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Popular Myths about Mergers and Acquisitions

Hospital executives tell themselves many falsehoods when they're preparing to join another organization. 

No decision made by a board is more important than one regarding the continued independence of an institution. But there are a lot of myths and half-truths residing comfortably in many a boardroom when it comes to mergers and acquisitions, including those reflected in the following comments—ones I've heard often over the past couple decades. Because the decision is so important, these are assumptions worth challenging:

"It's a merger, not an acquisition." No, it's probably an acquisition. In a merger, two separate organizations cease to exist and a third organization is created. If both organizations continue to exist, then somebody is acquiring somebody else. It's not unusual for an acquiring organization to avoid the word "acquisition" and describe the deal as a merger. It makes the acquired organization feel better.

"The board will make the decision." Technically this is true, of course. But there have been more than a few instances when the board is compelled to unmake a decision. "Stakeholder" is not an empty concept. Community leaders, employers and particularly physicians can bring plenty of pressure to bear if they don't support the acquisition—to the point where the psychic costs of the deal measured by division and conflict outweigh the benefits.

"The deal is done." Many letters of intent have been signed with the expectation of smooth sailing all the way through due diligence to a signed agreement. But things can unravel and often do. The cost of unraveling increases the closer you get to a definitive agreement. Obviously, if a deal is going to come undone, it's better to have that happen before the agreement is signed and the deal closed. But even after the acquisition is consummated, things can fall apart, often in dramatic fashion. In the late 1990s, the University of California, San Francisco health system merged with the Stanford University health system. Each organization spent about $80 million over three years to make the deal work. But in October 1999, the merged organization was dissolved. The merger of Penn State Milton Hershey Medical Center and the Geisinger Foundation was unraveled after just two years and annual losses in excess of $20 million. Up the road in Erie, Pa., the state's two largest hospitals, Hamot Medical Center and St. Vincent Health Center, called off a merger after years of discussions that had spurred the Federal Trade Commission to collect 1,022 file boxes of documents and sparked a lawsuit from the state's attorney general.

"The deal is worth our full consideration." Not always. The costs of a potential deal are never entirely financial, of course. They are emotional and strategic. The attention and energy of board members, executives and managers will be consumed for months. During those months when the organizations invariably are focused internally, external realities evolve without them. Opportunities are lost. When deals come unglued, they do so because there's a recognition of dysfunction. Leaders finally admit, "This isn't working." But by that point, dysfunction usually has spread well beyond the boardroom and the executive suite to the front lines of the organization. Merger distraction can lead to inattentiveness to external realities as well as declines in operational effectiveness; these, in turn, can initiate a spiral of decline from which some organizations never fully recover.

"We'll maintain local influence." Maybe, but recognize that it depends on the discretion of the acquiring organization. Local influence is permitted; it usually is not required. Give up the keys and you give up the right to determine whether that new addition goes up or that new service gets added. When executives change in the acquiring organization, the new leaders may have different perspectives on local influence. A handshake is not worth much once the guy on the other end of the arm is gone. It is true that many acquiring organizations will maintain "local" boards, but in reality these boards are advisory. Local influence can be maintained, if you actively solicit input and receive responses.

"Because we're part of something bigger, we'll be more sustainable." Perhaps. Yet despite dire predictions of the impending obsolescence of stand-alone hospitals, median operating margins in 2009 for 550 independent hospitals rated by Standard & Poor's rose to 2.3 percent from 1.8 percent in 2008. With many independent hospitals continuing to score margins well above those of some much larger consolidated systems, it's worth noting there are common attributes these strong performers share, including market preference, flexible operating structures, committed physicians and solid fiscal discipline. In the end, sustainability, either alone or as part of a bigger whole, depends on producing results.

"We're still going to be able to do our thing." Many acquired organizations are encouraged when they're told, "We're going to leave you alone." But without collaboration and common effort, how are you going to create systemness and economies related to shared infrastructure? If all are committed to going their own way, what's the point? You're not merging or consolidating, you're forming a holding company in an industry that increasingly will depend on disciplined integration.

"We'll have expanded access to capital." Maybe. Maybe not. Regardless of the size of the asset base of an acquiring organization, the critical question is one of capital allocation. It's good to pull out a calculator and ask, "How many mouths must those assets feed? What's the ratio of assets to hospitals, to beds, to patients, to physicians, to employees?" This is a particularly important consideration when comparing competing suitors. The single hospital down the street might bring more allocable resources to a deal than the regional megasystem with many hospitals to support. Lots of systems have a flagship hospital. An important question to consider is, "What happens if the system board determines the flagship needs most of the available capital?" Many systems also have hospitals that are, for a variety of reasons, low performers. So another question to ask is, "Will our capital capacity subsidize a low performer?" It's important to nail down a capital allocation early and then secure the commitment in the final agreement that defines the deal.

"We'll create economies of scale." There are few greater truisms than "All health care is local." The ability to create economies of scale depends largely on proximity. The more geographically separated two hospitals are, the less likely they'll be able to create meaningful economies of scale, particularly when it comes to clinical services. When proximity is real, there are significant opportunities to create not only economies of scale but also "quality of scale" for key clinical services. Combining open-heart programs is a prime example of such an opportunity. The evidence for clinical quality correlating with volume is indisputable. If one program generating 300 open-heart surgeries a year can be combined with another having similar volumes, the potential exists for a demonstrable value advantage (cost and quality).

"We'll reduce our cost structure." This should always be a goal, but it takes resolve and self-sacrifice. The big cost opportunities, at least in the near term, likely are to be found in reducing administrative overhead (typically 15 percent of the total expense line in a hospital). It's tough to justify continuing to operate two hospitals with a full complement of executives and management in areas like finance, marketing and human resources. If there's a commitment to creating "systemness" across the hospitals, then that's accomplished with a unified executive team.

"We'll leverage our strengths." Most deals are consummated with little disciplined consideration for realizing strategic advantages. Such consideration takes time and thoughtfulness that's often tough to tolerate when the adrenaline of the deal is flowing. The time for strategic assessment is on the front end, not after the deal has closed. Lacking such assessment, the response to the question "Why are we doing this?" is always to default to ambiguities like "scale," "capital" and "synergy."

"Growth is critical to our success." There are two kinds of growth at the enterprise level. Organic growth means you grow the base you have through increases in market share and volume. You also can grow through acquisition and merger. Add my revenues to your revenues and voilà, we've grown! Yet, there's a truth that runs through nature. Trees with deep roots weather big storms better than those with shallow roots. Better to be one tree with strong roots than a bunch of shallow-rooted saplings competing for water and sun in high winds.

"We're going to improve our negotiating position." A compelling reason to pursue a merger or acquisition is ongoing consolidation among the payers. More than 50 percent of the payer market already is consolidated in Medicare and Medicaid. The insurance companies have been consolidating their health plans for a decade. By standing together, hospitals can exercise more influence related to reimbursement. But they have to stand close enough in a relevant geography to become relatively "indispensable" ("You can't do business in this market without us."). Such indispensability is resisted by insurers and often opposed by the FTC, so the promise of such leverage must be contemplated with caution.

"We've done deals in other industries. All deals are basically the same." There are certainly common challenges that extend across industries when it comes to a merger or acquisition. But a hospital deal, particularly one involving a not-for-profit hospital, is a uniquely complex challenge. In the investor-owned sector there may be issues of culture and power, but there's also a relatively clear test of purpose—"Does this deal improve shareholder value?" Achievement of that purpose is reflected in a stock price if the companies involved are publicly traded, or is in some other way quantifiable. The purpose for a hospital deal ought to be relatively clear as well: "Does it improve the health of the community?" However, what that means and how it's measured can be ambiguous and sometimes contentious. A hospital deal has a degree of community, employee and physician influence that rarely is evidenced in deals in other industries.

"Don't worry. The lawyers and the financial guys will drive the deal." Lawyers and financial advisers are essential to consummating a sustainable acquisition or merger. But when deals go bad, it's rarely for legal or financial reasons. It's because of a cultural mismatch, breakdowns in communication, physician unrest, or disagreements in the boardroom and the executive suite. As deals come together, while there usually is no shortage of lawyers and financial advisers involved, there is often an absence of advisers on culture, communication, governance, organization and strategy. Due diligence orchestrated according to legal and financial frameworks will be concerned largely with uncovering legal and financial land mines, not warning signs of bad chemistry.

"The experts say we need to do a deal while we can." It's interesting to look back through the trade press and see the same story line pop up in 2007, 2008, 2009 and now in 2010: "Big upswing in mergers ahead." But it hasn't happened. In 2009, the number of deals was actually down compared with those of 2008, and so was the average dollar value per deal. Indeed, for the past decade, the number of deals has remained relatively flat, averaging around 50 a year. Deal making in 2010 looks as though it will be at about the same level. This contrasts with 2000 and 2001, when deals spiked at 85 and 82, respectively. Big surges in the total number of hospitals involved in mergers and acquisitions often mask reality. Investor-owned companies occasionally buy one another out or sell off large numbers of hospitals. And these investor-owned companies often sell the same hospitals back and forth to one another.

"The deal will be accountable to the vision and performance standards set as a condition for the acquisition." Probably not. First of all, the board of an acquired organization surrenders ownership and control. It no longer can require accountability. Furthermore, architects of acquisitions and mergers have a strong vested interest in legitimizing their value. It's not likely that the board members and executives who did the deal will admit readily that they invested millions in a disappointment.

Originally published in Hospitals & Health Networks Weekly
Copyright © The Beckham Company

Popular Myths about Mergers and Acquisitions - Nov. 2010



3

