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The Integrated Delivery System as Moving Target
Building a successful integrated delivery system (IDS) requires that at least eight critical strategic questions be answered:
· What will be the cornerstone of our integration?

· How much geography do we need to cover?

· How much market share do we need?

· What do we need to own?

· How tight should we be?

· How close to the customer do we need to be?

· How will people think of us?

· How much money will we invest?

Even as some organizations begin to assemble all the ingredients that comprise the accepted notion of what a successful integrated delivery system is, it's likely the competitive environment will shift enough to invalidate some, if not all, of the original assumptions underlying the original model.  

An example of this kind of environmental scrambling of assumptions can be found in the computer industry where it was once assumed that each computer builder needed its own proprietary operating system as a cornerstone for competitive success.  Hardware predominated thinking then.  Software was viewed as ancillary.  As a result, a number of operating systems proliferated including Apple DOS, IBM DOS, CPM, the Macintosh and Windows operating systems, and eventually Linux.  Today, three operating systems remain.  Ironically, it is computer hardware that has become largely generic with its power and performance driven by the demands of software.  A similar evolution occurred in the airline industry as the hub and spoke model designed to establish monopolies fell victim to a flexible regional short-hop player like Southwest Airlines.

1.  What will be the cornerstone of our integrated delivery system?

Don't fall in love with your assumptions and pick the cornerstone for your IDS carefully.

There are several alternative cornerstones available to builders of integrated delivery systems.  For many organizations, facilities remain the most critical aspect of their strategic architecture.  Several highly visible systems have pursued a strategy built around massive investments in facilities.  Often these facilities are existing hospitals and sometimes they are newly constructed satellite facilities that house physicians and a comprehensive range of outpatient services.  When well identified and aggressively marketed, these facilities often represent more than just delivery sites for care.  They are dramatic billboards for the system's presence and commitment.

Another alternative cornerstone is primary care.  Organizations that are using primary care as their cornerstone reason that strong linkages with primary care physicians are the most critical ingredient of a competitive integrated delivery system.  Such a philosophy results in a fundamentally different kind of integrated delivery system than the facility-based system.  A primary care-based IDS could be created across a wide region with little investment in facilities.  

A third cornerstone apparent in some emerging integrated delivery systems is the managed care contract.  Here the presumption is that by focusing on securing a contract to provide care for large numbers of enrollees across a market, the basis for an integrated delivery system can be constructed.  Again, such a presumption yields a radically different kind of organization.  A managed care contract theoretically requires no ownership of facilities or of physicians but suggests a proven capacity to line up providers in subcontractor roles and manage their performance, particularly on cost.  Many health plans regard themselves as being as much an integrated delivery system as the facility-based or physician-based systems against which they increasingly compete.

A fourth cornerstone driving integration is information technology.  The greatest barrier to significant improvements in quality, cost and access is fragmentation.  Information available at the point of care and transparent across specialties and locations will go a long way toward overcoming fragmentation.  The Cleveland Clinic has built a strong reputation in its local market for providing high value information to caregivers.  Independent physicians still fragmented in their individual practices have developed a deep respect for the utility of the Cleveland Clinic's information systems.

The perspectives and priorities of these various delivery systems are so different that they often don't recognize one another as competitors for the same prize.  In distinguishing between these four different cornerstones, I don't mean to suggest that a facility-based IDS will not pursue primary care physicians or that an IDS built around managed care contracts will not invest in facilities.  I'm also not suggesting that these four are the only potential cornerstones.  One might imagine an IDS carefully targeted to those over the age of 50 and built on a cornerstone of age‑related specialty care such as cardiology or oncology.

2.  How much geography do we need to cover?

Much IDS development has been focused to metro regions.  Sentara Health System was focused to the Norfolk‑Hampton Roads market.  Advocate Health concentrated on Chicago.  Some systems have extended themselves beyond the natural limits of their base city.  But in Wisconsin, Milwaukee-based Aurora Health Care expanded statewide through acquisitions and new facility development.  Interestingly, some of the most advanced IDSs evolved in small cities and rural areas.  This is true for Mayo Clinic as well as the Pennsylvania powerhouse, Geisinger Health System.

Builders of IDSs may find that they do not need to operate region wide to be effective.  Indeed, stretching resources and organization across too wide a geography might arguably dilute both into ineffectiveness.  In most large metropolitan areas it should be possible to dominate a portion of the market - the "southside," for example.

Examples of subregional domination abound in other industries and particularly among service organizations like the grocery and real estate businesses where success depends on proximity, awareness and relationships.  Yet in both groceries and real estate there are large regional and national players, subregional organizations have succeeded in establishing themselves.  Like the real estate business, health care is a proximity, awareness and relationship-based industry.

3.  How much market share do we need?

Market share is one of the most consistent indicators of competitive success and a fundamental precursor to strong financial performance.  An early decision on how much market share the IDS will target can drive a lot of decisions downstream.  If the IDS already has 25% market share, it might be reasonable to expect that it could grow this base in incremental fashion to 30% over three years through smart management of access, service, quality, price and promotion.  A fledgling IDS with 10% market share seeking to achieve the same level of market influence faces a different challenge.  Incremental growth won't do it.  Acquisition of competitors might.  Interestingly, the cost of executing either approach may not be too different.  Once market share reaches a certain level, the cost of gaining incremental market share typically begins to increase.  The fledgling IDS may find that its cost of growing market share through acquisition from 10% to 30% is not too different from the cost of moving incrementally from 30% to 35%.  And for dominant systems, acquisition can end up being much cheaper than pushing market share up from say 70 to 75% through other means.  Of course, at some point antitrust concerns kick in.

Setting market share targets is complex largely because market share analysis can be cut a thousand ways.  For example, market share can be considered for a wide geography or a narrow geography.  An academic medical center with an underdog market share of 10% in its base city may be dominant in the wider geography statewide.  What level of market share equates to dominance?  The same academic medical center may be dominant with only 5% market share statewide because its nearest competitor (on a statewide basis) has 1%.  While the academic medical center's market share pool may be only a foot deep, it may be hundreds of miles wide.  For a community hospital, dominance usually equates to a market share of 50% or higher in its primary service area.

The question of how much market share is needed to establish dominance is probably best considered in terms other than percentages.  General Electric required its business units to be either number one or number two in the market (or GE would exit the market).  Another way to judge relative market share position is to think of it in terms of multiples.  To enjoy dominance, your market share should be at least two times that of your nearest competitors.  (In the example of the academic medical center described above, it would be dominant on a statewide basis because its market share is 5 times that of its nearest competitor.)

In health care, market share is most frequently calculated for the inpatient business.  The reasons for this are simple.  The measure relates directly to hospital financial performance, and it is a relatively easy number to get.  But what about outpatient market share?  Or primary care market share?  Or enrollee market share?

4.  How much should we own?

Another difficult but critical consideration for the IDS builder is, "How much do we need to own?"  In health care, ownership of assets creates breathtaking balance sheets, but it can also rob the organization of flexibility (because the organization inevitably makes decisions that protect its current asset base rather than build a future asset base).  In the long term, a deep asset base may provide staying power but too often the well endowed are spurred to serious reconsideration of their direction only after a crisis has been encountered.  That seriously degrades the value of their existing asset base.

As IDSs are assessed, the tendency is to judge them on their breadth (geographic reach as well as number and type of providers) and their balance sheets (look at all those assets!).  A better approach might be to look not so much as the expanse of the fabric but at the quality of its weave.  A smaller piece of fabric may be more durable than a large, loosely woven net of dubious strength.

The IDS must own and control something that gives it a unique capacity to create value in the marketplace.  This may be nothing more than a proprietary information system.  The IDS must be more than a flexible collection of potentially valuable pieces over which no ownership or control is exercised.  Such a position is likely to prove as ill-founded as asserting that the IDS must own and control everything.

The unique value-creating capability of the IDS must be consistently cultivated, protected from competitive encroachment and leveraged to strategic advantage.  Without sustainable advantage related to a unique capability, organizations cannot generate meaningful differentiation.  And without meaningful differentiation the organization eventually closes its capacity to attract a market, sustain revenues and produce a margin.  Mere size is not enough to ensure success.

Competition is a lot like mashed potatoes.  The more you try to control it by squeezing it hard, the more of it is going to ooze out the cracks and crevices between your fingers.  One of the oldest and most popular methods for controlling competition is consolidation.  By buying or merging competitors you, by definition, diminish the general level of competition theoretically allowing the resulting "bigger" organization to leverage up the value of its assets because the downward pressure of competitive pricing is gone and so are many of the costs of sustaining a competitive model (such as product innovation, customer focus and marketing).  But often just as soon as the giants that result from such combinations prepare themselves to reap higher prices and higher margins, small, upstart competitors sometimes based on radically different competitive models appear.  Frequently they neutralize the giants.  These organizations are the mashed potatoes that inevitably ooze out between your fingers.  An article on banking by Nikhil Deagun in The Wall Street Journal described this phenomenon as the "barbell effect."  Banking experts described the industry as turning into a barbell:  "A few big banks at one end, thousands of tiny ones at the other, and little in between."  It is part of "...the new wave of bank creation.  As giant bank gobbles up giant bank, they are leaving behind crumbs.  All over the country, but especially in the South, experienced but displaced bankers...are scrambling to reassemble the pieces - capital, managers, and even building and equipment - back into new, tiny banks." 

5.  How tight should we be?

There is a fundamental question relating to operating style that should be settled early during the development of an IDS and that relates to how tightly controlled the system should be.  This is a different question than, "How much should we own?"  You can own everything and still choose to operate it loosely.  On the other hand, organizations that have chosen to own little can still orchestrate the pieces they don't own in tight fashion.  Toyota required tight compliance and commitment from its suppliers and yet owned far less of its means of production than did General Motors.  Many IDSs that built both vertical and horizontal integration ("We'll own everything.") often also established reputations as being strongly oriented towards control.  Arguably, control is what led them to conclude they needed to own everything.  An IDS that has limited ownership obviously cannot use ownership as a control mechanism, so it must be more specific, more directive and more diligent about the specifications for the care they seek to provide.  While this takes energy and focus, not owning too much can also deliver the benefit of flexibility.

Tom Peters and Bob Waterman described the need for organizations to have "simultaneous loose-tight properties."  They described excellent companies as being "both centralized and decentralized" and pointed out their tendency to be "fanatic centralists around the few core values they hold dear."  Whether an IDS pursued a minimalist or full-ownership approach, there should be a strong commitment to unifying "core values" as well as an equally "fanatic" commitment to a set of specifications derived from the marketplace.  According to Peters and Waterman, the "excellent" companies they studied demonstrated:

· Extraordinary divisional integrity

· Constant formation of new divisions

· A set of guidelines that defined when a product or service gained its "independence" to become an operating division

· Deliberate shifting of people and products between divisions on a regular basis

6.  How close to the customer do we need to be?

The question of how close to the customer to integrate is a different question than how much to own or how tight to be.  A minimalist IDS can still seek to operate along the entire delivery and financing chain all the way to the customer.  So can a loosely configured IDS.  Of course, getting closer to the customer entails more than just pushing intermediaries out of the way.  It involves establishing legitimacy by becoming intimate with customer needs and creating an organization uniquely responsive to those needs.  It is that intimacy and responsiveness that gets translated into specifications.  Performing to specifications valued by patients and physicians must become the driving purpose of any successful IDS.

7.  How will people think of us?

Another strategic question the IDS must struggle with is one of identity.  There are only a handful of national brand names in health care.  On the other hand, hundreds of very powerful local and regional brands exist.  A strong brand identity is an asset of tremendous value.  Some analysts suggest that for publicly traded companies a powerful brand can create a premium for the stock price of up to 50%.  That's a lot of value for something that's hard to touch.  And that's why companies like Coke are so dedicated to managing their brand.  Apple Computer founder, Steve Jobs, once described Pepsi Cola as being in the "colored sugar water" business.  He was wrong, of course, Pepsi and Coke are colored sugar water plus two of the most powerful brands in the world identifiable by millions simply on the basis of their color schemes.  In health care, the market share battles are often battles of brands.  For a service organization, brands will often be an organization's most valuable asset.

Sentara Health System has been successful at building a powerful brand from scratch.  But to do that, they faced some difficult decisions.  First, what should they do with their existing brands?  Sentara's flagship hospital, Norfolk General, was already a powerful brand before the Sentara name was ever conjured up.  Indeed, during the early period of brand building, the power of the Norfolk General brand was transferred to Sentara.  Sentara equated to Norfolk General.  Over time, Sentara came to stand for multiple hospitals, physicians and managed care plans.  But it got its initial credibility from the power of the original Norfolk General brand.  The same is true for Aurora Health System in Milwaukee which drew much of its strength from the powerful brand associated with its flagship, St. Luke's Medical Center.  Parkview Health System (Fort Wayne, IN) and Northwestern Healthcare (Chicago) have also used the well established and well regarded brand names of an existing flagship hospital to identify themselves.  Both approaches involve advantages and disadvantages.  It requires more money to launch a new brand (like Sentara) than it does to leverage an existing one.  Awareness and differentiation for a new brand must be built from zero.  Using an existing brand costs less and leverages existing awareness and preference.  But existing hospitals and group practices often bring some negative baggage as well as positive.  For example, a hospital may have a reputation for being unresponsive to referring physicians.  As the IDS seeks to build referrals in new markets and link with new partners, a new identity can prove more of an asset than an existing brand that is somehow compromised.

Arguably, a strong brand identity becomes even more important in health care because of the fundamental shift of the market away from "channeling" (patients will go where their health plan tells them to go) to choice (patients want to choose from as wide an array of options as possible).  The more the market moves to choice, the more important the brand becomes.

8.  How much will we invest and what kind of return can we expect?
A nagging question, surprisingly often unresolved, is the question of how much capital will be necessary to build an IDS.  The response to this question drives the answer to a lot of other questions, particularly those related to whether the system builder can finance IDS development out of existing resources or needs a partner.  In the '90s, the cost of acquisition for an established primary care physician likely averaged from $150,000 to $200,000 and the annual level of operating subsidy ranged from $50,000 to $100,000 per physician.  There was debate about whether those losses were real, of course.  The real contribution of a primary care organization will show up in referrals to specialists and in hospital utilization which inevitably appears on a separate reporting line in the financials.  The debate was not about whether a positive financial contribution existed.  The debate was over whether hospitals and systems were simply expending millions to buy their own market share.  Beyond that debate though was an even more fundamental strategic question.  Will the system use its primary care base as leverage to extract higher payments from health plans?  From my standpoint, creating such leverage is the real justification for investing heavily in primary care.  Once systems have linked in a sustainable fashion with primary care physicians, they need to have the courage to take the next step, which is to lean on the health plans and insurers for higher payments.  Unfortunately, many systems continue to stare blankly at their mounting losses related to primary care and wring their hands.

Obviously, another significant potential cost of IDS development relates to the acquisition of other components of the delivery system.  Such acquisition may take the form of a joint venture (lower cost and less control) or full purchase.  The current focus of system building beyond linkages with primary care physicians is acquisition of hospitals.  The for-profit hospital companies have historically set the market price of a hospital at around 5 to 8 times EBITDA (earnings before interest, taxes, depreciation and amortization).  Thus, the selling price for a hospital with an EBITDA of $25 million would be $125 to $200 million.  If other hospitals can't be purchased, then new ones may need to be built.  The rule of thumb for construction of a new hospital is about $1 million per bed.

A substantial cost of IDS development will be related to information systems.  It is not unusual for systems to spend millions to implement an information system.  What is unusual is any level of meaningful ROI analysis.  Most information system deployments remain "leaps of faith" with often dubious impacts at the point of care.  

It's worth noting that many Japanese companies, including Honda and Toyota, continue to rely on simple visual and mechanical indicators to manage and monitor performance rather than trying to push all their management systems onto computers.  Mayo Clinic did the same using information technology to enhance but not replace manual systems, many of which dated to the 1900s but which remained revolutionary compared to the capabilities of other systems.

Branding can be very expensive.  There are reports of some systems spending up to $1 million a month to create new brands.  A number of factors should influence the decision on how much to spend on branding including current levels of awareness, preference and market share as well as the general noise level from competitors.  Launching a brand is a lot like launching a rocket.  Most of the fuel (money) must be expanded in the early phases with significantly less expenditure necessary later to maintain the trajectory of the brand.  Much of the investment in branding by IDSs has been wasted because the underlying product doesn't come close to representing a differentiated promise.

IDS formation can be a risky, low-return move.  And, once formed, an IDS can fail to deliver on even the lowest expectations.  Asking the eight questions above before and after an IDS is in place can significantly increase its value.
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