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Establishing a Point of View
Around Industry Transformation
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Our Orientation
• An independent management consulting firm, established in 1985

• Exclusively focused on clients address their most important strategic
and financial concerns and achieve sustained success
– Hospitals
 Community hospitals
 Tertiary hospitals
 Academic medical centers
 Religious sponsored
 Critical access
 Specialty
– Health systems
 Religious sponsored
 National
 Regional/multi-state
 Single state
 Metropolitan/local

–
–
–
–
–

Managed care organizations
Long-term care
Physician practices
Home healthcare, Hospice
Outpatient services




Ambulatory surgery centers
Imaging
Cancer centers

– Medical real estate
– Service lines




Rehabilitation
Dialysis
Behavioral health

• Objective insight – developed through disciplined, fact-based analysis –
and advanced software tools to support decision making and
organizational management
| HFMA Oregon Chapter
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The Trajectory Was Unsustainable
If the US health care Sector was its own country, it would be the
5th largest economy in the world
The high cost of health care may be doing more harm than
good to our communities and economy:
“Over the past decade, the average
amount that middle-income
households spent on health care
increased by 51 percent—nearly
double the growth in their incomes
and three times the rate of growth
in their spending for all other
products and services”
AARP Public Policy Institute

| HFMA Oregon Chapter

It’s been estimated that every
10% increase in health costs
reduces the probability of being
employed by 1.6%, reduces
hours worked by 1%, and
increases the probability of parttime work by 1.9%.
Baicker, K., and A. Chandra. The labor market
effects of rising health insurance premiums.
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Establishing a Point of View: How Will the Industry Transform?
1. While federal and state payment reform was the catalyst, provider-driven innovation,
employer-based healthcare benefit transformation, and retail-driven patients will
continue to accelerate overall reimbursement and utilization declines – leading
organizations are figuring out how to do “better with less” in a value-based model
2. Doing “better with less” will require “new world” competencies and solutions focusing
on service distribution rationalization, process re-engineering, unacceptable clinical
variation, and real care management (wellness through end of life) while repositioning
payments “upstream” on the premium dollar to offset utilization and payment losses
3. Hospital-centric strategies that depend on increasing utilization and increasing rates
will be a riskier strategy than managing covered lives and shifting to value-based
reimbursement – being a rate taker in a shrinking market is not a viable strategy

4. Lines are blurring as disruptive innovation and new competition enter the industry,
unburdened by historical investments in fixed assets and untethered to the old
business model – who will be the new healthcare company?
5. Size and scale matter and industry consolidation (vertical and horizontal) will
accelerate, with larger system formation and innovative collaboration at the forefront
6. Financial integrity and credit ratings continue to matter greatly, as capital capacity,
access and cost will differentiate who can afford to aggressively compete, take risk,
integrate/consolidate their market and restructure the care delivery model over time
| HFMA Oregon Chapter
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Transforming the New Healthcare Business Model
1946-Today: Volume-Based Care Delivery
and Payment

2015 and Beyond: Value-Based Care Delivery and
Payment
Employers

Patients

Medicare/
Medicaid

Healthcare Company

Hospital

Historically, hospitals generally
attracted patients through
physicians and their referrals, with
some patients making a choice
based on the hospital itself.

| HFMA Oregon Chapter

Doctors

Outpatient
Services

Continuu
m of Care

A new model is emerging wherein
patients will chose a company that
organizes the care for them; Healthcare
Companies may be health systems,
insurance plans, IPAs or another entity.
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What Core Competencies Are We Developing in the New Era?
Desired End State
Network Strength

Healthcare company with a robust network of aligned components across the
continuum of care

Quality and Care
Management

Consistent and predictable delivery of high quality care and outcomes at a competitive
price

Clinical and Business
Intelligence

Ability to aggregate, segment, and interpret clinical/business data through a
combination of analytical capabilities

Clinical Alignment

Group of providers aligned by shared clinical outcomes, cost management, and
financial goals

Operational Efficiency

Streamlined operations (e.g., rationalized service distribution, cost structure, and
pricing competitiveness)

Brand Strength

Recognized brand with broad geographic reach and market essentiality and loyalty
with purchasers and partners

Retail Orientation

Ability to precisely define and capably deliver on consumer needs – consumer
segmentation, services, ease of access/use, location, price, quality, etc.

Purchaser Relationships

Ability to drive innovation and respond to multimodal networking and contracting
relationships with customers, government, and employers

Financial Strength

Strong cash flow generation and balance sheet capacity with ability to fund necessary
investments and access capital

Leadership and
Governance

Deep bench strength of clinical and administrative leadership willing to drive
operational and strategic change in a timely manner

| HFMA Oregon Chapter
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2

Industry Consolidation:
A National Perspective
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The U.S. Hospital Industry Is Relatively Fragmented
100%

93.0%

91.0%
90%
77.0%

80%
70.5%
70%
58.8%

60%
50%
40%

34.9%

30%
20%

22.4%
12.8%

10%
0%
Hospitals

Semiconductor Supplies

Retail Pharmacy
Top 5 Players

Airlines
Top 15 Players

Sources: Modern Healthcare’s 2012 Hospital Systems Survey; 2013 AHA Hospital Statistics; iSuppli Corporation 2010 Semiconductor Suppliers; Research
and Innovative Technology Administration Bureau of Transportation Statistics (Airlines)-Domestic revenue. Includes proforma of American and U.S. Air
and United-Continental mergers; Drug Store News Top 50 Rx Power Players, April 2012. Market size is defined as the revenues of the top 50 players
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Hospital and Health System Consolidation by the Numbers
Number of M&A transactions, 2000-2014
110
90

% of hospitals in health systems
98

84

86

85

102

65.0%

91

60.5%

60.0%

74
70
50

61

58

53

57

58

55.0%

60
50

52.0%

50.0%

38

45.0%
30

40.0%
10
-10

35.0%
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

30.0%
2000

2000 to 2008 Rationale for
Consolidation
Emerging New Rationale

2012

Oftentimes (but not always): Operating challenges, capital
funding, market pressures, eroding market relevance, etc.
Oftentimes (but not always): Strategic transformation, regional
system development, new system formation, clinical integration,
opportunistic greater long-term good for the community, etc.

Source: The Health Care M&A Report, 2000-14, Irving Levin Associates, Inc. and AHA Hospital Statistics, Kaufman Hall data
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Mega-Mergers on the Rise
Number of Health System Announced Transactions
With Target Revenue Over $1 Billion
9
8
7

6
5
4
3
2
1
0
2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

2014

2015 YTD

Source: Kaufman, Hall & Associates, Inc. proprietary database.
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Key Drivers and Emerging Themes
1.

Building Durable Regional Relevance and Size/Scale to….
− Contract with narrow networks, bundled payments, direct to employers, etc.
− Build infrastructure/financial base to potentially enter into risk-based contracts
− Optimize/rationalize service and capital resource distribution across the market
− Develop robust physician alignment and clinical integration capabilities

− Establish population health management capabilities
− Restructure costs and achieve economies of scale
− Attract/retain talent and intellectual capital (Board, clinical and management)

2.

Emerging themes
− New system formation: state-wide and multi-state regionalization
− University/Academic Medical Centers restructuring/reconfiguring
− Catholic systems: reconfiguration and consolidation

− For-profit concentrating on specific regions
− Emergence of new competitors/disruptors
− New loosely affiliated collaboratives
| HFMA Oregon Chapter
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Form Follows Function:
A Variety of Strategic Partnership Structures Are Available
The parties’ mutual goals and objectives should drive the form of any transaction. In
general, there is a trade-off between the degree of local control retained versus the
benefits gained through a more fully integrated health system.

High

Degree of Control Retained by Smaller Health System
Joint Venture

Contractual Relationships
Affiliation

Corporate
ACO and
Services
Clinically
Support
Integrated
Provider Network

Low

Shared Clinical
and/or Ancillary
Services

Management
Service
Agreement

Sale of
Minority
Interest

Joint
Operating
Agreement

Low

Joint Venture
Sale of
Majority
Interest

Merger

Whole
Hospital
Lease

Change of
Corporate
Member

Asset Sale/
Acquisition

Degree of Integration and Control by Larger Health System
Ability to Achieve other
Key Business Terms

High

Debt Assumption / Defeasement
Financial Consolidation with Larger Health System
Credit Enhancement / Obligated Group membership
Full Integration from an Antitrust Standpoint
Capital Commitments and Other Financial Considerations
Synergies Through Economies of Scale and Operational Efficiencies
Service Enhancements / Physician Commitments

Shading indicates ability to realize key business terms, with darker shading indicating increased likelihood

| HFMA Oregon Chapter

© 2015 Kaufman, Hall & Associates, LLC. All rights reserved.

13

Examples of Less than Fully Integrated Partnerships
Less Than Fully Integrated
Collaborative Purchasing,
“Best Practice”
and ACO

Affiliation

Management
Services
Agreement

and

Minority
Interest Joint
Venture

and

/

and
Specialty Cardiovascular:
Cadence, NSLIJ,
MedStar, Novant

and

The partnership structure must be driven by the goals of the partnership and its underlying
business function

| HFMA Oregon Chapter
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Concluding Observations
• Mergers, acquisitions, and partnerships in healthcare have accelerated,
as industry participants reposition themselves for a value-based
delivery system
• Traditional lines and roles of what were once distinct and separate
verticals are now blurring

• All types of innovative transactions are occurring; providers are
showing increased flexibility around partnering arrangements
• As bigger and bigger players combine in unique ways, the pace of
change in markets will quicken
• How the business of healthcare is conducted could be redefined in
fundamental and dramatic ways

| HFMA Oregon Chapter
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Industry Consolidation
Scale and Expertise
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Capital Markets Perspective on Size and Scale: Unequivocal
“Ongoing trend towards mergers and

acquisitions creates positive effects for
affected hospitals and an exit strategy for
bondholders…We expect this accelerated
rate of consolidation activity to
continue…due to the perceived benefits
of economies of scale [among others]”
- Moody’s Investors Service

“Fitch believes an increasing
number of stand-alone acute care
providers will realize the need for
size and scale to drive greater
efficiencies, which is increasingly
important in a tighter
reimbursement environment”
- Fitch Ratings

“From our perspective, the enterprise profile of the merged organizations is typically enhanced by
the combination with an increased geographic footprint, greater market penetration, or increased
revenue diversity.“
- Standard & Poor’s
“Organizations that choose to go it alone may find themselves unable to compete in an era of
reform. We expect the very active merger and acquisition market to continue for the next several
years.”
- Fitch Ratings
Source: “The Outlook for U.S. Not-For-Profit Health Care Providers is Negative From Increasing Pressures”, Standard & Poor’s; “2014 Outlook: Nonprofit
Hospitals and Healthcare Systems”, Fitch Ratings.; U.S. Not-for-Profit Healthcare Outlook Remains Negative for 2012”, Moody’s Investors Service. “2011
Medians Ratios for Nonprofit Hospitals and Healthcare Systems”, Fitch Ratings.
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Traditional Financial Benefits of Size and Scale Are Well-Documented
Rating Distribution by Revenue, 2012
100%

110

86

62

41

1.

22

2.
75%
50%

3.

25%
0%
$250M- $500M- $1.0B- $2.0B- $4.0B+
$500M $1.0B $2.0B $4.0B
Aa

A

Baa

Non-Investment Grade

“AA” organizations dominate the $4
billion and higher net revenue category

4.

Capital access, costs, availability
of financing products and terms
Higher operating performance
• Operating Margin: Aa (3.5%),
A (2.7%) and Baa (1.0%)
More durable balance sheets
able to withstand risk
• Days Cash: Aa (252), A (217)
and Baa (148)
Higher competitive capital
spending levels
• Capital Spending: Aa (150%),
A (110%), Baa (100%)

Source: Kaufman Hall analysis, Proprietary Moody’s medians data – Moody’s Investor Service (date received: 10/23/13). Moody’s April 2014 report,
“Profitability and Revenue Growth Drop in US Not-for-Profit Hospital Preliminary Medians”
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Other Traditional Benefits of Scale
1. “Back office” savings
2. Improved operating performance and less variability with size and geographic
diversification
3. Mitigating disproportionate vulnerabilities to event risk, narrow network contracts,
better funded traditional and new competition, disruptive innovation, declining
inpatient utilization for less complex procedures, patient willingness to seek healthcare
elsewhere, etc.
4. Developing intellectual capital: Attracting, developing, and retaining clinical,
management and board talent
5. Pooled resources for investment in quality, IT, ICD10, compliance, and other initiatives

6. Market leverage, relevance and influence
7. Branding
8. Rating agency size bias: Up to 1/3 of a credit rating is based on revenue size and
growth
9. Support for capital needs through balance sheet strength, with larger cash reserves
and available debt capacity
| HFMA Oregon Chapter

© 2015 Kaufman, Hall & Associates, LLC. All rights reserved.

19

A New Set of Core Competencies Will Be Required for Provider
Success

| HFMA Oregon Chapter
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Emerging Benefits of Scale
1. One stop shopping
• Relevance to all purchasers (employers/insurers/patients)
2. Delivery network, population coverage, financial strength, infrastructure and
information systems to experiment with the value-based transition
• ACO development, bundled payment, true clinical integration, payor
alignment, shared savings, shared risk, etc.
3. Resources and size to develop and implement new tool kits
• Sustaining margins in the face of declining healthcare utilization/
reimbursement through significant investments in process re-engineering,
clinical variation, service distribution, care management, etc.
4. Covered lives/risk management
• Attaining a level of population
coverage that limits operating
performance variability
under risk-based
reimbursement models
Source: Citi Research 2011 Commercial Risk Analysis “A Good Lawyer Knows the Law. A Great Lawyer Knows the Judge “(1/28/13)
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Midwest Example: Advocate’s Journey to Value-Based
Inpatient Use Rate Trends (per 1K population)
140

140
135

127

133
128

127
122
07-13*

-14%
-13%

2007

 Advocate took a first mover
position in the Chicago market
and became a key catalyst for
the market’s inpatient
utilization declines

2008

120

124

117
114
Cook County
Chicago Metroplex
2009

2010

2011

120
111

2012 2013*

EBIDA Margin %
2007

2008

2009

2010

2011

2012

2013

7.6%

9.2%

9.5%

10.9%

10.0%

10.1%

10.6%

 Other organizations followed
too late, suffered financially
from the drop in inpatient
utilization, and were not able
to later capture financial
benefits from the declines
 Advocate’s decision to align
their economic model and be a
first mover has allowed them
to improve and sustain
operating margins over this
period of declining utilization

Note: Excludes MS-DRG 795 Normal Newborns.
*2013 annualized based on 1st Quarter 2013 data.
Source: Proprietary market and client data; U.S. Census Bureau Population. Moody’s database for financial information
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Impacting the Total Cost of Care Requires Organizational
Transformation and Requires Thorough Planning

Total Cost of Care

Marginal Cost Improvements
Traditional
Reimbursement
Model

Transformational Cost Improvement

Value-Based
Reimbursement
Model

Time

The path, timing and speed of implementation is dependent on
market forces and/or organizational strategy
| HFMA Oregon Chapter
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Comprehensive Plan for Organizational Transformation
Cost Management/
Margin Improvement

Business Reconfiguration

Clinical Effectiveness

 Productivity

 Corporate/ market
market scale

 Care processes

 Service delivery costs

 Business location/type

 Clinical integration

 Overhead costs

 Product offerings

 Clinical variation

 Revenue cycle

 Physician alignment and
optimization

 Care utilization

 Supply chain

 Network optimization

 Care management

 Facilities

 Contracting/pricing models  Care transitions

 Capital allocation

 Consumer driven

 Patient education

 Non-op. assets/liabilities

 Disruptive innovations

 End of life care

 Risk management

 Public health investments

 Public health

Required cost focus areas under all business models

| HFMA Oregon Chapter

Required additional cost focus areas for value based
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3

Our View of the Oregon Healthcare Market
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Oregon Healthcare Market Continues to Evolve
• Overall, the Oregon healthcare industry continues its rapid transition
from volume-to-value based healthcare delivery
• Key forces driving this market transformation across the state include:
– Greater focus on state healthcare expenditures (with specific attention on
Medicaid and state employees)

– Downward reimbursement pressures and tightening operating margins for
all types of healthcare providers
– Increasing prevalence of managed care products (public pay) and shift to
consumer-driven health plans (private pay)
– Introduction of narrow network models with shared-savings/risk, based on
product and network performance
– Declining inpatient volumes, driven by declining utilization rates across the
state

| HFMA Oregon Chapter
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State Medicaid and PEBB Spending Outpacing Growth of
Statewide General Fund Revenues
Growth Rate of State Health Expenditures Versus Statewide General Fund
Revenues, 2001 -2019
400

Percent Change (%)

350
300
250
200
150

100
2001-2003 2003-2005 2005-2007 2007-2009 2009-2011 2011-2013 2013-2015 2015-2017 2017-2019
(proj)
(proj)
(proj)
(proj)

Notes:
• Chart is an approximation of graph provided by Oregon Health Authority in statewide community meetings for Transforming the Oregon Health Plan
Source: Oregon Health Authority, Transforming the Oregon Health Plan, November 2011, https://cco.health.oregon.gov/Documents/transforming-ohp.pdf
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Oregon Hospital Revenue Growth Has Been Outpaced by Expense
Growth in Recent Years
Compound Annual Growth Rate for Health System Revenue
and Operating Expenses, 2009 - 2013

Compound Annual Growth Rate

7.0%

Revenue Growth Rate

Expense Growth Rate

6.0%
5.0%

5.6%
4.8%

4.5%

4.4%

4.7%

3.8%

4.0%
3.0%
2.0%

1.0%
0.0%
Oregon Total

Cost-Based
Hospitals

DRG Hospitals

Source: 2014 Oregon Community Hospital Report, Apprise Health. Retrieved at http://apprisehealthinsights.com/wp-content/uploads/2014/07/2014Oregon-Community-Hospital-Report.pdf
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Changes in the Insurance Market Will Significantly Impact Oregon
Health System Performance
State of Oregon Health Insurance Market Overview, 2013

80%

1.9M

48%

~33% HMO penetration
rate across products (led
by Kaiser and Prov.)

60%

Growth from public
exchanges

6% 

100%

0.7M

17% 

40%

20%

~43% in Medicare
Advantage

0.2M

0.6M

16% 

Current enrollment postMedicaid expansion ~1M

0.5M

13%



3.9MM



100%

0%
Total Population Employer-Based Other Private*

Medicaid

Medicare

Uninsured

* Other Private includes those covered by non-group insurance or other types of private insurance, such as employer-sponsored coverage for
dependents living outside the household.
Note: Medicaid estimate includes other public enrollment, e.g., VA and non-elderly Medicare enrollees
Source: Kaiser Family Foundation Health Insurance Coverage, 2013; http://kff.org/other/state-indicator/total-population/; CMS Medicare Advantage Market
Penetration by State / County, April 2014
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Our Observations and Expectations for the Market
• Organized systems of care or comprehensive networks will form with a
wider variety and form of partnership than highly fragmented or
overlapping markets occurring elsewhere
• Cross-vertical (provider, clinician and payor) partnerships are likely to
be more prevalent and there probably will be a first-mover advantage
in certain markets
• Moves to population health management preparation are likely to be
accretive over the long-term
• Increased focus on defining and reaching the consumer may create
necessary market differentiation and tighten the focus of where
systems can become the source of health care and maintenance
• Innovative transformative partnerships are likely to develop over time

| HFMA Oregon Chapter
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4

POV Development, Preparation and Process
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Critical Questions in a Strategic Partnership Evaluation
•

In what ways can the partnership definitively improve, enhance or expand care for our communities?
– Rational business case that advances the mission, grows the system and mitigates risk

•

How does the partner’s proposal respond to the strategic partnership goals and objectives?
– Commitment to achieving the established goals and objectives, including fulfillment of WSH’s charitable,
nonprofit mission

•

Will they be a strong partner?
– Intellectual capital for the emerging new era of healthcare
– Physician infrastructure
– Corporate infrastructure
– Information technology infrastructure
– Service line strength

•

–
–
–
–
–

What are the implications of operating as part of the partner’s system?
–
– Corporate and shared services (overhead allocation/charges)
–
– Capital allocation process
–
– Transaction structure and implications
–
– Governance

Quality
Brand
Financial capability
History of successful partnerships
Reasonable expectation of closing
Culture
Senior management continuity
Impact on employees
Impact on physicians

Does a strategic partnership enhance the likelihood of the organization achieving its longterm objectives when compared to it remaining independent?

| HFMA Oregon Chapter
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Critical Requirements of Successful Partnerships
Strategic Evaluation

Stakeholder Support

•
•
•
•
•
•

Financial/ Capital Planning
•
•
•

Market Assessment
Strategic position analysis
High–level facility review
Evaluation of strategic fit
Post–transaction strategic planning
Partnership integration

•

•

Financial projections
Synergy assessment
Capital position and
capacity
Financial analysis of the
combined entity
Post–transaction
financial planning

Most Transformative
Partnerships have a
solid business case that
includes financial,
operational, strategic
and capital rationale,

Transaction Structuring
•
•
•

•
•
•
•

Transaction planning and timing
Valuation (if appropriate)
Development of Marketing
Materials
Partner discussions/
outreach to parties
Key negotiations of Business Terms
Definitive agreements and due
diligence
Regulatory approval and closing

Capital Market Implications

along with qualitative

•
•

measures of success,

•
•

Debt review and compatibility
Capital markets implications,
communications and strategy
Bridge financing
Permanent financing

including Cultural Fit
and Stakeholder Buy-In

Cultural Fit

| HFMA Oregon Chapter
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Alternative Processes to Develop Partnerships
Transactional Process

Offering
Memorandum

RFP/ Determine
Economic
Consideration

Negotiate Letter
of Intent

Due Diligence and
Definitive
Agreement

Transformative Process
Goals and
Objectives/
Common Vision
and Point of View

Determine Value
Proposition

| HFMA Oregon Chapter

Negotiate Key
Terms and Receive
Key Stakeholder
Approval

Confirmatory
Diligence and
Definitive
Agreement
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5

Questions and Answers
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Qualifications, Assumptions and Limiting Conditions (v.12.08.06):
This Report is not intended for general circulation or publication, nor is it to be used, reproduced, quoted or
distributed for any purpose other than those that may be set forth herein without the prior written consent of
Kaufman, Hall & Associates, LLC (“Kaufman Hall”).
All information, analysis and conclusions contained in this Report are provided “as -is/where-is” and “with all faults
and defects”. Information furnished by others, upon which all or portions of this report are based, is believed to
reliable but has not been verified by Kaufman Hall. No warranty is given as to the accuracy of such information.
Public information and industry and statistical data, including without limitation, data are from sources Kaufman Hall
deems to be reliable; however, neither Kaufman Hall nor any third party sourced make any representation or
warranty to you, whether express or implied, or arising by trade usage, course of dealing, or otherwise. This
disclaimer includes, without limitation, any implied warranties of merchantability or fitness for a particular purpose
(whether in respect of the data or the accuracy, timeliness or completeness of any information or conclusions
contained in or obtained from, through, or in connection with this report), any warranties of non -infringement or
any implied indemnities.
The findings contained in this report may contain predictions based on current data and historical trends. Any such
predictions are subject to inherent risks and uncertainties. In particular, actual results could be impacted by future
events which cannot be predicted or controlled, including, without limitation, changes in business strategies, the
development of future products and services, changes in market and industry conditions, the outcome of
contingencies, changes in management, changes in law or regulations. Kaufman Hall accepts no responsibility for
actual results or future events.
The opinions expressed in this report are valid only for the purpose stated herein and as of the date of this report.
All decisions in connection with the implementation or use of advice or recommendations contained in this report
are the sole responsibility of the client.
In no event will Kaufman Hall or any third party sourced by Kaufman Hall be liable to you for damages of any type
arising out of the delivery or use of this Report or any of the data contained herein, whether known or unknown,
foreseeable or unforeseeable.
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5202 Old Orchard Road, Suite N700, Skokie, Illinois 60077
847.441.8780 phone | 847.965.3511 fax
www.kaufmanhall.com
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