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Personal view

In 1945, the primary sector of the uk economy (agri-
culture, extraction of coal, ores etc.,) was already 
in decline. Manufacturing (the secondary sector) 

accounted for 60 percent of uk gdp and the service 
sector took up the remaining 20 percent. Today, well 
into the fi rst decade of the new millennium, services 
account for almost 66 percent of all economic activity 
(and are still growing), manufacturing has reduced to 
around 20 percent, the primary sector continues to 
shrink into insignifi cance. 

Like the rest of the western economies, the uk
became a post-industrial economy. At least 69 percent 
of our employed population is engaged in the deliv-
ery of services and there is therefore a high probabil-
ity that new entrants to the labour market will fi nd 
employment in one of the many divi-
sions of this sector.

The leisure and hospitality sectors 
have experienced over 10 years of 
exponential growth fuelled by our, in 
the main, increasingly more affl uent 
society where eating and drinking (as 
well as staying) away from home has more than dou-
bled and where, for instance, health and fi tness club 
membership now stands at well over 2,000,000.

The very particular 
nature of services

When we think of perishability, we tend to think of 
food—limp lettuce, sour cream, commodities past their 
sell by date—however, all services automatically have 

their sell by dates and time for consumption. That seat 
unoccupied on today’s fl ight to Los Angeles, a hotel 
bedroom unoccupied tonight, that un-let squash court 
10–11 this morning, six theatre tickets which failed to 
sell last night; all these service opportunities have per-
ished as they cannot now be sold, the opportunity is 
lost. No revenue is gained and the available resource 
underutilised. What a waste!

This perishable nature of services often leads to 
cheap price offers to ‘shift’ spare capacity. Who has 
not travelled off-peak on a train? We have all fl own at 
‘stand-by’ rates (as a student it is often the only way 
to travel). After all, for the service provider, it may be 
better to collect 50 percent or even 10 percent of the 
published fare rather than have no fare at all and thus 

a perished opportunity to sell. Low-cost airlines have 
developed such skill in the application of yield man-
agement practices that they often sell up to 70 percent 
of their available capacity at the low prices listed.

I spent over three years helping to ‘fi ll’ or achieve 
100 percent occupancy at a 1,000-bedroom four-star 
West End hotel (we managed an annual average of 
86 percent). This experience showed that demand 
followed weekly patterns, seasonal patterns, user-sec-
tor patterns and special event demand, as well as the 
underlying trend. All the components were there for 
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time series analysis. 
Experience showed that some aspects of demand are 

predictable; many business travellers arrived Monday 
and checked out Friday. This left weekends free for 
leisure stayers, a market which has grown signifi cantly 
with many customers taking two, three or even fi ve 
weekend breaks per year. These can be for retail thera-
py, sight-seeing or any one of a range of special events 
specially constructed to stimulate accommodation 
demand. From education at leisure e.g. Improve your 
Bridge, Art appreciation, Gourmet pleasures and Music 
at leisure. What was originally termed ‘in-fi ll market-
ing’ via bargain (or highly discounted) breaks has 
developed into a much more sophisticated offering.

Occupancy, a hotelier’s preoccupation, is normally 
measured over the period of one week. Therefore, a 
200-room hotel would achieve 100 percent occupancy 
if all 1,400 available rooms were let in one week. This 
is very diffi cult to achieve, as most hotels experience 
low demand for rooms on Sunday nights and often 
run at half empty or less. On the other hand, there 
are many occasions when all available facilities are 

booked months in advance and, as capacity is fi xed, 
demand has to be turned down or referred to other 
hotels, preferably in the same group. To further frus-
trate, late cancellation and ‘non arrivals’ or ‘no shows’ 
can infuriate as it is often diffi cult to relet at short 
notice. To overcome the ‘non arrival’ wasted-resource 
problem, many hoteliers and other service operators 
adopt over-booking policies. In recent years, the abil-
ity to secure pre-payment via credit cards has much 
reduced this diffi culty. Records are kept of this referred 
demand and can be used to support fi nancial feasibil-
ity studies which justify the extension of capacity by 
building more rooms. 

We lose the plot, or the dollar
At the beginning of the new millennium, the uk hotel 
and leisure sector had enjoyed a decade of unprec-
edented growth from an increasingly affl uent society. 
Without warning, a series of factors seriously disrupted 
this booming demand and the industry entered one 
of the most diffi cult trading environments it has ever 
experienced.

1 It started with cyclical downturn in the us
economy at the end of the Clinton era. As the us
economy is a major driver of uk hotel and other 
service demand this started the downturn.

2 Then the uk experienced a huge outbreak of 
foot-and-mouth disease, there was world-wide 
distribution of pictures of animals being craned 
into burning pits. This not only created travel 
restrictions but also the images significantly 
deterred uk internal tourism as well as putting off 
incoming tourists.

3 Almost immediately following the terrorist atrocity 
of 11 September 2001 in New York demand for 
travel and accommodation slumped. 

4 Finally it culminated in the outbreak of sars. This 
pneumonia-like virus killed 774 people around the 
world and infected more than 8,000, created panic, 
devastated economies and crippled the travel 
industry for months. This news became the leader 
on broadcasts around the world.

Probably one of the most poignant and bitter sum-
maries of this period was made by Guy Hands when 

he said ‘All we now need is a plague 
of frogs’. His company Nomura lost 
the £213 million it had invested in 
a £2.3bn leveraged acquisition of Le 
Meridien Hotels (137 hotels and a well 
known global brand) and the chain is 
currently being ‘refi nanced’. The Le 

Meridien deal is regarded as one of Britain’s highest 
profi le investment disasters.

Not only hotels and travel operators lost out in this 
most diffi cult trading environment. London’s thea-
tres, museums, galleries and restaurants all reported 
a marked downturn in their volume of trade, some 
were forced into receivership. All sorts of retailers 
suffered—Harrods, Aspreys, Fortnum & Mason are all 
highly dependent on tourism, and in particular on the 
American $. 

Visitors to the uk fell from 25.7 million in 1998
to 24.2 million in 2002. The amount spent by these 
visitors dropped from £12.6 billion to £11.7 billion 
respectively. Although us visitors are still our largest 
source, they dropped from a peak of 4.1 million people 
in 2000 to 3.6 million by 2002. By way of contrast, 
almost 60 million uk residents travelled abroad in 
2002 spending some £27 million.

Terrorism and security will continue to be major 
issues; consider the media blitz surrounding sky mar-
shals and fl ight cancellations attributed to potential 
terrorist activity. Another event similar to 9/11 would 
destabilise the world travel markets, slashing demand. 
sars is still prevalent in China, will it be contained 

over-booking policies. In recent years, the ability 
to secure pre-payment via credit cards has much 
reduced this difficulty
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and eradicated? Are there yet more global epidemics 
in the offi ng? 

Past experience has shown that there is often 
a ‘bounce-back effect’ as deferred 
demand is taken up in succeeding 
years. Certainly the downturn in 
tourism attributed to the 1991 Gulf 
War, where there was a drop of over 
10 percent in us demand, was more 
than compensated for by increases in 
1992 and 1993. Already, unratifi ed incoming tourism 
fi gures into the uk are showing encouraging growth 
for 2003. 

The cost structure 
of service industries.

Our hotel may have fully occupied but could we afford 
to sell at that price? In the 1980s and 1990s, due to 
over-supply, many us hotels were said to be taking 
part in a ‘profi tless prosperity syndrome’. Their houses 
were full to capacity but little if anything was coming 
through to the bottom-line. In other words they were 
being ‘busy fools’. 

The marginal cost of sales (i.e. that cost which is 
incurred only when a sale is made) is generally low 
for services but you must get it right. How much did it 
cost you to let that squash court 9-10? Maybe energy 
cost if the court is individually lighted and the cost of 
hot water for the shower. To let a room tonight, it’s 

the cost of laundry and disposables between £5 and 
£30 dependant on market level (from zero star to fi ve 
stars) 

Many hotels break-even on published room rate 
(rack rate) at around 30–40 percent occupancy. 
However rates often have to be adjusted downwards 
eg for tourist markets which are only prepared to pay 
lowest prices or simply to stimulate demand when lit-
tle or none is forecast. It is easy to see how the pricing 
treadmill can operate. You’ll often fi nd hotels listed 
in the national press which are letting their rooms at 
a zero selling price with the proviso that the guests 
takes breakfast and dinner from which some profi t can 
be made. 

Such hotels like many small, often unaffi liated, 

service business are said to be marginal. They move 
from profi t to loss throughout the week and season 
(many close in the off-season). Often owners and their 

families live on site taking outside work. At the other 
end of the scale, the major global brands mostly enjoy 
high occupancy at high average achieved room rate 
(aarr) and thus could command almost super-nor-
mal profi tability because of the exponential nature 
of profi tability past break-even. These profi ts can be 
ploughed back maintaining the brand quality, improv-
ing its global distribution fulfi lling the needs of all of 
its stakeholders. 

By contrast the marginal hotel or other service busi-
ness sees little if any investment and starts to fl ake and 
curl-up at the edges thus further reducing demand. 
One commentator has stated that a worryingly large 
number of unaffi liated hotels are degenerating into 
slums. It is a truism in the industry that it is under-
demolished, but when will the bulldozers arrive? 
Some traditional sea side resorts have completely de-
seasonalised their businesses by building conference 
and convention centres, Bournemouth, Blackpool and 
Brighton are all busier in the winter than during the 
bucket and spade summer season.

Predictably Stelios Haji-Ioannou, 
founder of EasyJet, the low cost airline, 
is currently developing EasyHotels 
where he is reducing the cost of sale of 
a hotel room for his EasyDorm brand 
by creating small cubicles with dispos-
able bedding at a cost lower than tra-

ditional laundry and replacement and lower per room 
capital costs than is currently being achieved

There are certain preconditions: 
 Perishable inventory and demand fluctuation
 High fixed or sunk costs
 Fixed capacity either overall or in the short term
 Advance purchase of the service.

Wanted: capital resources 
There is a long standing rule of thumb for the hotel 
industry known as the Hubbard formula. This suggests 
that every £1,000 invested in building a room should 
represent £1 on the net room rate. For example, a 40–

In the 1980s and 1990s, due to over-supply, 
many US hotels were said to be taking part in a 
‘profitless prosperity syndrome

one of the most poignant and bitter summaries one of the most poignant and bitter summaries 
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50 room extension to the Savoy Hotel, for which there 
is planning permission, would cost £350,000–450,000
therefore rooms would need to sell at £350–450 + vat. 
By comparison a typical Post House type operation 
would cost £100,000–150,000 per room to build. 

The 1,000 or so budget hotels which have sprung 
up along the roadsides, in the suburbs and in major 
city centres over the last 10 years have cost £30,000/
50,000/70,000 per room, dependent on site cost. So 
they can readily achieve high occupancies at room 
rates £40–80 plus tax. They more than meeting the 
rules of the formula and are seen as 
‘nice little earners’ by the major opera-
tors who are investing in their rapid 
growth.

It is the signifi cance of the size of the 
investment requirement which leads 
to a range of ‘ownership’ modes to operate in many of 
these industries. In hotels for example, Holiday Inns 
may operate over 2,500 hotels worldwide but actually 
only own, in the sense of freehold, less than 50 hotels. 
Many of the others are operated under a management 
contract on behalf of banks, pension funds and others 
with interest in long-term capital accrual. In addi-
tion to the increase in the property value, the owners 
receive rents and a share of the annual profi ts. 

It is therefore in their interests that the property 
achieves maximum occupancies at best room rates as 
it is for other owners who operate their hotels under 
the Holiday Inn franchise. Freed from tying up their 
capital resources the hotel companies are able expand 
rapidly, often by acquisition and to achieve representa-
tion in countries where incoming capital investment is 
considered too risky. 

For example in August 2002, Hilton Hotels sold and 
leased-back ten of its uk hotels (2,043 rooms) to the 
Bank of Scotland for £336 million. This capital release 
helped it to acquire signifi cant presence in Scandinavia 
by acquiring the 154 hotel Scandic Hotels for £618 mil-
lion. This purchase, in turn, will be resold and leased 
back or securitised to long-term investors thus helping 
to achieve Hilton’s stated ambition to be the world’s 
largest chain.

Consolidation and the 
emerging global brands.

All service sector industries are going through a 
period of polarisation, often not just nationally but 
internationally. Consider food retail where Tesco and 
Sainsbury are not only annually increasing their mar-
ket share in the uk but are also developing interna-

tional profi les. The world’s largest company Wal-Mart 
has taken signifi cant market share in many countries 
including 16 percent of the uk market through its 
purchase of asda. 

The polarised model of these industries projects a 
future of increasing large groups (including consortia) 
and a myriad, gradually declining, of small inde-
pendent or unaffi liated outlets. The middle-ground 
previously occupied by medium-sized, often regional, 
groups will disappear entirely as it is no longer a fi nan-
cially tenable position. Without the economies of scale 

to be gained by the larger consolidated groups and the 
better yields or profi tability via their global distribu-
tion and inventory management systems they cannot 
successfully compete.

Michael Porter’s seminal work Competitive Strategy
devoted a whole chapter to unlocking the structure of 
historically highly fragmented industries where own-
ers abound.1 As these industries consolidated there 
would emerge market leaders with ‘the power to shape 
events’. He identifi ed a number of factors which would 
act as accelerants in this transition namely, economies 
of scale, technological innovation and the experience 
curve, also projecting that ‘overcoming fragmentation 
can be a very signifi cant strategic opportunity, the pay-
offs can be high’. In a 2001 study of the global hotel 
industry, the author concluded that the only certainty 
was further and unabated consolidation.2 Further 
analysis of retailing, coffee shop3 and health and 
fi tness industries demonstrated a similar momentum 
towards consolidation.

My 2001 study of the global hotel industry found 
that the mergers and acquisitions which had occurred 
during the 90s had produced the payoffs which Porter 
had predicted.4 The common factors which emerge 
are:
 Significant economies of scale through cost 

dilution, central cost savings and increased buying 
power.

 A larger portfolio should give better representation 
and/or critical mass, filling portfolio gaps and 
allowing the release of below-par or brand sub-
standard outlets.

 The higher market profile and an array of brands 
at different market levels led to more effective use 
of the global distribution system thus improving 
yields and profitability.

It is a truism in the industry that it is under-
demolished, but when will the bulldozers arrive?demolished, but when will the bulldozers arrive?
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Both the hotel business and food retailing industries 
have gone through momentous change in the last 
three decades as sole proprietor and family business 
ownership have been replaced by plcs. This in turn 
has led to:
 Increased internal competition engendering greater 

professionalism.
 The rapid entry of new formats eg metro stores or 

Travel Inn which are rapidly mopping up market 
share.

 The emergence of the well informed and more 
discerning professional consumer or to coin a new 
word, the ‘prosumer’.

Services as necessities in
a 21st century lifestyle 

To summarise, there has been enormous secular 
change in Western economies since the 1960s. We 
have witnessed 
 greater employment for women
 dual-career families 
 a steady shift to a post-industrial economy where 

the service sector dominates. 
Those white and brown goods (eg tvs and fridges) 
which were seen as luxuries in the early sixties are 
now standard household features. Regular eating out, 
health-club membership, bought holidays etc, which 
once only the very rich could afford, are now com-
monplace. Research by Barclay’s Bank confi rms that 
these services as necessities; customers are no longer 
willing to reduce their number of eating-out occasions 
or drop their leisure club membership when times are 
hard.

In the usa, 60 cents in every $1 of food spend is 
consumed in restaurants and take-outs. In the uk at 
present, only 30p in every £1 is spent in this way, most 

analysts predict that between 2010 and 2002, our food 
spend will mimic the us pattern with over 60 percent 
of food spending ‘catered’ rather than ‘retailed’. This is 
a fantastic opportunity for the recession-hit hospital-
ity and restaurant industry.5 But watch out, the major 
food retailers are very aware of this potential ‘loss of 
stomach share’(their term) and are developing a range 
of new take-away and to-go products and services. 
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