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US health systems are diversifying their businesses to unlock growth
and support core hospital operations, carefully choosing investment
areas and structures in line with their objectives.
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In a challenging economic environment coming out
of the COVID-19 pandemic, US health systems are
accelerating diversification strategies to participate
in new, high-growth healthcare segments and to
support core hospital operations. They are seeking
to simultaneously diversify revenue sources
outside of core hospital operations and build (or
acquire) capabilities that can also benefit the
core—for example, by improving patient access,
quality of care, experience, and affordability.

We surveyed health system executives to learn
more about their diversification strategies (see
sidebar “Survey methodology”). More than

70 percent of survey respondents said they intend
to invest more in diversification over the next
three years. This article explores the reasons health
system executives are pursuing diversification
strategies, the areas in which they plan to invest,
the structures they could use to support their
diversification objectives, and considerations for
effective business building.

Survey methodology

From March 2022 to July 2022, McKinsey surveyed 76 health
system executives who currently lead hospital and health
systems across the United States. One-third of respondents
(33 percent) serve for-profit health systems, and the remaining
two-thirds serve not-for-profit systems. Respondent roles
included chief strategy officer (29 percent of respondents),
CEO (13 percent), CFO (12 percent), and other C-suite positions
(30 percent). All survey responses were based on the
experiences of the individual professional.

Diversification could bolster
health system performance

At present, hospitals still represent the largest profit
poolinthe care delivery segment; however, other
care segments are growing much more quickly

and are projected to capture an increasing share of
industry profits (Exhibit 1).! Meanwhile, industry
trends may present challenges for health systems
as the shift to care delivery in ambulatory settings
accelerates; labor and supply costs rapidly escalate
in an inflationary environment; insurance coverage
shifts to government plans; and risk-sharing, value-
based care models continue to gain momentum?

As aresult of these challenging fundamentals,
industry median operating EBITDA margins for not-
for-profit health systems have been gradually but
steadily declining, from 11.6 percent in 2012 to

8.6 percent in 2020, with no reversal in sight2In
fact, Moody'’s has issued a negative outlook for

the not-for-profit healthcare sector for 20224 Non-
operating investment income had largely offset
declining operating income, helping health systems
carry on despite challenging operating conditions.
However, as of early 2022, many health systems
experienced substantial investment losses, which,
when combined with rising costs, exposed the
gaps in the systems’ financial performance and
prompted executives to step up their diversification
efforts (Exhibit 2)2

Meanwhile, health systems increasingly compete
against well-capitalized incumbents from other
healthcare segments and other industries—
including payers, private equity—backed medical
groups, pharmacy benefits managers, technology
companies, and other healthcare services firms—
that are aggregating care delivery assets to create
large healthcare ecosystems?® In fact, five of the
largest for-profit healthcare payers have already
deployed more than $120 billion of capital over

" Neha Patel and Shubham Singhal, “The future of US healthcare: What’s next for the industry post-COVID-19,” McKinsey, July 19, 2022.
2 Daniel Brown, Addie Fleron, Shubham Singhal, and Drew Ungerman, “The gathering storm: An opportunity to reorder the healthcare industry,”

McKinsey, September 23, 2022.

8 U.S. not-for-profit health care system median financial ratios—2012 vs. 2020 (S&P Global Ratings; n = 146).
““Moody’s - 2021 outlook for US not-for-profit and public healthcare sector remains negative on constrained revenue, rising costs,” Moody’s

Investor Service, December 11,2020.
5 Sample taken of the top ten not-for-profit US health systems.

5 We define an ecosystem as a set of capabilities and services that integrates value chain participants (customers, suppliers, and platform and
service providers) through a common commercial model and through a virtual data backbone, both to create improved and efficient consumer
and stakeholder experiences and to solve significant pain points or inefficiencies.
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the past five years on diversified assets and will
likely continue to invest at an accelerated pace.’
Notably, they have largely excluded legacy acute

In this environment, health systems executives
increasingly perceive diversification as critical to their
future performance and growth. The most common

care from those investments® reasons that health systems executives cited for

" The breakdown of capital by payer is as follows: Optum, more than $50 billion; Cigna, more than $17 billion; CenterWell, more than
$12 billion; Aetna CVS, more than $33 billion; and Anthem, more than $12 billion. This information may be inclusive of some health plan
roll-ups and is based on publicly available deals information (Tracxn). It includes the Cigna—ESI deal of about $54 billion and the
Aetna—CVS deal of about $78 billion.

8 Zachary Greenberg, Basel Kayyali, Rob Levin, and Shubham Singhal, “The next wave of healthcare innovation: The evolution of ecosystems,”
McKinsey, June 23,2020.

Exhibit 1

Segments with the highest projected growth rates are largely outside
of acute care.

Distribution of projected healthcare 2021-25 growth rates
EBITDA across provider segments, 2025,
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Exhibit 2

Rising operating costs and reliance on investment income leave health systems

vulnerable to economic downturns.

Median days’ cash on hand and EBITDA margin
for US not-for-profit health system'
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"U.S. not-for-profit health care system median financial ratios—2021 (S&P Global Ratings; n = 140+).

Source: S&P Global Ratings

diversification were generating cash flow and
creating value and capabilities for their core hospital
business (Exhibit 3). For example, a health system
could acquire arisk-bearing primary care group, thus
creating better alignment with physicians and
improving continuity of care for patients while also
integrating administrators and supporting
technology into other geographies?

Key questions for health systems
pursuing diversification strategies

Based on our experience standing up diversified
growth entities in healthcare and other
industries, several questions and actions can
help health systems optimize the value of

their diversification efforts.

Answering questions related to the strategy (the
“what”) and the business infrastructure (the “how”)
are early decision points that can set up the
diversified business for success (Exhibit 4).

Innovative health systems are investing
in line with their growth strategies

Health system investments in diversification typically
align with three growth strategies: monetizing
existing capabilities, expanding beyond acute care,
and building innovation capabilities (Exhibit 5).
Health system executives can then consider the
specific pathways to pursue to achieve their stated
objectives. To monetize their existing capabilities,
for example, they could transform a cost center (such
as the revenue cycle or supply chain function)

9 McKinsey Healthcare Provider CXO Survey on Revenue Diversification, July 2022.
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Exhibit 3

Most health systems build diversified revenue business units to grow and
create value for the core acute-care business.

Objectives as they relate to diversified revenue,

% ranking objective in top 2 objectives

Grow and generate additional cash flow

Create value or capabilities for the core
acute-care business

Diversify risk away from acute care

Build partnership and collaboration
opportunities for future M&A activity

Defend volume against disruptors

Recruit differentiated talent

[ Primary objective [l Secondary objective

Source: McKinsey Healthcare Provider CXO Survey on Revenue Diversification (n = 76), July 2022

Exhibit 4

Navigating early decision points can set the business up for success.

Define the strategy (the “what”)

Build the business infrastructure (the “how”)

Vision and value proposition

What should our organization look like in 5 to 10 years,
and how will diversification and business building help us
advance in that direction?

Priority investment areas

What approaches will we take to diversify growth, and
what priority investment themes will we pursue (strategic
or financial value)?

Long-range financial plan

What financial guardrails will we build into our budget and
long-range financial plan (eg, expected size, growth, KPlIs,
or capital allocation)?

Growth plan development

What are the opportunities for growth across themes,
including synergies with the core or other system
businesses? What funding will be required?

Proactive deal sourcing

Within the vision, priority themes, and guardrails, what are
potential acquisitions the health system should consider
(with support from bankers)?

US health systems: Diversify to thrive

Legal structure of new entity

What should the legal structure of the new business look
like? Will it be structured as an operating company or
holding company?

Governance and operating model

What governance structures and mechanisms will guide
the ways of working between the new businesses and core
system (eg, service-level agreements)?

Fiduciary structure and capital planning

How much capital will we set aside for business building?
How will funding be released, and how will it be buffered
from our core budgeting cycle?

Talent strategy and recruitment

What will our strategy be for sourcing and attracting
talent? What incentives and career paths will we develop
to support rapid testing and learning?

Operational road map

What is our action plan for outlining the communication
strategy, development of institutional partnerships, and
organizational changes?



Exhibit 5

Larger systems have been building businesses across three core growth themes.

1 Monetizing existing
business capabilities

Bringing care model innovations to market
Selling internally developed care models to other providers

2 Expanding beyond
acute care

3 Building continuous-
innovation capabilities

Innovation centers and accelerators
Health system encourages innovation by providing access,
expertise, and some financial support

Innovation ecosystems and technology transfer
Primarily academic medical centers; use intellectual property
for financial benefit with help of commercial partners v

into a profit center, or they could extend internally
developed care models to other providers (for
instance, hospital-at-home providers).

As they pursue strategies aligned with their
diversification objectives, health systems can choose
among many different healthcare segments to
target for investment. We explored interest in these
segments in the diversification survey and overlaid
the results with our 2021-25 EBITDA growth
projections (Exhibit 6).° Indeed, executives are
showing a preference for investing in the highest-
growth, most profitable segments.

According to the survey, telehealth and remote
patient monitoring is the opportunity with

the highest area of focus, with 56 percent of
respondents ranking it among their top

five choices, followed by value-based services
(53 percent of respondents), ambulatory surgical
centers (36 percent of respondents), and health
plans (34 percent of respondents).

Transforming cost centers into profit centers 4
Commercializing internal functions to create a shared
services platform for other health systems

Offering ambulatory services
Health system invests in pre- and post-acute care services
through direct acquisitions or partnerships

Strategically targeted direct investments
Health system invests in early-stage businesses with strategic
value (potential for business building at smaller scale)

A variety of
investment
areas exist

When making investment decisions, health system
executives can take into account what previous
McKinsey research has affirmed: top programmatic
acquirers create an M&A blueprint or road map
that states where and how M&A will enhance their
competitive advantage." In this case, for example,
building a hospital shared-services platform (thereby
transforming cost centers into profit centers) or
offering cohesive ambulatory care services—rather
than relying on episodic “big bang” transactions—
is far more likely to achieve stronger performance
and reduce exposure to risk.?

Most health systems plan to use
partnerships to support their
diversification strategies

After determining their growth objectives, the
specific strategies to pursue them, and the areas in
which to invest, health systems can explore the
various ways to structure their investments. Ata
high level, their options include external investment

0 Based on analysis of McKinsey Profit Pool research (2021-25).

" Robert Uhlaner and Liz Wol, “Programmatic M&A: Winning in the new normal,” McKinsey, March 21, 2022.
2 “How one approach to M&A is more likely to create value than all others,” McKinsey Quarterly, October 13, 2021.
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Exhibit 6

Telehealth, value-based care services, and ambulatory surgical centers are the
most desired investment areas for health systems.

Most desired investment areas,
% ranking in the top 5

Telehealth and remote patient monitoring
Value-based care services

Ambulatory surgical centers

Health plan?

Clinical data, analytics, and decision support
Hospital at home

Physician practices®

Urgent care centers

Revenue cycle management software
Supply chain, including purchasing
Employee wellness

Post-acute-care centers*

Imaging centers

Mental health

Financial services or RCM®

Physician practice (MSO)®
Direct-to-employer services

Pharmacy benefit management
Pharmacy

Core hospital administration

HR or workforce management

"Projections based on McKinsey Profit Pools analysis.

CXO Survey responses, by rank

Rank 1

B Rank2 W Rank3 M Rank4 [ Rank5b

?Includes government payers projected at 10% or more growth and group payers projected at 0—5% growth.

®Includes both primary-care physicians projected at 5-10% growth and specialist physicians projected 10% or more growth.

“Includes assisted-living facilities at 10% or more projected growth, outpatient rehabilitation at 5-10% projected growth, skilled-nursing facilities at < 0%
projected growth, and hospices at 5-10% projected growth.

5Revenue cycle management.

2021-25
EBITDA
growth
rates,' %

>10

>10

SManagement services organization. Includes core administrative services at 0-5% projected growth and provider enablement at 10% or more projected growth.
Source: McKinsey Healthcare Provider CXO Survey on Revenue Diversification (n = 76), July 2022; McKinsey Profit Pools analysis
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(forinstance, making a venture investment or
acquisition) or new-business building (for example,
via internal innovation, codevelopment, or the
monetization of existing capabilities).

Health systems that opt to make direct investments
can enter at an early stage—that is, seed capital or
Series A to Series C funding—to access more
innovative healthcare companies via equity, thus
creating strategic value, such as providing access
to differentiated talent, technology, and market
insights (Exhibit 7). These investments can also
create financial value: the sale of equity as valuation
increases and there’s future cash flow if the start-up
eventually becomes profitable. Alternatively, those
that aim to generate additional cash flow in the near
term or defend share against disruptors typically
invest in late-stage companies—Series D or buyout—
to accelerate the speed-to-market of the new

Exhibit 7

revenue with more predictable cash flows, thereby
creating financial value.

Health systems that seek to create capabilities to
boost their core hospital operations may invest

in seed capital or Series A funding in healthcare
start-ups. With an ownership share, the health
system has access to products and can help shape
their direction. In return, the health system creates
value for the start-up by providing shared services,
access to hospitals and patient populations to

test and pilot products, and mentoring and coaching
through access to the health system’s executives.

Corporate venture capital (CVC) funds are gaining
favor across industries as a vehicle for housing
diversification activity within large enterprises.
Among Fortune 100 companies, 75 percent have an
active CVC fund, and according to Silicon Valley

Health systems generate value from diversification in many ways.

Objectives as they relate to diversified revenue

Grow and generate additional cash flow

Create value or capabilities for the core
acute-care business

Diversify risk away from acute care

Build partnership and collaboration opportunities
for future M&A activity

Defend volume against disruptors

Recruit differentiated talent

Seed or Series A

Series B-C Series D or buyout

4
7

NN

Financial value is often generated either through equity transactions or operating income

Source: McKinsey Healthcare Provider CXO Survey on Revenue Diversification (n = 53), April 2022
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Bank, the number of CVCs grew nearly 6.5 times
between 2010 and 2020.® However, CVC fund
performance has been mixed, and there is typically
no significant relationship between CVC investments
and financial outcomes.* Although achieving
financial success with CVCs is relatively rare and
takes longer to manifest than investmentsin

the core hospital business, these funds can be
beneficial for start-ups and corporate owners alike,
with each enjoying access to fresh insights,
collaboration opportunities, and capabilities.
Ultimately, the decisions health systems make about
how to structure their participation are informed by
their specific financial characteristics and
capabilities (see sidebar “Questions to guide
investment decisions”).

Given the challenges associated with using CVCs
as adiversification strategy, most health systems’
approaches to diversification have included

partnerships or acquisitions, such as M&A, strategic
venture investments, or codevelopment with a
capital partner. In fact, 82 percent of health system
executives who responded to the diversification
survey expect to partner with others as they pursue
their diversification strategies (Exhibit 8). Further-
more, the shift to care delivery in a variety of new
settings favors participants with distinct capabilities
(enhanced by greater national scale), which health
systems can attain through partnerships and
business building—in other words, setting up a new
business consortium with multiple health systems
to pursue common themes.

However, these health systems have also outlined
several guardrails, reflecting the need for a careful
approach to form partnerships. Among the surveyed
health system executives, 57 percent want to be
majority owners, and 19 percent tend not to prioritize
partnerships with private equity or venture capital

3 Bill Alena, “Building a successful corporate venture fund,” Forbes, September 9, 2022; The State of CVC, Silicon Valley Bank and Counterpart

Ventures, September 2021.

' Patrick Haslanger, Erik E. Lehmann, and Nikolaus Seitz, “The performance effects of corporate venture capital: A meta-analysis,” The Journal

of Technology Transfer, July 13,2022.

Exhibit 8

Systems are taking different approaches to revenue diversification, but most
intend to partner with other organizations.

Approach to diversification, %

Mergers, acquisitions, and
joint ventures

Build innovation capabilities

Strategic venture investments

Codevelopment with
non—health system partners
(eg, technology vendors)

Build a new business 3

Monetize existing capabilities
(eg, commercialization of 34
shared services)

m I I
o1
w (&)
al

Intention to partner with
other organizations as

a part of diversified revenue
strategy, %

47

Intend
47

Do not intend

Source: McKinsey Healthcare Provider CXO Survey on Revenue Diversification (n = 76), July 2022
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(VC) firms. Beyond the need to invest within these
guardrails, joint ventures (JVs) and partnerships
present blind spots—for example, arush to
completion, lack of leadership continuity, declining
parentinvolvement, and insufficient planning

to respond to changes in risk profile—that health
system executives can work to avoid.® A lack of
attention to these nuances has led many efforts to
fall short of expectations.

Getting started

Ultimately, revenue diversification strategies should
create value for the core hospital business and

the communities it serves and should support the
mission, vision, and overall strategy of the health
system. Health systems can consider jump-
starting their diversification efforts with a major
acquisition or additional investment in internal
assets, an approach taken by successful business-
building organizations.'®

When choosing areas in which to invest, those

with a clear path to generate value for the core (and
ultimately the patients) are more likely to resonate
with broader health system stakeholders, including
physicians and nurses. Although the new business
will likely need some support from the core (for
example, shared services), delineating profit and
loss between the two entities can assist with
performance tracking and provide the new business
with enough distance from the core to realize

its goals.

Partnerships can accelerate growth and could allow
health systems to tap into otherwise hard-to-access
resources or expertise. However, health systems
could benefit by thoughtfully considering the value
they bring to the table in an effort to secure the

Questions to guide
investment decisions

Executives can use a set of questions to guide
their investment decision making:

— Whatis our current and anticipated future
capital capacity? In other words, can
our financial position support deploying
substantial capital for a buyout or only
support a more limited minority investment?

— Whatis our risk profile? Do we have the
ability and willingness to invest in higher-
risk, early-stage entities?

— What are the cash flow requirements? Does
the health system require immediate cash
flow, or is it able to wait for investment
to materialize in earlier-stage companies?
(Investing in later-stage companies
provides more defined cash flows.)

right partners. Having clear goals and priorities will
be important, but, as with any start-up, taking

an agile, iterative approach and recognizing when
to stay the course versus when to pivot will likely
be critical.

Finally, we caution against expecting financial value
prematurely; value creation typically takes time

and patience. In the meantime, health systems can
acknowledge the other benefits to diversification,
including building capabilities to better serve patients
and expanding knowledge of new markets.
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