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Altered States

Sometimes a hospital or health care organization needs to merge with another - not simply to save costs or capture markets, but to achieve a dramatic transformation. 
While hospitals appear poised to pursue a new wave of mergers and acquisitions, growing numbers of physicians are coagulating into new multispecialty and single-specialty group practices. There is nothing unique about this transition. Every industry has at some point in its evolution gone from fragmented to consolidated. And in each of these industries the reasons for consolidation have been remarkably similar.

Mergers and acquisitions usually occur to secure one or more of the following opportunities:

· gain access to new markets;

· expand access in markets already served;

· improve access to capital;

· prevent being locked out of a consolidating market;

· lessen the costs and uncertainties of competition;

· limit supply and thereby create opportunities to increase prices (and profits);

· create greater economies of scale by eliminating duplication of similar functions and capabilities;

· gain access to proprietary knowledge, technologies and licenses; and

· demonstrate positive growth in revenues (particularly in companies that are publicly traded).

Although these are all solid reasons for undertaking a consolidation, they ignore its greatest opportunity - to fundamentally transform the various parties during the deal. If organizations in general, and health care in particular, are in desperate need of dramatic transformation, a consolidation can often provide one of the best opportunities to achieve it.

A consolidation should be regarded as a unique opportunity to create a truly new organization - not to simply remake one organization in the image of the other. Anxiety invariably runs high during a consolidation because everyone in the organization knows that all the cards can go on the table, a blank sheet can be pulled out and significant changes may be undertaken.

Some architects of consolidations wrongly regard such anxiety as problematic and take steps to minimize it, often with the best of intentions. The tonic too often is a soothing message - "Not much will change. Don't worry. This will soon be over" - when the message ought to be "A lot will change. This may never be over. There are no guarantees."

Many consolidations are doomed long before they are consummated because they fail to articulate a clear picture of what the resulting organization will look like and how it will be better than what it replaced. Indeed, Warren Hellman, a former head of Lehman Brothers, speaks from his own experience: "So many mergers fail to deliver what they promise that there must be a presumption of failure. The burden of proof should be on showing that anything really good is likely to come out of one."

To be sure, the track record in other industries is not overwhelmingly encouraging. Studies by McKinsey & Co. show that over a 10-year period, only 23 percent of mergers recover the costs incurred in doing the deal, not to mention all the synergistic benefits the dealmakers promised. The American Management Association studied 54 large mergers in the late '80s and found that about half of them led straight downhill in productivity, profits or both.

Examples of consolidations that went sour abound. Of course, it's always difficult to effectively assess the actual return on a consolidation. As soon as the consolidation takes place, it becomes impossible to determine how the participants would have fared had they remained independent.

The vast majority of consolidations are analyzed and pursued with a careful eye to the financials and to other internal considerations. Only through the insistence of outside regulators and government agencies do market realities usually get much consideration and, even then, only at the most macro level.

Rarely are such consolidations viewed as opportunities for the various participants to work backward from the future and create a new organization radically different from the entities that have come together. Too often it's only after the survivors are named, the papers signed and new logos designed that the consolidated organization begins to create a plan for realizing its potential. Unfortunately, by then it already may have irrevocably dealt itself into irrelevance.

A consolidation should be regarded as an opportunity to start anew. Precisely because it is so disarming to all the parties to the deal, it represents an excellent opportunity to set new strategic direction, reengineer major processes and recalibrate organizational cultures.

Each organization will bring assets to the consolidation. Each will bring liabilities. In approaching a consolidation, each party should participate in a mutual self-assessment. There should be a rigorous audit focused to critical characteristics of each organization. The parties to the potential consolidation should agree in advance on how each organization will be assessed.

By conducting a careful audit prior to the merger, the core capabilities of each organization can be assessed. The time to decide on what should stay and what should go is before the merger documents are written up and long before the deal is consummated.

According to Anne Fisher in an article in Fortune: "The mergers that work best are those in which the managers at both companies take the time to understand thoroughly what they are getting into. They must be willing to build a new culture that makes use of the best from both partners, and be honest with employees about all aspects of the deal..."

Ideally, this assessment should be undertaken by an audit team that includes outside consultants. The audit team should report to a consolidation steering committee that represents all the parties. The consultants should prepare the audit instrument, review it with the steering committee and refine it as necessary.

This is not a financial audit. It is an audit built around strategic realities. It asks the questions, "What kind of future do we anticipate?" and, given that future, "What kind of organization do we need to become?" The audit tool should point all parties toward the same areas of scrutiny. Beyond that, it should be straightforward with a simple listing of assets and liabilities under four key ledger headings:

· Strategic direction

· Strategic processes

· Culture

· Unique knowledge and capabilities

A strategic plan is the embodiment of an organization's strategic direction. There are two points at which organizations considering a consolidation should make sure their strategic plan is up to date: immediately before the consolidation, and immediately after. The consolidation should help each organization achieve mutual strategic objectives after they are combined or there's no point getting married in the first place.

Whether the organization is for-profit or nonprofit, the first responsibilities of managers and board members are to optimize the accomplishment of the organization's strategic objectives and to enhance the value of the organization's assets. The consolidated organization should achieve the combined strategic objectives of the once separate organizations so that it is intrinsically more valuable than when those organizations were separate. If this is not the result, somebody has seriously blown leadership and fiduciary responsibilities - all of which suggests that the first task of the organization considering a consolidation is to step back, take a deep breath and assess.

If any of the organizations don't have a strategic plan, they need to get one put together before proceeding with consolidation efforts. If solid strategic plans are in place, then the pre-merger audit becomes much easier.

Any well-crafted strategic plan will have a section dedicated to an environmental assessment and definition of key assumptions about the present and the future. With the various strategic plans in hand, the audit team can set these environmental assessments and assumptions next to each other, noting similarities and differences. Once the similarities are noted, everyone needs to get to work to understand and resolve the differences.

A solid strategic plan will also note vision, key values and driving strategies. These, too, should be compared and reconciled. Despite differences, it's likely there will be opportunities to link, meld and weave the various elements of the strategic plans together into whole cloth. If the views of the future and strategic direction are too disparate, it should be an early tip-off that the organizations may not have sufficient commonality of perspective and purpose to make a consolidation work.

Once strategic direction is examined, the audit team should evaluate the key strategic processes in each of the organizations. Many experts agree that any organization probably has six or fewer truly strategic processes. Although each of these processes can be defined independently, it should be noted that they are really woven into one another in organic fashion. A consolidation should pause long enough to identify these key strategic processes and ask how they can best be integrated and optimized.

According to David Nadler and Michael Tushman in their book, Beyond the Charismatic Leader: Leadership and Organizational Change, "Leaders have a rather limited set of tools with which to influence the patterns of organizational behavior. They can make discrete resource allocation decisions, they can choose which individuals will sit in key positions and they can attempt to influence others through their own actions, but their influence is limited to the decisions, jobs and people with whom they come in contact regularly. Ultimately, the tool with the largest potential leverage is the design of the organization, including the systems, the structures and the processes by which work gets done." For example, it may be determined that it's best to allow two distinct surgery programs to operate independently from one another (versus attempting to integrate them into one).

When it comes to strategic processes, exploration and definition should ideally take place before the merger, not afterward. If the consolidation under consideration is horizontal, then it's likely that the organizations have similar, perhaps even the same, strategic processes. The processes of diagnosis might represent an example of a strategic process for a hospital. Another might be the processes associated with surgery. These two strategic processes are likely to be fundamental to all hospitals.

Organizational culture is one of the most critical elements that any consolidation assessment should consider. Here you enter the realm of the soft and the intangible. It's tough to put your hands firmly around culture, but remember that more consolidations have been undone by cultural mismatches than have ever been undone by financial considerations.

According to Fisher in her Fortune article, a merger won't survive if its architects failed to investigate whether the cultures of both organizations had anything in common. "Top management too often regards cultural chemistry as a pesky detail that can safely be left to the folks in human resources... The hundreds of tiny ineffables that make up a company's personality - everything from styles of dress...to the number of meetings that are deemed necessary to get a job done - are not easily altered."

Finally, the audit team should evaluate the unique knowledge and capabilities in the consolidating organizations. The very nature of consolidations is changing in radical fashion as industries virtualize and disintegrate, retaining ownership of only the most vital knowledge and capabilities.

In the context of a creatively anticipated future, the consolidating organizations should then define the basic characteristics of an ideal organization, looking again to strategic direction, strategic processes, culture, and unique knowledge and capabilities. Having already answered the "What kind of organizations are we?" audit question, the consolidation steering committee must now answer the question: "What kind of organization must we become?"

Those characteristics of the consolidating organizations that represent clear strengths should be identified by the steering committee and surrounded by durable fences without regard to which organization possesses them. The steering committee must commit to protecting those organizational attributes most important to the future and building on them.

Having decided which attributes to preserve, the steering committee must be ruthless in determining which characteristics it will seek to shed. Having focused on strategic direction first, the steering committee will be better able to make dispassionate decisions about who should lead the new consolidated organization, which managers should stay and who should go, which capabilities to retain and which to jettison.

Many a consolidation team has been lulled into a false sense of security by focusing too intently (sometimes almost exclusively) on financial and legal questions. Hard numbers - the kind that come from a financial spreadsheet - often provide executives and boards of directors with a warm security blanket. They offer a world fixed in time and filled with apparent certainty.

Without ever setting foot in the halls of the organizations involved, many a financial analyst has passed judgment on a merger or acquisition armed with nothing more than "hard" numbers. Unfortunately, those numbers are continuously transitioning because the dynamics underlying them are always in a state of flux. Customers and competitors are both moving targets. And sometimes the numbers are simply wrong.

Undertaking a consolidation based largely on financial analysis is like fielding a baseball team based on how much change each player has in his trousers. Financial analysis is, of course, of critical importance to an effective consolidation effort, but ultimately, it's not going to tell you much about the prospects of the new organization to compete effectively. You need hitters, fielders and pitchers. But don't forget financial ratios are just reflections of deeper and more important realities. Use them wisely.

In a world where antitrust regulators lurk in the shadows, the IRS is keeping a vigilant eye - and fraud and abuse investigators are sharpening their pencils. Good legal counsel is fundamental to a consolidation, but like the financial spreadsheets, there's nothing in the attorney's elegantly drawn legal arrangements that ensures that the resulting organization will be able to meet the demands of the marketplace.

Typically, even in the consolidation of "equals," a dominant player emerges. It becomes clear early on that one of the parties to the deal has gained a power advantage over the other. This is usually demonstrated in terms of surviving executives and the permanence of various organizational artifacts (where's the corporate headquarters?) and whose systems survive (which expense form will we use?). Often it is the organization with the most money that comes out on top.

If there is one mistake that most frequently undermines the long-term potential of a consolidation, it's the tendency to identify the management team too early in the process. If a consolidation is to reflect the realities of an anticipated future, then decisions made about strategic direction, strategic processes, culture and unique knowledge and capabilities should drive decisions about leadership and management.

Most consolidations move early toward what I call "lock on." Personal, political and functional agendas are negotiated. Critical decisions about leadership and governance are made. Those who make the cut, too often stay for purely political reasons. Those who don't, go.

When the dust settles, one or more CEOs have been kicked upstairs to positions of impotence, or they've been generously retired. And one of the CEOs now has his or her hands around the critical decisions and the power. Although considerable effort may go into polishing the apple with schemes like "dual CEOs" and "transition teams," the bottom line is that one organization usually comes out ahead. And the strategic direction, strategic processes, culture and capabilities that survive will likely be that of the dominant firm. That's fine if the dominant firm embodied the best in every area of critical concern. But that's rarely the case.

A consolidation should not be a sellout by top management. Any experienced merger and acquisitions attorney or consultant will tell you that one of the best ways to grease the consolidation skids is to buy off the folks in the top slots. This usually takes the form of rich cash payments packaged as consulting contracts and retirement programs. Essentially, one or more key executives are paid to step aside or get on board. Although this may be an expedient technique, it also can squelch the ability of the ransomed organizations to protect and preserve unique strengths.

Another real danger is pressure to "do the deal." Consolidations are heady undertakings. They get the organizational juices flowing. The momentum of the deal can wash away the rationale for the deal. My firm was involved in the due diligence on a significant potential hospital acquisition in the Southeast. One of the largest investment banking firms in the country was also involved. A decision to reject the acquisition was quickly defined by the investment bankers as "the cost of failure." From their perspective, only a consummated deal could reflect success. Fortunately, the client organization had the sense to walk away from the deal once the price got to a nosebleed altitude.

A consolidation provides a profound opportunity to transform organizations. The time to design that transformation is before the consolidation, not after. In the ideal consolidation, the best talent, the most enlightened strategies, the strongest capabilities survive. But in most consolidations, talent is negotiated away, future strategies are never considered and capabilities are seldom assessed.

In the rush of the deal, the future is left to the future. And much of the leverage for change evaporates. Most consolidations are such consuming and disrupting events that many of the organizations involved understandably call for a timeout once the relationship is consummated: Time to stabilize and catch the organization breath. Time maybe to consider the future.

Meanwhile, the old systems and processes (usually those of the dominant organization) are kicking back into gear while yesterday's strategies and capabilities are picking up where they left off. If key personnel have fled or have been laid off, they've taken critical know-how with them. And competitors often surge ahead as the consolidating organizations sit dead in the water focused on internal issues. The time to set the trajectory of a new consolidated organization is before the consolidation, not after.
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