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Deals Demand Strategic Due Diligence

In pursuing a merger, health system leaders often lose sight of the reason behind it. 

It's that time of the decade again. The big question is back on the table. Are we big enough? Capital is scarce. Economies of scale are key. The level of turbulence and uncertainty seems unprecedented. So don't we need to do...something? Do we need to get bigger or become part of something bigger? Is it time to merge or acquire? Do we need to do a deal?

Few things are bigger and more potentially transforming than a merger or major acquisition. Yet the evidence is pretty clear: Most mergers and acquisitions fail to produce the results they promised. Why is that?

There are the usual suspects, the most notorious of which is mismatched cultures. Then there are clashes of ego not only at the top but also throughout the consolidating organization. And there's the onerous financial and psychic load of consummating a merger that can leave the resulting organization in a vulnerable state of distraction and inaction.

But in my experience, there is one overriding explanation for why so many mergers fail to produce. The "deal becomes the deal." While lip service gets paid to the strategic rationale, the focus moves overwhelmingly to the transaction. Quiet negotiations begin, confidentiality agreements get signed, and the deal rolls into legal and financial due diligence, often propelled by its own seemingly unstoppable momentum. What often gets lost in the rush is what ought to have been the first step - strategic due diligence.

There are a number of reasons the deal becomes the deal. First of all, deal-making has long been on the pedestal when it comes to glamorous, well-compensated business activity. It gets the adrenaline flowing not only in the executive suite but in the boardroom as well. For the executive team, the deal is cloaked in importance reinforced by hushed tones of confidentiality. For some board members who may have had careers in consolidating industries or been deal-makers themselves, this looks like familiar territory. Then, of course, there's no shortage of attorneys and financial advisors adept at getting the ball rolling and keeping it rolling to the point of a done deal.

There's also an appealing clarity to doing a deal. Putting a deal together can be refreshingly unambiguous, straightforward and gratifying in terms of delivering a sense of finality and accomplishment. After all, there can be little debate about whether something got done. In the end, an organization convinced that it must do a major deal has concluded that the future requires a fundamental change. While the reasons may get quickly tossed around - access to capital, scale, market leverage - too often there is an absence of well-considered and clearly articulated strategic rationale for the deal. Such untethered deal-making can bring to mind the old adage, "Having lost sight of our objective, we redoubled our efforts."

External events often trigger a rush to do the deal. A hospital may announce that it's for sale. When this happens, there is the inevitable discussion in board rooms of neighboring hospitals about whether to pursue an acquisition. This is obviously a reactionary stance for any organization because decisions by others are driving your strategies. The urgent can begin to corrode the important. And the deal can displace a reasoned effort to imagine and shape the future.

Inadequate strategic due diligence may also result in insufficient consideration of alternatives. The deal is sitting on the table, after all. It's easy to see and cries out for a response. But what about the opportunities that didn't come knocking on the door?

A health system in Florida considering acquisition of a hospital that was looking for a buyer engaged a major investment bank to help orchestrate the deal. The bankers immediately began to refer to a nondeal as the "price of failure." In this case, the seller decided to hold an "auction" and the bidding quickly drove the price into nosebleed territory. Fortunately, this caused the health system's leaders to step back and ask the question, "What's the strategic rationale for doing this deal?" Even though strategic due diligence came late, it came before dollars were committed to a dilapidated physical plant located on an island, isolated from population growth.

Ultimately, the health system backed into the strategic rationale for considering the deal. It wanted to have a presence in a growing market to its south. This, it determined, could better be accomplished by building a new campus at significantly less cost than the acquisition deal.

Lack of strategic due diligence can open a Pandora's box of activity and unintended consequences. Board members may start to have conversations with their counterparts at the other organization. What's the harm after all? Isn't the deal the deal? The executive team can quickly see its ability to shape the new relationship slip away. Such efforts by board members are almost always well intended and invariably destructive.

The consuming nature of doing the deal can make the organization vulnerable not only in the longer-term, post-deal period during which the relationship is consummated and operationalized, but during the final negotiations as well. On more than one occasion, two organizations in the throes of final negotiations found that a third organization was able to sneak up in the 11th hour and steal the deal either by working board members or making a very public "better offer."

A focus on the deal can generate myopia. The parties to the deal can become blind to the future. An example of this is a failure to "put a fence" around future access to capital. Do a deal with an organization that has a "central bank model," where all revenues and capital capacity flow to the central organization, and you could find yourself starved for capital even though you've become part of a much bigger organization. Bigger organizations may have greater access to capital, but they also often have more mouths to feed. Given the frequency with which "access to capital" is used to justify a deal, it's unsettling when boards fail to ensure that such access is written into the deal.

Strategic due diligence addresses questions of future leadership, both in the executive suite and in the boardroom. It's an awkward, high-stakes conversation, of course, so too often it doesn't happen until very late in the negotiations. When key leaders realize they're not going to get the top positions in the new organization, some will quietly slip away while others will shift into sabotage mode.

A couple of health systems in the Midwest were well into merger discussions when one of the CEOs discovered he wasn't going to be picked to head the new organization. He suddenly began to portray the merger he had once touted as a great deal for the community as an impending disaster. The jilted CEO lobbied his board members and undermined the merger. Questions of leadership should get addressed early, during strategic due diligence.

Many deals get hammered out by a small group of top executives and board members. In truth, the medical staff, regardless of what the books on governance might say, has equal standing with the executive team and the board. If you don't believe that, do a deal that threatens the physician community and see how long it takes before the earth starts to shake.

One prestigious academic medical center in the South had to call off its deal with an investor-owned health system because it touched off an impending physician revolt. Another found itself confronted with mass resignations by the medical staff when the doctors found out in the morning newspaper that their hospital had acquired its cross-town competitor. The physicians expected to be consulted about moves that had significant implications for their patients and their practices.

Strategic due diligence should occur within the context of the organization's strategic plan. Testing a deal against the strategic plan can quickly force important questions of rationale. The strategic plan, after all, exists as a leadership tool that allocates scarce resources to an organization's best opportunities. So, early questions about any deal ought to be: "How does it fit with our strategic plan? Why is this such a compelling opportunity that it now deserves an overwhelming commitment of time, emotion and dollars?"

The strategic plan also paints a picture of a future worth achieving. If the deal will result in a new future, then the question becomes, "Why should we give up the future we said we wanted and embrace this new future?" Such questions begin to ferret out the strategic opportunity costs associated with the deal. Of course, a good deal may justify a fundamental shift in the organization's strategic aspirations. If that's the case, then the strategic plan should, with the approval of the board and involvement of managers and medical staff, be re-crafted.

The rationale for a deal should always be subjected to strategic scrutiny. This includes presumptions like "big is better" or you can be "too big to fail." You don't have to look too far these days to find the exceptions to those assumptions. Alfred Sloan did not launch GM on a flurry of acquisitions and mergers because he thought big was better. He pursued that path in order to offer a car for "every purpose and every purse."

Although in other industries mergers often fail or unravel, in health care most mergers have stuck. In other words, the success rate appears to be relatively high if the sustainability of the merger is the key indicator of success. I think there are a few reasons for this:

Community board members and physicians often force consideration of questions beyond those typically addressed in legal and financial due diligence. So mergers and acquisitions in health care historically have gotten more strategic due diligence, even though it may not have been recognized as such. That extra scrutiny results in more durable deals.

The financial pressure on hospitals historically has not been sufficient for health systems to be compelled to rationalize their assets. In a truly pressured situation, break-even to losing operations would be closed or divested. That hasn't happened in health care. Yet.

Many health systems are health systems in name only. They're really holding companies in which the only thing that's been consolidated is ownership and balance sheets. Little cross-organization standardization or synergy has been created. They don't unravel because they were never meaningfully merged to begin with.

There is seldom any post-deal diligence. In the world of investor-owned companies, the question of "breakup value" is always on the table because there is a persistent interest in maximizing value for stockholders. In the nonprofit world, there is no stock value to maximize, so there is little pressure to reassess the value of mergers and acquisitions.

Those who help broker a deal have little interest in criticizing it after the fact or unraveling it. As a result, underperforming hospitals that have been merged or acquired have been able to stumble along for years. Often, agreeing to be acquired or merged feels like failure or a surrender. And sometimes it is. Boards and executive teams - either because they are overwhelmed, outmatched or otherwise just not up to challenges facing them - give up and hand the problems to the acquiring organization. Occasionally, the new owner is able to bring leadership and management firepower to bear and return vitality to an acquired organization. But not always. Sometimes the deal is just providing life support.

To their credit, some of the strongest multihospital systems have created demonstrable value and sustainable strategic advantage. This is true for Sentara Healthcare (Virginia), Intermountain Healthcare (Utah), Banner Health (Arizona), Advocate Health Care (Illinois) and a handful of other health systems.

These systems share some characteristics in common. They had at their core larger flagship hospitals that had well-established reputations for quality. They moved early to recruit and employ significant numbers of physicians who covered relatively wide geographies. Taken together, these characteristics gave these systems significant leverage with payers, and this translated into higher margins. The systems also tended to rely on a tight operating model that emphasized standardization systemwide. But size and scale didn't define the strength of these health systems. They succeed because of differentiation and leverage.

It is likely that there will be more mergers and acquisitions necessary in health care, but not for the financial reasons deal-makers have emphasized in the past. Take access to capital. Within months of the recent financial meltdown, money began flooding back into the bond market. As John Cheney at Ponder & Co. recently commented, "Money, like water, has to go someplace." Good deals and well-positioned organizations will eventually find capital. And mergers and acquisitions don't produce economies of scale. Good managers do.

Tomorrow's deals will be necessitated by access to physicians and information as well as economies of intellect and standardization. The time to consider the true benefits of a deal is during strategic due diligence, not after the lawyers and bankers have gotten busy.
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