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Back to Basics

What is your definition for “a strategy”?
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Objective Health’s definition of a strategy

1970s An integrated set of actions designed to create a
sustainable advantage over competitors

Today A strategy is a portfolio of initiatives designed to
achieve competitive advantage
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Implications: What makes “a strategy” so difficult to create and R
implement? Objective Health’s experience i ' i

.

*Direction setting is not clear: unclear objectives with unclear
implications

*Situational analysis is difficult: fact base is incomplete and there is
a poor understanding of competitive dynamics

*Insufficient option generation and lack of a portfolio

*Execution risk and lack of articulation with a strategic plan
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Direction Setting

In one sentence, describe the
direction you have set for your
organization
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STRATEGIC POSTURE CHOICES

Crafting a company’s strategy
requires making conscious choices
about the company’s strategic posture
In each market...

... and deciding upon risk-adjusted
supporting actions

Strategic Posture Actions
Sh * Drive industries towards new Big bet * Large commitments resulting in
aper structures '9 DELs large payoff or loss
= Create opportunity by either = Generally tied to shaper
shaking up existing industry strategies
structure or controlling direction .
of markets with uncertainty Obtions = Secure big payoffs of best case
. P scenario, but minimize losses in
Adapter * Take current mdgstry strgcture downside case
and future evolution as given * May be modest initial
* React to opportunities offered investments allowing company
by the market to ramp up/down later
Reserving the * Make incremental investme_n.ts No regrets = Action yviII pay off under any
ol that create advantaged position scenario
ght to play . . move , .
= Allows wait time while = |n uncertain environments,
uncertainty decreases could mean investing in capacity
or entering certain markets
u N |
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Growth is a dominant theme for many hospitals. Why?

Scale
Protection
Ego

Integration

o s~ 0=

Pricing

@BJECTIVEHEALTH“



There has been no shortage of advice on growth ...
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H E =
Source: Team analysis

Number of nonconceptual exhibits

Creative destruction (Foster, Kaplan)
Leading the revolution (Hamel)

Profit from the Core (Zook)

The innovator’s solution (Christensen)

Beyond the Core (Zook)

Blue ocean strategy (Kim, Mauborgne)

Profitable growth is everyone’s
business (Charan)

Double-digit growth (Treacy)

How to grow when markets don’t
(Slywotzky)

MarketBusters (McGrath/MacMillan)

... but how much of it is founded on fact?

54

0

0

current growth books* is hard
to assess because none of
them focuses on presenting
data”

ﬁe empirical validity of \

— Pankaj Ghemawat, H@

* The author refers to Beyond the Core, Profitable Growth is Everyone’s Business, and How to Grow When Markets Don't
|
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Public companies create long-term value in only
2 ways: Grow or go

%

Segment % outperforming the S&P 500*

o High growth, intact margins 92

e Steady growth, improving

margins

e High growth, declining 0
margins

o Steady growth, stable 0

or declining margins

e Low growth, low
capital return

Low growth, high cash-
flow distribution

e Acquired

b s 0w N |
*1984-2004 CAGR

Source: CPAT [OJBJECTIVEHEALTH" 1122



The way growth happens

Average revenue growth, percent

Large company average

Total revenue
growth

10.1

6.6 The best

companies
also use M&A
and
divestment to
drive their
portfolio
momentum

Growth
cylinders

3.1

HE M b
Sample: 416 companies in granular growth decomposition database
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The power of granularity

* Gaining currency in business context ... widely used in scientific and
engineering circles

* Refers to the size of the components of a larger system

* Cuts through the tyranny of the averaged view

Less granular More granular
Coarse-grained Fine-grained
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Healthcare example: Significant variance by micromarket

Growth in the individual market, 2009-16*
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* Based on national reform guidelines, secular ESI disenrollment, and medium emﬁlozer dumﬁing scenario
H R ol N W o

Source: McKinsey MPACT Model Release 4.7 [OlBJECTIVEHEALTH" 15



Variance in growth increases with the level of granularity

Range of growth rates (CAGR, 1999-2006), %

U.S. P&C

-10-8 6 -4-20 2 4 6 8 101214 16 18 20 22 24 26 28 30

Line or state

ol

-10-8 6 4 -20 2 4 6 8 101214 16 18 20 22 24 26 28 30

Segment (line and state) v

il L1

-10-8 6 -4 -20 2 4 6 8 101214 16 18 20 22 24 26 28 30

Additional variance v

l

ILLUSTRATIVE

* Locality

» Segment

v
Locaity ﬁml_lﬂﬂﬂﬂ HHHHHHHHI‘IH

* Product type

-10-8 6 4 -20 2 4 6 8 10121416 18 20 22 24 26 28 30
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Even with all those tools, growth remains an art: There is more than 1

way to move

Growth staircase — Mick Jagger Growth staircase — Madonna
: Author
Children
Sex books
—— m—m—m—m———m - Model
_,—_@ ----- Actress
L e e e e e e e e e L L E L PR EEL L ELEE Actor . DeSI ner
i A few small - Evita 7('€M 9
| roles Various Musician
: Musician
’ Rolling Stones . Retro
(reunified) Pensive/Pop
Some Evita
solos Vogue

Virgin tour

| Beginning

‘ Rolling
Stones (old)

Sources: Wikipedia; Rob Verhoest photos; Morrisonhotelgallery.com; McKinsey
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Implications for hospitals R

W

Focus, then focus some more. Get granular down to the (
sub sub service lines

Analytic advantages are possible, even probable
Deciding what NOT to do is as important as what to do

Big bets and new offerings are important for a serious
growth agenda

[OlBJECTIVEHEALTH" 18



Contents

Developing a strategy for healthcare’s

clouded future

* Back to Basics = strategy and pitfalls

* Direction setting

* Situational analysis

* Option generation and Portfolio approach
= Execution

= Conclusion



Situational Analysis

How will reform impact the earnings of your hospital?

[OIBJECTIVEHEALTH" 20



“May you live in interesting times”

THEYARE
A-CHANGIN’

BOB
DYLAN

THE LONESOME DEATH OF HATTIE L [Coiumara
BOOTS OF SPANISH LEATHER @

RESTLESS FAREWELL / WITH GOD ON OUR SIDE
THE TIMES THEY ARE A-CHANGIN’

ONLY A PAWN IN THEIR GAME

‘WHEN THE SHIP COMES IN / ONE TOO MANY MORNINGS
BALLAD OF HOLLIS BROWN / NORTH COUNTRY BLUES




Health reform has gradually been implemented, with the
biggest impacts still to come

NOT EXHAUSTIVE

* Dependent CMS Innovation * Hospital Administrative Health
coverage extended Center readmissions simplification exchanges open
" Pre-existing Patient Centered penalty Tax changes Subsidies and
Conditions Outcomes * Hospital DSH changes mandate begins
Insurance Plan Research value-based National Medicaid
= Medicare Part D Minimum medical purchasing episodic expanded
“donut hole” reform loss ratio * Medicare payment pilot Hospital
= Reductions in requirement ACOs acquired
Medicare FFS Medicare conditions
payment Advantage cuts
Mar 2010 2011 2012 2013 2014
* Health insurance exchanges ® Tax subsidies for health insurance
* Medicaid expansion * Hospital acquired conditions penalty
* |ndividual mandate * Employer mandate
|| HE = |
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The future direction of health reform will be significantly impacted by
political events this year

* Supreme Court case on constitutionality (decision
anticipated in June)

* Presidential election in November

* Federal government busy at work on implementation

— Exchanges, Stage 2 Meaningful Use, DSH, Next
Generation VBP, Wage index reform, National
Bundled Payment pilot

*= Some states setting up their exchanges

= Several other states waiting to see based on
Supreme Court decision

@BJECTIVEHEALTH'
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Assuming health reform is implemented as enacted, [DISGUISED CLIENT EXAMPLE
many hospitals will experience margin compression Operating margin

Operating income!

$ Millions

+19.6
-29.0

~$26M negative impact of reform
on operating income in 2019

$-6.9
2012 Population, 2019 (No Change in  Medicare Medicare Reductions Medicare 2019
reimbur- Reform) insured pop. growth quality in DSH & wage index (Reform)
sement & & utilization declines incentives®? other gov't reform-
cost growth payments  ulation®

1 Includes Medicare DSH, other federal/state payments, other operating income, Exchange reimbursed at 98.5% of commercial
2 Quality performance assumes client maintains current quality performance relative to U.S. hospitals
3 Medicare wage index adjustments are budget neutral at national level

SOURCE: OH Hospital Economics Simulator
| B e s - & .. |
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The US snapshot

Impact of reform on hospitals in US
Patient service margin % points, 2019

Patient service margins
Percent

25
20
15
10 r

L4
o O
T T

-1 -0 9 8 7 6 5 4 3 -2 1 0 1 2 3 4 &5 6 7 8

Impact of reform, 2019
Patient service margin points

SOURCE: CMS HCRIS data, MHI outside in model [O[BJECTIVEHEALTH"
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Implications for hospitals R

Healthcare reform is the opportunity of your lifetime to create a
platform for anything

However, specifics matter. Sizing the gap is essential. We
believe that strategy should lead cost

[OlBJECTIVEHEALTH" 26



Service Line Competition

Which service lines will drive your
earnings over the next five years?

[OIBJECTIVEHEALTH" 27



Advantage: data nerds
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Behavioral economics-based modeling of how healthcare reform will

iImpact coverage

Model outputs
by product and

Product
financials geography
* Revenues
Personal decision engine * Costs
* Medicare participation T T
decision T
* Military participation decision |
* Medicaid participation Coverage landscape
——»  decision ———— = Members by product
* ESI participation decision * Medical expenses
= Individual participation J
Medical costs decision
" US distribution — Individual subsidies Results in
NIBERLS 9 — Individual penalties year 1 determine
— State pricing in year 2
— Age T
— Smoking | I
I
Employer offer Government Payor I
decisions decisions decisions [
* ESI eligibility = Medicaid * Premium levels |
* Employer eligibility across all five
subsidies/ products for
penalties every state
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Layers of independent modeling

Projection of future market volumes

Granularity

6 WWLWMW,E
. ED, payor, reg

b

Age , sub-service
line

Age, county, payor

Age, county

,l-..'-—r . Demo 7@,3_ s m-&g
1 B e I et
;I;-'ﬁ e AT :dll .iﬁq‘iﬁ ) o e e ey

HE mME's e
SOURCE: Objective Health de-identified client data; Premier discharge database 2010; Objective
Health analysis [OlBJECTIVEHEALTH" 30



We project orthopedics to be the fastest growing macro B 1500-2900 M 100-299

service line in most U.S. counties in this decade W 2991499 [ 0-99
Projected market growth (CAGR), 2010-2019
Number of counties U.S. CAGR
Service line Rankings (1=highest growth, 5=least growth) Percent
1 2 3 4 5
Orthopedics 2,540 35 11 2 2.0
Hematology/ 72 20 32 1.7

Oncology

514 2,457
Neurosciences 31 2,782 20

0.7
General
8 1 178 2,685 212 0.4
Surgery? E ’
Cardiovascular 1 4 34 2,835 -0.2
1 Includes oncology surgery
H N HE T |
SOURCE: Objective Health's Market Volumes Explorer (HCUP, NIS, Claritas, Census, Objective Health analysis);
[OJBJECTIVEHEALTH" 31
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Turning to profitability, service lines across hospitals and M 76-100 M 51-75
geographies show ‘clusters’ of performance M 2550 0-24

Contribution margin per case, 2010
Percent of hospitals in Objective Health database’ Avg CM/case

Service line Rankings (1=highest CM/case, 5=lowest CM/case) $ Thousands
1 2 3 4 5

Orthopedics 0% 6.1

Hematology/

(o)
Oncology v e
Neurosciences 0% 4.9
General
Surgery? 10.6

Cardiovascular 0% 0% 6.6

1 Database filtered for hospitals with high quality cost accotr

2 Includes oncology surgery
H N -5 & & = |

SOURCE: Objective Health client data, Objective Health analysis [OIBJECTIVEHEALTH" 32
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Implications for hospitals R

Cost accounting increasingly important
Don’t be a jack of all trades (and master of none)
Service line decisions disproportionately impact cost

Analytics still a differentiator
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Option Generation

How do you get new growth ideas?

@BJECTIVEHEALTH”
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Four clusters of delivery innovation

= Aligns information and incentives so providers collaborate in
Integrated best interests of patients
care = Reduces costs while raising patient satisfaction and quality

= Delivers highly-standardized, one-way flows of information,
products, or services

= Harnesses the talents of local entrepreneurs to operate at a
local level

= Lowers distribution costs and improves adherence to clinical
protocols

Franchising

= Leverages existing infrastructure, centralizes medical talent to
raise utilization, and follows existing patterns of patient
behavior

= Allows organizations to deliver care at a distance, reduce cost,
and raise quality

Technology
enabled
networks

= Standardizes operating processes, eliminates waste, and
reduces cost of care
= Introduces “lean” thinking to healthcare

Production
specialization

@BJECTIVEHEALTH”
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Four clusters of delivery innovation

Categories of care

Staying
healthy

| Technology enabled networks
. magggg;:mmmm * Medicall, Mexico
. 'iiin ||i‘siimiiiEgEéé!iéé’g“""“m““ |* HMRI, India

* RapidSMS, Malawi
= EMRI, India

Long-term
conditions

Mental
health

Maternity &
newborn

yduction specializatio
ifeSpring, India,

H Heart, India
ravind, India

Care for
children

Acute

care Integrated Car
= Singapore
Planned care = Valencia, Sp
= VHA, U.S.

Monitoring/

Preparing/ Recovering/ Monitoring/

Diagnosing ) iniervening  / rehab managing

preventing

Care delivery value chain
Nl s e —
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Implications for hospitals

Need to look outside normal sphere for ideas

Talk to employers in your market

Partnerships will be important

Small, higher risk bets can reap big rewards
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Changing Payment Models

How are you meeting the “straddle
O O O challenge” in payment models -- fee for
service versus ACO/ capitated risk?

[OlBJECTIVEHEALTH" 40



The portfolio of initiatives framework

Bubble size reflects

Risks NPV of initiative

Familiar _ ) _ )
Highest “strategic value
= Distinctive knowledge 1 2 3 [ Hig g

surpassing competitors Q
* |Invest in initiative

possessed by company
or easily acquired /\

Involves execution risk

Unfamiliar

= Knowledge surpassed by
competitors’ :)

= Attempt small to mid-size
investments to gain
familiarity

Uncertain

9
* Possibility of success O Q
difficult to estimate
= Can be overcome by Q

using management of
passage of time and

diversification 1 year 2-3 years 3+years  Time
= Attempt small initial

. . * Meet current * Create medium- = Generate
mvgs_tments to gain earnings term growth portfolio of high-
familiarity expectations return options
* Extend and = Create long-term
[ HE =
business [OJBJECTIVEHEALTH" 41
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THE FRAMEWORK PROVIDES A QUICK METHOD TO IDENTIFY

ISSUES WITH CURRENT GROWTH PROGRAMS

e Lack of
focus

* Risky
future

* Risk-
averse

(o]
o O

Source: Strategy practice

* Big future
bets

* Poor
initiative
definition

» Poor
innovation/
improper
management

o
&

(O

Initiatives to
protect/grow share
in current market \

models) for
adjacent markets

@BJECTIVEHEALTH'
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New initiatives (e.qg.,
products, sales
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Implications for hospitals

Need a spectrum of initiatives in your portfolio

If all you can think about is survival, it is time to strongly
consider being acquired

Don'’t forget to defend your core
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Execution

When your organization last
failed in execution phase,
why did you fail?

FAILURE

Sometimes you just don't have an excuse
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Barriers to execution

Management focus and bandwidth

People: Skill and will

Tools

Culture

| B e s - & .. |
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Large projects experience significant time and cost overruns caused by 5

recurring failure modes

Recurring failure modes

Snowballing impact of issues
through the project phases

Inadequate front end loading
and progressively decreasing
ability to control outcome

Variation in execution and
deliverable quality

Dilution of accountability

Vv Avg.
1st quartile I::lj Max
3rd quartile
% Cost
overrun ;
%Time !
overrun
-20 -10 0 10 20 30 40

Ability to control outcome decreases with increasing project maturity

Project progress 100%

through project lifecycle High A
Friction in interface Ability to
control
management _
project
outcome
Low
\_ 0%
LB EEmw

SOURCE: McKinsey analysis
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Implications for hospitals

Change management is a survival skill for hospitals

@BJECTIVEHEALTH”
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Conclusion

To some degree, the future is always “clouded”

There has never been a better time to sort winners from losers

Avoiding the four pitfalls will help ensure success
* Unclear direction, with unclear implications
* Poor situational analysis
* Unsatisfactory option generation and lack of portfolio approach

* Execution risk
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