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Bare Knuckle Competition
Niche players aren't the only competitors threatening hospitals. Low-cost, full-service providers may also undermine nonprofits.

Sometimes it's not the bogeys on your radar screen that get you. It's the ones you don't see. It wasn't United that got American Airlines. It was an upstart called Southwest.

Today, hospital executives are getting nervous about the niche players that are bubbling up in their markets. Their anxiety is justified. These niche players, if they flourish, will be positioned to devour hospital margins one profitable service line at a time. A full-service hospital looks uncomfortably like a general department store, which tries to be all things to all people. The general department store model has been picked apart by niche retailers and reduced to a shadow of its former self. Many will remember just how powerful and well regarded were organizations like Macy's and Marshall Field's. Then the niche players got to work creating boutique and specialty opportunities, particularly at the high end. The general department store concept did not disappear, of course. Wal-Mart and Target took the low end and built a new business model based on price.

So, while hospitals are wise to watch the niche players carefully, there's another danger lurking: full-service providers with true cost and operating advantages. This is what HCA and Columbia could have become and what HCA may still become--a player that can generate higher margins through lower operating costs. Tommy Frist Jr., after all, is a phoenix of many feathers. HCA and Columbia didn't stumble because their business model was flawed. They got sideways with the government.

In thinking about the competitive landscape over the next decade, nonprofit hospitals should envision guerilla warfare on one front (with the niche players) and a full assault on the other front (against full-service providers with a cost advantage). What is likely to make this struggle more difficult is a looming shortage of tax-exempt capital financing for the nonprofits. A recent slight improvement in bond ratings for nonprofit hospitals may be more than offset by Wall Street's new view of for-profit health care companies as one of the more attractive sectors in an otherwise dismal field of options for investors.

So what's a nonprofit hospital under attack to do? Here's my list:

Exercise political clout. This may not sit well with advocates of unfettered free markets. But in health care, we don't operate in an unfettered free market. Remember who one of the largest employers in town is (probably you). Recognize that every employee is a voter. Also recognize that your building projects and your purchasing department generate a significant chunk of your local and regional economy. Call your Congress member and remind him or her of this. Any political barriers you can throw in front of your competitors will slow them down, if not completely deter them. Of course, two or three hospitals all singing the same hymn at the statehouse will have more impact than one singing solo.

Compete aggressively with new entrants. It's easy to ignore the start-ups. They're usually small, often underfunded, and sometimes difficult to fully fathom. Imagine how executives at IBM must have regarded Bill Gates at first. Competitors are easier to respond to when they are in their start-up phase than after they have become more fully established. If they make it past the start-up phase, they'll begin to accumulate market share, credibility and capital. It may sound ruthless, but the best time to deal with a new entrant is early on. And the truth is that one of the principal advantages of being big is having deeper pockets. Many a start-up has succumbed to an established player's willingness to spend whatever it takes to preserve its market position.

Organize to compete with new entrants. Because they are smaller and not bound by existing conventions and commitments, new entrants tend to be highly mobile and maneuverable. Most hospitals are not. Part of this is size, while part is organization design and management philosophy. Hospitals are not obligated to operate like aircraft carriers. They can operate like a hundred PT boats. A hundred PT boats can split up. They can swarm. They can yield. They can employ a multitude of tactics simultaneously. Johnson & Johnson, a respected and accomplished player in the competitive medical supply business and in the consumer market, affords its various operating entities a high degree of autonomy. A hospital faced with new entrants would be wise to emulate Johnson & Johnson's example by breaking its various service lines and departments into semi-autonomous business units empowered to compete toe to toe with niche players. The economies of scale and the synergies purportedly created by various departments and service lines that are tightly integrated into a larger structure are, in my experience, more imagined than real.

Keep operating expenses on a par with those of benchmark competitors. Many hospitals feel that they've cut out as much cost as they can and that further reductions will damage the quality of care. That may be true when it comes to reducing staffing levels, but there's still plenty of room for fundamental process redesign and technology to automate and streamline work. The central questions are straightforward: "What can we standardize?" "What can we centralize?" "What can we automate?" "What can we eliminate or streamline?"

Leverage differentiated capabilities that matter. Competitive advantage derives from uniqueness. Ultimately, you have to be different in a way that's meaningful and valuable to those you serve. You have to answer the critical question that's always at the front of every customer's mind: "Why should I use you instead of the other guys?" For example, "Why should I use your outpatient services, which are tangled up with your inpatient services and your parking problems downtown, when I can use a new center with plenty of free parking located down the street from my home?" There is another question that will need to be addressed: "How can a hospital that does many things claim to be as good as a niche player that focuses on just one thing?" The best answer to this question is to focus on doing two or three things exceedingly well.

If you can't lick 'em, join 'em (or have them join you). Many new entrants and start-ups go through a period in their development when they are particularly vulnerable to cash-flow shortfalls. This occurs when the organization is beginning to move into its growth phase. At this point, it's chewing up more cash than it is producing. While the longer-term prospects for the business may be good, capital is still not easy to come by. When a start-up reaches this point, it may find inquiries about an acquisition by or a joint venture with the established player attractive. And for the established player, such a relationship can yield significant benefits. It lets the new player pioneer and develop a new business model. It can provide access to otherwise proprietary knowledge, technologies and methods. It can secure hungry and focused management teams that are not burdened by the culture and systems of a large ongoing enterprise like a hospital. And, it obviously eliminates the threat of a competitor. Microsoft has been an avid acquirer of start-up software companies that it then integrates into its product line. It waits for a start-up to develop a particular application, introduce it to the market, test it and refine it. Then Microsoft makes an offer the start-up can't refuse.

Full-service nonprofit hospitals have faced competition before. Indeed, some of the more threatening of its competitors ended up as smoking heaps while the hospital survived. The next wave of competitors may be different. They are likely to be more experienced, better funded and more focused on creating unique advantages targeted to the hospital's vulnerabilities. The key will be to act before this wave of bogeys makes its way onto the radar screen.
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