
an informal meeting might also be organised to follow up and to discuss any issue
which might be arise during the month or quarter. These two methods are crucial for
the owners in controlling the behaviour of the operator, as they allow the owner to

examine and to make enquiries on the operator’s activities.

Since the bottom-line is crucial for the owners, the achievement of the annual budget,
as indicated in the contract provisions for operator performance standard, is a key
method of controlling the performance outcome of the operator. Another control
method is the use of performance benchmarking/comparison. This method aims to
examine the performance outcome of the operator by comparing this with the

outcome of competitor (i.e. similar) properties. In practice, both owners and
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operators select the members in the comparison set, and might also agree on the

target rank in the comparison set.

However, the findings reveal that not all of the properties use performance
comparison as a formal control method in the contract document. This will typically
occur where there are no other appropriate hotel properties in the area where the

hotel is situated.

Apart from the control mechanisms in the HMC, the findings reveal that there are
additional control methods which are informally used by the owners. For instance,
property visits/observation, in order to see what is actually happening in the property.
Collecting feedback from several sources (such as business partners, local
community, ex-staff, etc.) is also subjectively used to view the performance of the

operator.

5.2.6.2 Conclusion on research question 8

In conclusion, the findings reported here confirm the range and types of control
mechanisms used in HMC documents and other informal control methods which are
used by the owners to control the operator in the operation of the HMC. Although
the previous studies shed limited light on these, the findings suggest that Thai owners
will apply control mechanisms in the HMC, and that these are principally the same as
those described in previous studies (see section 2.3.4.2). Through the provisions that
indicated in the contract document, there are several control methods used such as
reporting, meetings, achievement of the annual budget/gross operating profit, and

performance benchmarking/comparison.
The findings extend the previous studies, by showing that informal control methods,

such as property visits/observation and collecting feedback from various sources, are

also evidently being used. In addition, this situation implies that the owners tend to
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actively control and monitor the operator through both formal methods (through

control mechanisms in the contract) and informal methods.

5.2.7 On-going issues in the operation of hotel management contracts

This section will illustrate a discussion and conclusion on Research Question 9

‘What are the on-going issues in the operation of hotel management contracts?’.

5.2.7.1 Discussion on research question 9

There is sufficient evidence to confirm that the degree of owners’ involvement in the
operation of HMCs evidenced in Thailand is greater than that reported in previous
studies. The findings (see section 4.2.5.2) indicate that Thai owners commonly
influence hotel operating policies through influencing the operating, replacement,
and capital improvement budgets. However, while owners will not get involved in
the day-to-day operations, they will typically be involved in selecting the GM and

some key hotel executives, such as the financial controller.

The findings (see section 4.2.7) reveal that the issues highlighted by respondents in
Thailand are likely to be the same as those reported in previous studies (see section
2.3.4.3), particularly in respect of budgeting. However, unlike previous studies, the
findings suggest that a number of additional issues arising during the operation of
HMCs, such as unexpected situations, disagreements, suspected mismanagement,

and the need for contract re-negotiation.

The findings confirmed that budgeting is always a key issue in the operation of
HMCs. On one hand, there is frequently an issue of ‘low-ball estimates’ from the
operators. On the other hand, the issue of over-budget estimated by the owner can

frequently arise.
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Each year this issue of the ‘correct’ level of revenue budget can create extensive
discussions between the owner and the operator, although, the findings suggest that
the owners tend to have the final say. In terms of capital expenditure, while there is a
reserve of capital expenditure (a specific amount of percentage on the total revenue),
the findings suggest that the operators are not allowed to spend this freely. The
operators need to justify the need as well as the cost. Most of the proposed items
must be approved by the owners, and the findings suggest that not all of the proposed

items will be approved.

The capital expenditure budget is approved at the beginning of the agreed fiscal year.
However, during the fiscal year, the need and priority for items might change so that
the flexibility in the use of capital expenditure is needed. In addition, the findings
also confirm that today owners tend to have a greater control over the budget and the
spending of capital expenditure. In budgeting and capital expenditure, the findings
suggest that trust towards the operator might play an important role. This implies
that the more positive a performance record by the operator in the past, the higher the

level of trust.

With regard to the issue of disagreement, the findings suggest that owner/operator
disagreements, while quite common, typically only involve minor issues. These
minor disagreements might come from holding a different point of view. Thus, there
may be conflict over a particular corporate policy that affects the benefit of each
party (e.g. change of operator’s service standard will increase the hotel owner’s

expense).

The findings indicate that conducting rational discussions is key to resolving these
types of issues and to reaching mutual agreement. In addition, the findings suggest
that a strong disagreement rarely happens in Thailand because of the cultural

characteristics of Thais (which is always to try to find a way of compromising).

With respect to the issue of mismanagement, the findings reveal that this issue could

happen anywhere, especially on the issue of using the hotel for personal benefit.
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However, the findings suggest that the owners tended to overlook this issue as long
as it was not too serious, the operator could deliver the promised budget, and the

business performance is good.

Although it is rare, in some case, there is an issue of the need for contract
renegotiation. The findings suggest that there might be a need to renegotiate some
terms or conditions in the HMC, such as fees or the amount of percentage of capital
expenditure reserve. This is because those terms and conditions, which had been put
in the contract at a time of signing, might not be practical at the present time. For
instance, in a situation where there is a need to spend a large amount of money on the

room renovation.

The findings reveal that the issue of having to deal with an unexpected situation
might occur during the operation of a HMC, such as Tsunami or SARS, both of
which occurred recently in Thailand. Each incident might provide both negative and
positive effects for a specific property. The findings suggest that in cases where
unexpected incidents have a negative effect, both the owner and the operator would
suffer. This implies the existence of overlapping goals. In order to resolve the
situation, the findings suggest that team-working by both the hotel owner and the
hotel management company is crucial. The cost reduction would be a priority for
ensuring business survival, however, perhaps surprisingly, a staff reduction policy
was not typically used. After having been through such a difficult period together
brought on by an unexpected situation, the relationship between the owner and the
operator can be made much stronger, particularly where team-working and sincerity

was shown in resolving the situation.

5.2.7.2 Conclusion on research question 9
The findings confirm that the owners’ involvement in the hotel operation in Thailand

is greater than historically reported elsewhere. Although the previous studies shed

little light on specific details, the findings here indicate that budgeting is a key issue
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in the operation of a HMC. Furthermore, apart from the issue of budgeting, the
findings extend the previous studies by showing that in Thailand there were more
issues evident in the on-going contract operation such as disagreements,

mismanagement, and the impact of unexpected situations.

The cultural characteristics of Thais might provide a positive influence in the
operations as the findings suggest that strong disagreements rarely happened. As the
owners tend to be more involved and to have a bigger say (or even to have a final
say) in issues that may arise in the operation, this implies that the owners tend to be
more actively involved and to have a greater control in the operations of HMCs than

has been the traditional case with HMCs.

5.3 Overall conclusions of the research

In conclusion, as mentioned in section 1.3, there are two objectives for this research.

A conclusion will be drawn around each research objective.

5.3.1 First research objective

The first research objective concerns the application of agency theory and its value to
HMCs. The attempt of this research is to gain an understanding of the nature of the
relationship between the hotel owner (as the principal) and the hotel management
company (as the professional agent) in HMCs for addressing the research problem of
‘the extent to which the agency theory is a useful lens to examine the nature of the
relationship of the hotel owner and the hotel management company in hotel
management contracts’. From the discussion in section 5.1, there is strong evidence
to suggest that agency theory can be a useful theory to examine the relationship of
the hotel owner and the hotel management company in the HMC. This is because
the theory can be used to identify the nature of the relationship between the hotel
owner and the hotel management company and to suggest the appropriate control

methods to be used in the operation.
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With regards to the nature of the agency relationship and the associated agency
problems present in HMC:s (see section 5.1.1), the findings confirm that the
characteristics of the principal/professional relationship are broadly represented in
the relationship between the hotel owner and the hotel management company in
HMCs. These are mainly evidenced in the problem domain and the key idea, the

information assumption, and the contracting problem.

With respect to the problem domain and the key idea, the findings suggested that
hotel owners and hotel management companies engage in a knowledge-intensive task
and they have differing risk preferences and partly conflicting goals. Thus, there is
an attempt by hotel owners in addressing the problem of knowledge asymmetry. On
the information assumption, the findings suggested that the specific knowledge and
know-how (as esoteric knowledge) of each hotel management company (i.e. brand
reputation and image, marketing distribution channels toward a particular market,
operational how-how) is incomplete in the market. Thus, hotel owners might not be
able to sort out the true contribution of their operators in achieving the observed
outcome. Finally, regarding the contracting problem, the findings revealed that it is
difficult for hotel owners to observe and to control the behaviour and the true
contribution of hotel management companies. Therefore, this implies that hotel
management companies tend to have indeterminacy and opacity of behaviour as they

tend to have more autonomy and/or the specialised knowledge to perform the task.

However, the findings clearly suggest the distinct characteristic of the hotel owner
and the hotel management company were highlighted in the human assumption, the

organisation assumption and the oversight assumption.

In terms of the human assumption, there is a mix of characteristics of the
principal/professional relationship and characteristics of the principal/manager
relationship in the relationship of the hotel owner and the hotel management
company under HMCs. The findings clearly confirm that the motive of the hotel
management company (as the agent) is driven by mixed motive (self-interest and

altruism), which is the characteristic of principal/professional relationship. However,
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the findings also confirm that the issue of risk aversity (as a characteristic of the
principal/manager relationship) is clearly represented in the relationship between the
hotel owner and the hotel management company under HMCs. Therefore, this might
make the relationship between the hotel owner and the hotel management company
under HMCs differ from the characteristics of the pure principal/professional

relationship.

Nonetheless, the first unique point in the relationship between hotel owners and hotel
management companies under HMCs concerns the issue of social embeddedness and
individual autonomy. Both issues are represented in the relationship. The social
embeddedness is represented in the relationship where hotel owners and hotel GMs
work closely. This is because there are a number of activities that create social
interaction between them such as consultation, and involvement in the hotel
operation. Thus, in most cases, hotel GMs need to adjust to the working culture of
hotel owners. In contrast, where hotel owners and their hotel GMs have loose co-
ordination, hotel owners tend to focus only on the bottom-line, not on the operation
of their hotel (both macro and micro aspect). This is because hotel owners might
have too many businesses and no interest in the hotel operation. In this situation
there is little or no social interaction between them. Therefore, this implies that the

individual autonomy of the operator (as agent) is presented in the relationship.

Regarding the organisational assumption, there might be a mix of characteristics of
the principal/professional relationship and characteristics of the principal/manager
relationship in the relationship of the hotel owner and the hotel management
company under HMCs. This is because there are a couple of ambiguous points in the
relationship between hotel owners and hotel management companies under HMCs.
First, in relation to the distinctive characteristic of the principal/professional
relationship, the problem of power asymmetry which favours the operator is still
ambiguous. In relation to this, the level of knowledge and experience in hotel
business of hotel owners might be the key. This is because if the hotel owner (as the
principal) know ‘the game’, the knowledge gap is narrow, meaning that hotel owners

could have better control and it is unlikely for their operators (as the professional
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agency) to be favoured (even though there is knowledge asymmetry). However,
when the knowledge gap between hotel owners and their operators is wider, the

opposite situation might occur.

The last point concerns being an active owner who co-produces the service or being
a passive owner who delegates a task to the agent. Both types of owner are
represented in the relationship between hotel owners and hotel management
companies under HMCs. Where hotel owners work closely with their GMs and get
involved in general policy and strategic management of the hotel property, this
situation creates a great deal of consultation and interaction between the owner (as
the principal) and the operator (as the professional agent). This implies that there is
co-production of service and hotel owners tend not to be passive. In contrast, where
hotel owners are not interested in the hotel operations and focus only on the bottom-
line, they are absent from the routine hotel operations at both a macro and a micro
level. In this situation, there is limited or no consultation and interaction between the

owner and the operator. This situation implies that hotel owners tend to be passive.

Regarding the oversight assumption, the findings revealed that although the use of
control mechanisms is specified in HMCs and other more informal methods (e.g.
organisational/corporate-based control), the use of a community of peers (in form of
performance comparison/benchmarking among selective members) has been
emphasised by hotel owners and their operators and it enhances the effectiveness of

controlling the operator.

In this context, it is clearly suggested that the characteristics of the
principal/professional relationship (rather than the characteristics of the
principal/manager relationship) tend to be represented in the relationship between the
hotel owner and the hotel management company under the HMC. Moreover, it is
important to note that neither the principal/professional relationship nor the
principal/manager relationship fully captures the characteristics of the relationship
between the hotel owner and the hotel management company under the HMC, which

is effectively a hybrid of the two types of agency relationships (see Table 5.2). This
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would represent a uniqueness of the type of agency relationship between the hotel

owner and the hotel management company under the HMC.

Hotel management contract as a hybrid agency relationship

Principal — professional (P/P)
agency characteristics

Shared agency characteristics
(P/P and O/'M)

» Engage in knowledge intensive
task

¢ Mixed motive of professional
agent (altruism and self-interest)

¢ Incomplete market for esoteric
knowledge of the professional
agent

Social embeddedness or individual

autonomy

Co-production of service or being a

passive owner

Power asymmetry in favour of

professional agent which arise from the
knowledge asymmetry

Oversight by a mixed of the community of

peers and corporate control

Owner-manager (O/M)
agency characteristics

¢ Risk aversion

» Owner/Manager

Principal/Professional <

e Inactive hotel owner
o Low level of hotel business
knowledge and experience

e Active hotel owner
¢ High level of hotel business
knowledge and experience

Hotel owner characteristics

Figure 5.2: A hybrid of the two types of agency relationships of the hotel owner and
the hotel management company under the hotel management contract

Additionally, regarding the hybrid of the two types of agency relationships in the

relationship between the hotel owner and the hotel management company in the

HMC (see Figure 5.2 above), although there is a presence of the characteristics of the

owner-manger relationship (i.e. risk aversion), the characteristics of the

principal/professional agency (i.e. engaging in knowledge intensive task, mixed

motive between altruism and self-interest of professional agent, incomplete market

for esoteric knowledge of the professional agent) are broadly present. This implies
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that the overall nature of the relationship between the hotel owner and the hotel
management company in the HMC tends to be best characterised as that of the

principal-professional relationship rather than the owner-manager relationship.

Nonetheless, it is important to note that the level of hotel business knowledge or
experience and the level of hotel operational involvement of the hotel owner (as the
principal) are the key factors to indicate the true nature of the particular relationship
with the hotel management company under the HMC. This is because the
characteristics of hotel owner would clarify shared agency characteristics, whether
the relationship tends to be more the principal-professional relationship or vice versa.
In other words, the lower level of hotel business knowledge or experience and the
lower level of hotel operational involvement of the hotel owner, the more likely the
principal-professional relationship will be evidenced (due to the issue of social

embeddedness and co-production of service).

In relation to this, by its very nature, hotel owners (as principals) and hotel
management companies (as agents) engage in a knowledge intensive task (in which
agents possess a specific knowledge/know-how and could normally be a dominant
party in the relationship), here the power tends to be in balance and, perhaps, might
lie more towards the hotel owner’s hand as the hotel management company’s
contract can be terminated if there is failure or they behave inappropriately. This
implies that hotel management companies might now face a much tougher period in
operating HMCs, especially when they are working with those owners who have a

high level of hotel business experience and knowledge.

With respect to the restraint against agent opportunism in HMCs (see section 5.1.2),
there is sufficient evidence to believe that the traditional control approach (outcome
and behaviour control) could possibly be used to control hotel management
companies (as the agents) in HMCs. However, both control approaches might not be
fully effective in controlling hotel management companies; although outcome control
tends to be given priority. There is sufficient evidence to suggest that additional

control approaches (e.g. self-control, bureaucratic control, community control, and
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client control) might be needed as these could be used to foster the confidence and
effectiveness in controlling the hotel management company (as the professional

agent).

Regarding the use of traditional control approaches in the relationship between the
hotel owner and the hotel management company under HMCs, there is sufficient
evidence to confirm that, firstly, with regard to traditional control approaches (i.e.
outcome and behaviour control), the use of these in the context of HMCs is in line
with that of previous studies and they are evident in both the contractual and
operational aspects of HMCs. However, both outcome and behaviour control might
not be fully effective in controlling the hotel management company. Secondly,
regarding the variables which influence the suitability of control approach, outcome
control tends to be priority in the use of HMC:s as the task programmability tends to
be low, agents are clearly risk-averse, there is a problem of information asymmetry
in the relationship, the length of the agency relationship tends to be long; and the

degree of competition in the international hotel business is high.

In exploring the use of traditional control (outcome and behaviour control) in HMCs,
the findings suggested that the use of outcome and behaviour control in the context
of HMC:s is in line with the previous studies. The use of outcome control could
transfer risk to the agent and could co-align the goals of the agent with the principal.
The security of tenure will be at risk because hotel management companies (as the
operator) can have their contracts terminated by hotel owners if there is failure to
achieve the promised outcome. Thus, the income of the operator could be at risk as
the incentive fee (which is the main portion of the management fee) depends on the
achievement of GOP level. In other words, the more gross operating profit (GOP)
the operator makes, the higher the incentive fee the operator could gain. In relation
to this, it is important to note that agents might seek opportunities to reduce risk by
acting in ways that a minimum level of outcome is achieved, rather than to seek
opportunities that may be the best interest of the principal. There might be an issue
of low ball by operators (i.e. the proposed budget is set too low when it is possible to

make more profit) in HMCs. This is because without achievement of the
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performance standard/outcome, there is a risk that the operator could be terminated

because this failure is tied to the termination clause.

The use of behaviour control could verify a suspect behaviour or reduce an unwanted
behaviour of the agent. Installation of information systems could reveal what the
operator is doing in the operation of HMCs. This would allow hotel owners (as the
principals) to update the current situation of their hotel property and the performance
of their operators (as the agents); and also allow them to search for more details on
the hotel operation when necessary (or if there is suspect behaviour). Moreover, the
use of behaviour control could result in higher quality settlements and better
collaborative effort by the principal and the agent (due to the volume and frequency
of information sharing). In HMCs, a periodic reporting and meetings could increase
the frequency of interaction and communication between hotel owners and hotel
management companies. These allow hotel owners to keep updated on the current
situation of their hotel property (the performance of the operator), and to enquire
about or to discuss any issues that may arise (not only the business performance, but

also the suspected behaviour).

However, there is sufficient evidence to believe that the application of both
behaviour and outcome control (as traditional control approach in agency
relationship of owner-manager) might not be fully effective in controlling the hotel
management company. First, in monitoring performance, hotel owners might have
difficulty judging the true or quality of outcome of their operators (who possess the
specific skills and technical knowledge and might be considered as professional
agent). The achievement of the agreed level of GOP is one of the key performance
indicators which is typically used. However, in controlling performance of the
operator, the achievement of the agreed level of GOP only might not be enough to
judge the true performance of the operator. This is because the achievement of
agreed level of GOP might not indicate where the hotel unit is or how well the
operator is performing in a specific location/area. In other words, the agreed level of

GOP on its own might not relate to the actual business situation or potential which
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the hotel unit could possibly achieve. Therefore, in this context, the outcome control

might be only partially effective in controlling.

Second, due to the nature of the task, hotel owners might have difficulty in
monitoring their operators as they are not be able to completely verify what operators
are doing in the hotel operation. Typically, hotel owners could get involved in
various key areas of the hotel operation, such as budgeting and the selection of key
hotel executives (e.g. hotel GM, financial controller). However, hotel owners will
not get involved in the day-to-day operation of the hotel (due to the nature of the
tasks and/or level of hotel business knowledge possessed by the hotel owner), so that
hotel management companies could run the property as they see fit. In this situation,
there would be an opportunity for the occurrence of moral hazard. In this context,
the control of behaviour could not be fully effective in controlling operators in

HMCs.

In examining the variables which influence the suitability of control approach in the
use of HMCs, the findings clearly suggest that the task programmability tends to be
low, agents are clearly risk-averse, there is a problem of information asymmetry in
the relationship and the degree of competition in the international hotel business is
high. In relation to this, these variables would positively relate to outcome-based
control. In this context, it implies that the outcome-based control could possibly be a
priority in the relationship between the hotel owner and the hotel management
company. This is because first, hotel owners (as the principals) are commonly the
primary risk bearer; the failure of the project will affect their wealth but will not ffect
the wealth of hotel management companies (as the agents) who commonly have no
equity participation and no business risk in the project. Second, hotel owners are
normally not able to specify the behaviour of the operator in advance in order to
achieve the outcome; while the operators tend to have more autonomy and/or the
specialised knowledge to perform the task. Third, it is difficult for hotel owners to
ascertain what their hotel management companies are doing and how well they have
performed, as the information systems are unable to reveal all of the agent’s

behaviour to the principal. Fourth, due to the high degree of competition, in order to
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win the deal for managing a property, hotel management companies might offer their
services for a smaller reward, offer a revenue guarantee, or have a greater willingness

to accept an outcome-based control.

In addition, although the length of the agency relationship tends to be long, it might
not have any influence in the selection or suitability of the control approach in the
relationship between the hotel owner and the hotel management company under the
HMC. This might also be a unique characteristic of the relationship between the
hotel owner and the hotel management company. In previous studies, when the
principal and the agent engage or intend to be in a long-term relationship, it is likely
that they will emphasise on the behaviour-based control (Shapiro, 2005; Stroth et al,
1996, Eisenhardt, 1989; Lambert, 1983). However, in the context of HMCs, there is
sufficient evidence to suggest that although both the hotel owner and the hotel
management company tend to be in a long-term relationship, it is likely that

outcome-based control tends to be emphasised.

With regards to the additional control approaches for controlling professional agents
(i.e. self-control, bureaucratic control, community control, and client control), there
is enough evidence to suggest that the use of additional control approaches for
controlling professional agents in the context of HMCs is mainly in line with the
previous studies and they are evident in both contractual and operational aspect of
HMCs. Thus, there is sufficient evidence to confirm that these control approaches
can be used to fostering confidence and effectiveness in controlling the hotel

management company (as the professional agent).

In terms of self-control, the findings reveal that it could enhance the performance of
the operator. Without involvement in the day-to-day operation and allowing
operators to control themselves, hotel owners rely on the trustworthiness and
goodwill of the operator to perform this task. In this context, it implies that giving
freedom to the hotel management company in running the hotel property provides a
positive impact. This is not only to reduce the confusion and problems in the

operation, but also to enhance the motivation of operators (especially hotel GMs) to
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perform their task. In other words, a high degree of trust is likely to strengthen the
presumed altruistic orientation of professionals and further constrain their
opportunistic inclination in the relationship. Moreover, the findings confirm that
being proactive or excessive attempts to control by the principal might end up
creating a negative effect. Too much involvement of the hotel owner might de-
motivate the operator, especially the hotel GM, and might cause more problems in

the operation.

With regard to community control, the findings confirm that it could enhance the
effectiveness in controlling the operator. In monitoring performance, the use of
performance comparison/benchmarking with selected members in a comparison set
(as community control) would enhance the effectiveness in controlling the
performance of the operator, and illustrates whether a particular agent failed or
succeed because of opportunistic/appropriate behaviour, managerial (in)competence,
or factors beyond anyone’s control. In controlling performance of the operator, the
achievement of the agreed level of GOP might not be enough to judge the true
performance of the operator, because it might not indicate where the hotel unit are or
how well the operator is performing in the specific location/area. In other words, the
agreed level of GOP alone might not relate to the actual business situation or
potential which the hotel unit could achieve. In this context, the use of performance
comparison/benchmarking with the selected members in the comparison set (as
community control) allows hotel owners to see how good the performance of their

hotel management company is in comparison with the selected competitors.

Nonetheless, it is also important to note that the application of community control in
the context of HMCs differs from Sharma (1997) as there is no formal organisation
(1.e. professional body) of the community of the hotel management companies to
determine and enforce the standard of professional work via a code of ethics, etc. In
the HMC, a selection of members are formed into a community of hotel management
companies for comparison purposes, to control the performance of the specific hotel

management company. In relation to this, a performance (RevPar) comparison of the
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selective hotel properties (of the other hotel management companies) is commonly

used.

With respect to bureaucratic control, the findings reveal that it could enhance the
effectiveness in controlling the operator as it is unlikely that professional agents
behave opportunistically when they are monitored by their professional peers
through systematic internal controls, or informal oversight by knowledgeable peers
and superiors inside the professional firm. By the nature of the operation of the
HMC, hotel owners typically will not get involved in the day-to-day operation. In
this situation, hotel owners are unable to verify how operators (especially the hotel
GM) perform the task; this would be a gap for the occurrence of moral hazard. In
relation to this, there is an internal control mechanism within the hotel management
company, especially in respect of the relationship between the head/regional office
and the GM. These control methods are used by the head/regional office to control
their GMs, not only on financial performance and operational efficiency but also
transparency. These include reporting, hotel property audit, and visits by
head/regional executives. In this context, as the GM is a key person in operating the
hotel property, the performance of the GM might affect the security of the HMC and
the actual reputation of the hotel management company. To allow monitoring via
professional peers (hierarchy internal control) might be effective in monitoring the
hotel GM’s performance. Consequently, hotel owners could possibly rely on this to

indirectly control their hotel GM in the area where the behaviour cannot be verified.

Regarding client control, the findings reveal that it could be used to foster confidence
and effectiveness in controlling the operator. For example, with access to and the
support of an owner representative, the effectiveness of owner control is greatly
improved. This is because the hotel business sophisticated owner representative
knows the game, what needs to be done, how to control and measure the outcome,
and perhaps how to verify the behaviour of the operator. This situation implies that
to hire/obtain a specialist who understands the business of external agents could be a
solution to the problem of knowledge asymmetry, as it enables the principal to obtain

a sufficient knowledge to control the professional agent.
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With the use of informal periodic reports and meetings, this allows hotel owners to
update the current situation of their hotel property not only at the end of the
month/quarter but also at anytime during the month/quarter. There is also an
opportunity to enquire about or to discuss any issues that may arise (not only
regarding business performance, but also suspected behaviour). In addition, there is
sufficient evidence that collecting feedback from external sources such as friends,
business partners, or publications; could also be crucial information in order to
informally control the operator. This kind of information would provide a subjective
view regarding the quality of service and reputation of the hotel unit. This situation
implies that while hotel owners could possibly obtain more information regarding
their hotel operation, they have become proactive in controlling their operators.
Hotel owners (not only those sophisticated in the hotel business, but also those who
lack knowledge) seek to actively monitor and control the performance of hotel

management companies.

In relation to this, it is clearly suggested that in the use of HMCs, apart from
traditional control approaches (i.e. outcome and behaviour control), additional
control approaches for controlling professional agents (i.e. self-control, bureaucratic

control, community control, and client control) might be needed.

Regarding the performance monitoring, hotel owners might have difficulty judging
the true or quality of outcome of their operators (who possess the specific skills and
technical knowledge and might be considered as the professional agents). The
achievement of the agreed level of GOP is one of key performance indicators which
is typically used (this can be referred to the use of outcome control). However, in
controlling the performance of the operator, only the achievement of the agreed level
of GOP might not be enough to judge the true performance of the operator. This is
because the achievement of the agreed level of GOP might not indicate where the
hotel unit are or how well the operator is performing in the specific location/area. In
this context, the use of performance comparison/benchmarking with the selected

members in the comparison set (as community control) would enhance the
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opportunistically when they are monitored by their professional peers through
systematic internal controls or informal oversight by knowledgeable peers and
superiors inside the professional firm. Consequently, hotel owners could possibly
rely on the internal control mechanism of hotel management companies (through the
use of bureaucratic controls) to indirectly control their hotel GMs in areas where
their behaviour cannot be verified. Lastly, the use of client control could be used to
foster confidence and effectiveness in controlling the operator. Particularly, in a
situation where there is an employment of the hotel business sophisticated owner
representative, with access to and the support of an owner representative, the
effectiveness of owner control is greatly improved. This could also be a solution to
the problem of knowledge asymmetry, as it enables the principal to obtain sufficient

knowledge to control the professional agent.

Therefore, in this context, it implies that the hotel management company (as the
professional agent) is less likely to behave opportunistically when the hotel owner
(as the principal) uses additional control approaches (i.e. self-control, bureaucratic
control, community control, and client control) in combination with traditional
control approaches (i.e. behaviour control and outcome control). In addition, those
control approaches could be applied within two key aspects, contractual and

operational.

5.3.2 Second research objective

The second research objective concerns issues associated with the use of HMCs in
Thailand. In attempting to gain a better picture and to understand the nature of the
use of HMCs in Thailand, this research addressed the secondary research problem of
establishing ‘the extent to which the nature and associated issues of hotel
management contracts in Thailand are similar to those identified in previous
research’. From the discussion (see section 5.2), there is strong evidence that the
natu