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The Illusion of Size
Growing too big too quickly can bring more harm than good to a health care organization.
It's a good time to think about size. The world has been turned upside down. General Motors was big - seriously big. It stayed big to the end. Chrysler and Ford were big, too. They were attacked by competitors who grew from the ruins of post-war Japan. It was a classic David and Goliath confrontation. And the Davids won.

The onslaught didn't end with Japan, of course. The Germans piled on and so did the Koreans. Clubfooted and myopic, Detroit's executives once looked out their windows and saw American cars everywhere: No need to worry. Then one day, they looked up to see the highways crawling with imports.

The airlines also bought into the power of big. Behind their fortress hubs, they sat seemingly invincible until one day they weren't. Upstart Southwest Airlines started small in a derelict hangar at a single, nearly abandoned airport in Houston. It flew point to point instead of hub to hub. Within a couple decades, the Goliaths of the airline industry were either bankrupt or on life support; while Southwest was thriving.

Then there's banking. At one time, most banks were relatively small and focused on local markets. Then in the '80s and '90s, massive waves of bank consolidations rolled through. Deals and dealmakers abounded. Suddenly, many bank customers woke up to find their accounts held by organizations they had never heard of - big organizations. But beginning in 2008, the Goliaths of banking started to collapse. This time, there was no David. The wounds were largely self-inflicted. Conservative business practices had been displaced by exotic financial products and loose loan standards.

There's a Web site that many bank customers have gotten to know over the past year. Bankrate.com uses a star system to rate the soundness of banks. One star is bad. Very bad. Five stars are very good. It's based on a data-intensive and transparent methodology. There are no black boxes or expert opinions. The same ratios and standards are applied consistently. If big revenues and big assets were determinants of strength, you'd certainly expect this to be the case in banking of all industries. So how do the Goliath banks do? Only a handful earn five stars. Few earn more than three stars. And many hold just two stars. On the other hand, nearly all the five-star banks are relatively small with assets of $100 million or less.

Although health care hasn't yet been overrun with "big disease," it's beginning to get a fever. Buffeted by uncertain times and strained balance sheets, many hospital executives and boards are worried about access to capital. They're being told that they need to become part of something big to have any hope of getting the capital they need. Why? Because absent bigness, they'll get beaten down. With damaged operating ratios and diminished prospects, they'll find it harder to finance needed initiatives and they'll fall behind. And, of course, they could fall victim to an outcome all executives and board members dread: a bond rating downgrade.

A-ratings may be overrated. Over the past couple of years, trusted bond rating agencies undermined their credibility by failing to downgrade debt that should have been downgraded. Not only did they put investors at risk, they compromised capital markets worldwide. It's a wonder anyone still cares what the rating agencies think. But the real problem with the rating game is that it can paralyze organizations that need to be moving. 

To keep their A bond rating, many hospitals and health systems forgo attractive opportunities because they refuse to borrow, fearing that by doing so they risk getting downgraded. It's like playing to protect a lead. Refusal to borrow leads to reduced competitive advantage, which, in turn, leads to reduced financial returns. This further constrains the ability to borrow, which then limits the ability to pursue opportunities to become more competitive; and so the cycle continues until the A-rating the organization was trying so diligently to protect is threatened.

One of the biggest bankruptcies in health care had its roots in big. During the mid-1980s, Allegheny General Hospital was often described as the Fort Knox of hospitals. It produced a 15 percent margin and had only $67 million in debt. During the late '80s, it earned excess revenues over expenses of $30 million to $38 million annually. It was one of only 40 hospitals nationally with a bond rating of AA. New leadership at Allegheny resolved to make it big.

It soon morphed into Allegheny Health Education Research Foundation (AHERF). And it got big in a hurry. By 1997, it had $2 billion in revenue and $555 million in outstanding debt. By July 21, 1998, it was bankrupt. It went from owning no physician practices to owning 500. It expanded statewide, rapidly moving beyond its base city of Pittsburgh and into unfamiliar markets like Philadelphia. 

AHERF rationalized its rapid growth on a vision of big that proved ill founded. Bigness was supposed to give it statewide leverage in managed care. Unfortunately, there were no statewide health plans. Rapid expansion undercut AHERF's ability to achieve promised synergies and economies of scale. Governance can get increasingly out of touch in big organizations. One question rose above others related to the AHERF's collapse and its aftermath: "Where was the board?"

As a way of becoming big, mergers and acquisitions have demonstrated a decidedly mixed record. A 1997 study by Mercer Management found that in only 43 percent of 300 major deals did merged companies outperform their peers when it came to producing total returns for shareholders. One notable example involves Hewlett-Packard's acquisition of Compaq in 2001. The result was one very big computer company. Prior to the acquisition, HP stock was selling at $23. Immediately after the announcement, it dropped 19 percent and stayed there for the next three years. 

In another 1997 study, professors David Angrisani and Robert Goldman published the results of their analysis of all hospital mergers and acquisitions in California from 1982 to 1992. They examined performance for five years prior to the transaction and for three years afterward. They found that three years after the merger or acquisition there was a consistent deterioration in the key ratios most indicative of financial strength including debt, liquidity and return on equity.

Becoming big can be a very expensive proposition economically and emotionally. If a merger or acquisition sticks, then the costs, no matter how significant, become largely invisible. The surviving leaders have a strong interest in justifying the cost. Experts on mergers and acquisitions often suggest there is no such thing as a merger of equals. The acquirer writes the official history of the consolidation, and the acquiree fades away. But when an attempted merger or acquisition unravels or fails to materialize, the costs often become much more visible. 

In 1999, an aborted merger between Stanford University and the University of California San Francisco health systems reportedly cost each organization in excess of $75 million over three years. Stanford estimated that the failed effort eventually cost it another $100 million. 

Beyond the financial cost is the psychological one. Good people leave early in merger negotiations. And those who remain are often overwhelmed and distracted. In many cases, merged organizations take years to sort through the consolidation and, as a result, sit nearly paralyzed as competitors march on.

Those who believe big is better sometimes pursue consolidation as if the value of the assets being consolidated doesn't matter. Thus, hospitals that are struggling and have little prospect for future success are acquired. The presumption is that they need capital, and being part of something big is the way to get it. And sometimes it is. 

But too often capital is shifted from healthy hospitals and the opportunities they represent to institutions whose fates have already been written by the demographics of their service areas and depth of their financial problems. Reversing the negative momentum of their situation consumes disproportionate levels of financial resources and attention. Meanwhile, the healthy institutions suffer as their opportunities slip away.

Not only can an acquisition be poisonous to the acquiring organization, it's often the wrong medicine at the wrong time for the organization being acquired. Assuming that the acquired organization is struggling with problems that are fixable, a merger risks forestalling the tough decisions and discipline needed to achieve turnaround. After all, scarcity can be a good thing when it forces long overdue changes. 

Scarcity, like a receding tide, exposes problems that need fixing. Some of those problems are like rocks on a beach waiting to rip holes in the bottom of a boat. An acquisition often brings a tide of resources washing back in, obscuring the rocks until they are once again hidden just below the surface.

While becoming part of something bigger may be intended to enhance access to capital, larger organizations often have more mouths to feed. They have more demands placed on the use of their capital, so an acquired hospital can still find itself starved for capital. And what if the big organization turns out to be a house of cards? Big organizations headed down are like sinking ships. The bigger they are, the harder it is to reverse their slide and the more likely they are to suck everything around them down, too.

Big organizations tend to attract or create big egos. Big egos swell in environments where they are insulated from accountability and consequences. And so you get guys like Ford executive Dick Landgraff, who headed development of the 1996 Taurus. 

Having spared no expense in manufacturing a car to ward off Toyota's Camry, the '96 Taurus carried a relatively high price tag. When asked about the high price, Landgraff responded, "I'm not concerned about affordability; if Joe Blow can't afford a new car, tough (expletive deleted). Let him go buy a used car." At Toyota, top executives earned an average of just over $500,000 in 2006, a far cry from the entitlement mentality that has come to characterize compensation at most big American companies.

Nobody likes arrogance, and many people just don't like big. Once an organization grows big, it becomes a target for pervasive anti-big sentiments. Think of Walmart, Microsoft and Starbucks. Once they got big, they began to engender suspicion and cynicism. The Federal Trade Commission and the Justice Department display similar attitudes when big edges into dominance. 

In addition, there's generally an inverse relationship between size and service. No matter how diligently they try, big organizations have a tough time matching the responsiveness and convenience of smaller ones.

Although organizations can be large based on their total number of employees and the expanse of the markets they serve, it is generally revenues and assets that set the standard for big. There are two ways to grow revenue and assets. One is organically, which essentially means you grow from within. That's the path Toyota and Southwest Airlines took. 

You can also grow through merger and acquisition. That's the path Detroit and the major airlines turned to. With mergers and acquisitions, growth comes quickly. Organic growth requires that the current business base be expanded. Organic growth is earned rather than bought. As a result, it's usually a more durable kind of growth. In a challenging environment that's displaying little respect for big, it might be better to opt for durable.
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