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FOREWORD

Wc academics who teach in graduate health administration programs ofien
talk about adopting a “system view" or taking a “systemic approach.”
For example, we take a system view of quality imprevement (Den Berwick's work)
and health care reform (the Institute of Medicine's recent publications). We also
surely spend a lot of time studying hospital systems and organizational issues
within hospitals. But do we really study hospitals systemically?

If you look at the voluminous research that has been done on hospitals over
the past forty years or so, you will find little research that examines hospitals ex-
ternally as part of wider systems of economic activity or internally as chains of
value that use raw inputs to produce a given product, Apart from locking at the
demographic and regulatory communities in which hospitals operate, researchers
have paid much too little attention to the economic trading partners with which
hospitals interact. And apart [rom losking at the personnel inputs such as med-
ical and nursing stafl, researchers have paid much too little attention to the raw
materials with which these personnel have to work.

This book by Eugene Schneller and Larry Smeltzer addresses this critical
shortcoming in the health administration literature, One basie thesis of their book
is that materials matter. Raw materials such as medical devices, pharmaceuti-
eal, and medical-surgical supplies comprise a large share of the total costs of any
hospital; so do the activities involved in the sourcing, procurement, and distrib-
ution of these materials. Moreover, the pereentage of national health care
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spending being devoted to raw materials is also growing. Within twenty years, the
percentage of natienal expenditures devoted to drugs and deviees will approach
what we as a nation spend on hospital care now. And yet this is a largely unex-
plored frontier in health care cost containment. Why is this so?

My belief 15 that hospital executives have spent the past fifteen years focused
on the downward portion of their value chain: their bargaining and negotia-
tions with private sector payers and their lobbying against dwindling reimburse-
ment fram the Medicare-Medicaid system. By contrast, they have not focused
on their negotiations with upstream firms that supply their raw materials, but in-
stead have delegated these issues, as well as the management of raw materials,
to their vice presidents for materials management.

If we are ever to manage health eare costs, we must tackle the thorny issue of
managing the supplies that medical professionals (such as physicians and nurses)
order and use in wreating patients. To do so, researchers and practitioners need a
systemic view on how hospitals transact with the producers and purchasers ol these
raw materials sutside their walls. The producers are the various product manu-
facturers; the purchasers are the group purchasing organizations. They will also
need 1o know how hospitals can work with the real buyers of products inside their
walls: the physicians and nurses (particularly those in the operating room).

This book provides the first systematic reatment of these managerial issues,
covering beth external and internal management of the hospital's supply chain,
Appropriately, the book focuses on the managerial processes that need 1o be man-
aged: sourcing, purchasing, distribution, value analysis, and standardization. The
book not only provides a rich conceptual ramework for managing these processes,
but also supplements the authors’ conceptual work with rich stucies of hospitals and
health systems that have implemented process improvements in these areas,

The book is essential reading for students of health administration, as well as
practitioners already out in the hospital field, who wish to make a dent in the
growing problem of rising supply costs. This problem is “where the puck is going
o be™ in the future. We need sysiemic approaches to solving it. Programs in health
administration and hospital executives today must engage this problem more
deeply than they have in the past.

I commend the authors for their achievernent here. I am also grateful 1o have had
the opporunity to know and consult with Smeltzer during the time he and Schneller
prepared the original manuscript. And, finally, 1 am thankfil that the Center for Health
Management Research has continued 1o express its support for research like this.

December 2005 ' Lawton Robert Burns
Wharion School
Fhiladelphia, Pennsylvania



PREFACE

his book is based on three years of supply chain=focused research in hospi-

tals and hospital systems by faculty at the W, F. Carey School of Business at
Arizona State University. The goal of the research was to provide the knowledge
base, rationalization, and strategies necessary lor influencing hospitals and sys-
temns io position the supply chain function for improved performance and savings.
Lt is our hope that management at both the senior and operations levels will rec-
opnize that eflective supply chain management has the potential to make a dil-
ferenee in achieving both a positive bottom line and goals associated with clinical
safety, outcomnes, and client satisfaction,

The research did not aspire to identify the [ull range of best practices asso-
ciated with supply chain management Rather, our goal was to chronicle the ways
that progressive organizations dilferentiate themselves in the supply chain mar-
ketplace and understand the variability in progressive practices in what many con-
sicler leading hospitals and systems.

The Team

The research team, consisting of Eugene Schneller and Larty Smelizer, brought the
perspectives of both health sector management and supply chain management to
address the issues pertaining o progressive health sector supply chain practices.
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Schneller, a faculty member in the School of Health Management and Policy,
has spent his career scrutinizing hospital suucture, health system managerial com-
petencies, and management steategy in the health sector. His work also has a strong
focus on the role of physician and nonphysician managers in leadership and or-
ganizaional change.

Smelizer, who passed away prior to the completion of the manuseript for this
boaok, was a faculty member in the Department of Supply Chain Management
at the W, B Carey School of Business. As both an educator and consultant, he
warked to improve the supply chain for a wide range of business types, including
hospitals. Over the course of his academic career, he carried out research and
executive education that was focused principally outside the health sector, With a
history of sudying such diverse companies as Motorola and Jehin Deere, he brought
to this project an in-depth understanding of how the nonhealth sector had used
supply chains 1o achieve success,

Smeltzer's fascination with the hospital supply chain was grounded in his ob-
servation that hospitals and hospital systems are organizational entities that have
difficulty understanding materials as assets. He would argue that perhaps this is
beeause materials in the health sector are fairly inflexible in their range of wse and
it is difficult 1o dispose of them in ways that may dilTer rom their designed fune-
ton. A company such as Dell, he pointed out, consistently saw inventory as an
asset. The important question is how 1o cart products that can be quickly mar-
keted 1o a demanding pool of customers, Such opportunities are infrequent in the
health sector, where patient demand is driven by episodic illness and only infre-
quently by pressures to engage in preventive behavior. He constantdy challenged
supply leaders in health to articulate a vision for the ficld more clearly. This book
is about how that vision is developing in progressive hospital and hospital systems.

The Problem

Much of the impetus for this book was grounded in observations of the enormous
variability in supply chain performance in hospitals and hospital systems across
the United States. This is reflected in performance metrics rom a group of filteen
similar hospitals within close proximity on the East Coast in the United States.
These organizations all had a somewhat similar mix of services, and none were
academic health centers. Among this group, hospital supplies ranged between 12
and 25 percent of operating revenues and between 13 and 25 percent of operat-
ing expenses. The supply cost per hospital day (adjusted lor case mix) ranged
bevween 8150 and $333. Within the same group, supply cost per adjusted dis-
charge ranged between 5244 and $1,640. Large percentage dilferences between
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very similar organizations in supply performance need te be understood as a pre-
CUFsOr Lo improvement.

For the hospitals in this group and similar hospitals, the potential for savings
by merely bringing the underperformers to the level of average performers could
be the difference between loss and profitability in their previous year of opera-
tions. Thus, there is good reason to understand the strategies that the berter per-
formers employ. This book reports on the successful strategies that progressive
hospitals and hospital systems throughout the United States use,

The Audience

This book was designed with several audiences in mind. Top-level hospital and
systemn executives can read it to understand the advantages that can be achieved
by moving supply chain management to a more strategic position in the man-
agerial structure. Vice presidents, directors, and managers of the supply chain will
learn how progressive supply chain orgamzations work and will ind strateges they
can use and reshape for their own organization to transform the supply chain fune-
tion by improving quality, constraining cost, and improving overall erganizational
performance.

This book will alse be a useful ool for managers in purchasing partner or-
ganizations, who can use the book to better comprehend their own customers:
hospitals, hospital systems, and, perhaps of greatest importanee, the new genera-
tion of hospital supply chain executives who are committed to increasing the value
they receive as products travel from the manufacturer to the patient. Hospital sup-
ply chain executives who hope to manage elfective and strategic supplier and pur-
chasing partner organizations can use this book 1o better manage a wide range of
supplier and purchasing partner relationships, especially as they pertain to dis-
tributors and group purchasing organizations.

Students of health services management will ind that the materials presented
in this book sensitize them to the challenges they will encounter in managing the
spiraling increases in the costs of materials in hospitals and hospital systems.
The book fills a distinet need for these students: although supply chain manage-
ment has occupied a pivotal position fer ehange in other sectors, leading to a pro-
liferation of interest in this topic in graduate management education in the United
States, supply chain management strategy occupies an almost nonexistent role
in graduate health services management education.

There is scant mention of the hospital in major supply chain management
textbooks, While faculty in departments of supply chain management frequently
report that the dilferences between the health sector and other sectors are not so
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dramatie as to require separate attention, those who do research in the sector find
that health care supply chain managers face a combination of challenges that are
unique to the sector and that there is a fairly steep learning curve associated
with the production, distribution, financing, and consumption of products.

Students in the field may already know that the most basic challenge to supply
chain managers is to énsure that on a day-to-day basis, their organizations are
prepared 1o provide patients and customers with the best produets, at the best price,
for the best cutcome. This book will show them that they must also address and
understand the desires of a clinical stall’ who have little focus on resource use
and that, most important, the supply function must move beyond what many have
seen as a narrow purchasing or procurement funcrion. Progressive practices will
assist managers in meeting the challenges posed in designing, managing, and mon-
itoring an effective supply strategy; understanding purchasing parmers; hiring eom-
petent supply managers; and ensuring accountability. Students will also recognize
that failed distribution systems can lead o lost revenues as well as the inability of
hospitals and systems to provide necessary services. There are risks 1o be avoided
by developing an effective supply chain.

Graduate students who are not enrolled in health sector management pro-
grams frequently find employment in companies that have hospital and health
sector clients. This book will show themn how to improve sales and serviees o has-
pitals and hospital systems by gaining a thorough understanding of health care
clients. They will understand that the centrality of professionals (especially physi-
cians and nurses) requires product development and marketing strategies that meet
special requirements of design acceptability, clinical efficacy, safety to professional
and patient, and improved patient eutcomes. Converting business opportunities
into reality requires mastery of the culture, structure, and regulatory environment
of the hospital and the materials and services it consumes.
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rescarchers to the health sector supply chain. Burns's The Health Care Value
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who want to “quick start” their understanding of the field.! This book, as a com-

panion picce to Burns's book, provides insight into the world of supply chain
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In the early stages of the research, an advisory panel provided valuable input
through telephone interviews and at a focus group held in Chicago. It was their
insistence that supply chain issues would constitute a continuing area of strate-
gic imponance that helped us 1o focus on issues that ranscend a ransactional view
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on the supply chain management strategy being employed for the National Health
Service (NHS). I visited a number of leading systems in London, Oxflord, and
Plymouth, as well as the NHS Purchasing and Supply Agency. While there are
important differences between the delivery of health services in the United States
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cessible knowledge infrastructure by which students could better understand the
field. It is my hope that this book is a contribution to that aspiration and will allow
students to emerge as evidence-based managers.

Decenber 2005 Eugene 5. Schneller
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STRATEGIC MANAGEMENT OF THE
HEALTH CARE SUPPLY CHAIN
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INTRODUCTION

A BURNING PLATFORM FOR CHANGE

As health care costs escalate and hospital operating margins decrease, there is
a growing consensus that the next generation of leaders in the health care
system will require a new set of competencies to position their organizations for
success in a competitive marketplace. With supplies and purchased services ac-
counting for the second largest cost compenent for a hospital (Figure L1), it isin-
creasingly recognized that supply chain management is one of the principal areas
for improvement in organizational performance.

A focus on the supply chain comes at a time when hospitals and systems
are questioning the value obtained from hospital system redesign and merger
strategics that have not always achieved anticipated net income. These orga-
nizations are also reevaluating cost reduction efferts associated with improved
management of care.! Looking toward supply chain management in an envi-
ronment where the cost of materials is escalating and other industries are
heralding savings associated with such strategy is emerging as an attractive new
focus.

Supply-related savings can come [rom many dilferent supply chain man-
agement strategies. Industry analysts believe a hospital can reduce its overall
expenses by at least 2 percent through the deployment of better inventory and
distribution processes.? This represents a percentage of total expenses, noet just
the amount providers spend on supplies and pharmaceuticals.® Nationally
inereasing process efliciencies could result in a savings of approximately
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FIGURE I.1. HOSPITAL OPERATING EXPENSES.
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£16.5 billion.* This figure targets process costs alone and does not even con-
sider the ever increasing purchase prices of goods and services.? In addition,
there needs to be dramatic improvement in the ways materials are purchased
and used [rom the point of manufacturer to the point of decision at the bed-
side. The potential benefits are significant and constitute the grounds for change
in managerial focus,

Further supply chain management benefits beyond cost are associated with
improved safery and outcomes as a result of purchasing standardization. Cost,
safery, and improved outcomes, considered together, constitute a “burning plat-
form™ for elevating the contribution of efficient and effective supply chain man-
agement. As reimbursernent formulas reward pay for performance, where rates
are calculated on the basis of improved cutcomes and adherence to standard-
ization in patient care, additional savings from effective supply chain management
may be on the horizon, The field of supply chain management and strategy, how-
ever, continues to be characterized by an absence of useful knowledge and doe-
umented best practice.?

To achieve performance improvement, it is important 1o build an inventory
of successlul and eunting-edge health sector supply chain management to enable
decisions on the basis of evidence, This book identifies and serutinizes progressive

practices and strategies associated with managing a hospital or hospital system
supply chain,
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The Sponsors and Their Questions

The research for this book was suppeoried by the Natenal Science
Foundation—sponsored Center for Health Management Research (CHMER),
CHMER, an Industry University Cooperative Research Center, is supported and
governed by health systems from across the United States, including John
Muir/ M. Diable Health System (California), Sharp HealthCare (California),
Specirum Health (Michigan), Sutter Health (California), Swedish Medical Cen-
ter (Seaule), Virginia Masen Medical Center (Seatue), and the VA Midwest Health
Care Network-VISN2Z3 (Morth Dakota).

These organizations recognize the growing costs of supply ehain man-
agement and the lack of systematic information available for guiding them-
selves and informing the field in the area of supply chain management. At least
one of the spensor executives indicated that this is an arena where they have
“assumed competency” and transferred both oversight and responsibility to
others within their organizations. As a senior leader explained, “There has
been no real interest in managing the supply chain.” Others, while not taking
such a strong backseat perspective, did not see supply chain management as
an area for strategic emphasis. In other instances, the CHMRE members
pointed out that with their strong purchasing partners, especially group pur-
chasing organizations, they did not have to worry about managing the sup-
ply chain. Av the same time, they wondered if' their purchasing partners were
the best possible purchasing partners, Several even questioned the need of hav-
ing such partners. Only one of the CHME members, Swedish Medical Cen-
ter (Seatle), had ne group purchasing affiliation and believed that it had
achieved substantial savings by managing its own sourcing and contracting
with suppliers.

The CHMR members also expressed concern that their ability to manage
costs was becoming increasingly difficult, They were being told by consul-
tants that there were hospitals and hospital systems that take the supply fune-
tion very seriously and were reporting substantial savings as a result of better
management of the supply chain. These executives also expressed a sense of
frustration and futility associated with their efforts to work with physicians and
other custormers o achieve their goals in savings and improving supply chain
performance. At least one of the CHME member systems pointed out that they
were not able to influence clinician behavior around issues pertaining to sup-
plies and had basieally withdrawn any attempts to shape performance by man-
aging materials. It is with these challenges in mind that the CHMR
commissioned us to scrutinize the best performers and report on their findings.
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The Arizona State University research proposal to the CHMR addressed four
principal research questions:

. Whan are the characteristics of the more progressive hospital and hospital
gystemns in managing the supply chains?

How do the business strategy, organizational structure, persennel
capabilities, and environmental and competitive forces of the organiza-
tions with more progressive supply chain practices differ from the
organizations with less progressive supply chain practices?

What is the role of leadership by clinicians and nonclinicians in organi-
zations characterized by progressive supply chains?

2. What conditions predisposed these arganizations to have leading-edge supply
chain structures and practices?
3. What are the enablers and barriers to progressive supply chain management
practices in hospitals and hospital systems?
Whar guidelines will lead 1o progressive supply chain practices?

4. What progressive supply chain practices can hospital and system man-

agers best use from leading practices in manulacturing and retail supply
chains?

These questions were addressed from focus groups with panels of experts, site
visits 10 systems that were idemified as progressive, and scrutiny of systems that
appeared to pay hitle attenton to managing the supply chain, Early in the research
process, the weam held a focus group in Chieago with leaders frem a number of
major systems, including Aurora Health Care, Catholic Health Initiatives, Mayo
Clinie, Ohio State University Medieal Center, Tenet Healtheare Corporation, and
the Veterans Administration.

To provide guidance 1o the field of practice, the research team's work scrutinizes
the value brought 1w end wsers (hospitals and systems) by progressive supply man-
agement strategy: Discussions with executives in leading group purchasing crgani-
zations (GPO) and with diswributor erganizations provided insight (from the
perspective of purchasing pariners) 1o the investigators on the facters associated with
eflective supply chain management. Hewever, the goal for the research was not to
understand progressive organizations rom the GPO or distributor perspective but
from the perspective of the hospital or the sysiem. Throughow the book, the research
team's ohservations are referenced as findings rom the Arizona State Univer-
sity/ Center for Health Management Rescarch Study (ASU/CHMR) study. The
chapicr appendix provides an account of the research methodology employed.
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The Unique Health Sector Supply Chain

The analysis in this book draws on the fields of strategic management and supply
chain management in order to better understand managing the hospital and hospital
system supply chain, Supply chain management tasks, such as sourcing of materials,
[orecasting demand, selecting and employing distribution models, and assessing risks
associated with supply inefficiency, all apply to the health sector. Knowledge of these
tasks serves as a building bleck lor supply management excellenee.

For instance, although the supply function in hospitals has traditionally been
seen as having a limited scope under the term “materials management,” pro-
gressive hospitals have adopted the idea of a supply chain, which presents a more
robust or expansive view of the world of materials. Chopra and Meindl define
supply chain management as the sum towl of “parties involved, directly or indi-
rectly, in fulfilling a customer request.”? This is a very broad customer-centric de-
finitien that considers new product identification and development, marketing,
operations, distribution, finance, and customer service as part of supply chain
managr:mcnl..

Applied 1o hospitals and health systems, such a definition can be interpreted
to include the Aow of products and associated services to meet the needs of the
hospital and those who serve patients.® In fact, the health care supply chain is
in many ways more complex and working on many dilferent dimensions from
the supply chain in other sectors. Thus, the perspective in this book is quite dif-
ferent from the perspective one would take to serutinize a manufacturing firm
such as General Motors, a high-technolegy firm such as Dell, or a continuous
processing industry such as Exxon. When considering the unigue challenges that
a hospital or hospital system supply leader laces, it is necessary to consider
[our maere processes associated with the hospital and hospital system supply
chain. The first three processes are related to what Chopra and Meindl have
identificd as customer relationship management (CRM), internal supply man-
agement [IS?'.'I], and supplier relationship management {SRM}.g Given the
unigue nature of the health eare sector, the hospital supply chain manager
frequently sees himsell or hersell as having relationships with a wide variety
of organizations that bridge the gap between suppliers and the hospital. These
relationships extend o distributors, information intermediaries, and GPOs.
These purchasing partners must also be carclully managed in a fourth macro
process, identified and detailed in this book as purchasing partner management
(PPM). Purchasing pariners are frequently distinet from suppliers and charae-
terized by strong relationships both upstream (with manufacturers) and down-
stream (with the hospitals they serve).
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This unique supply chain requires that the successful manager adopt a shifi-
ing perspective: keeping focus on the 1SM aspects related to end user prelerence
for products while also looking upsiream from the hospital, considering how
suppliers, distributors, GPOs, and other purchasing partners aflect the market-
place for products. This shifiing perspective between an internal and external sup-
ply chain focus challenges the manager o think in multiple dimensions while
Juggling a number of faciors.

Mix of External and Internal Clients

Physicians, nurses, and others who are end users of products are discussed in this
book as part of the supply chain CRM function. In ather words, they are internal
chents, as they are oficn employees of the organization and daily participants in
the selection, supply management, and use of products. Many of these categorics
of workers reside only temporarily within the hospital or system. As atending
physicians or registry nurses, they may practice in several different organizations
and find themselves with minimal invelvement in the supply chain management
function. At the same time, they have expectations that the supply chain will
provide them with the services necessary to accomplish their work, When supplics
are not available or are unacceptable, the organization faces inereased risk that it
cannot perform a function or that a function will be performed impropery. Non-
performance leads to loss of revenue, and improper performance may lead o risk
of even greater loss of assets.

The patient, of course, is the ultimate cliem or beneficiary of an effective sup-
ply chain, For many procedures, good materials contribute to great outeomes, The
supply chain also ensures the availability and quality of many of the necessities
Tor high levels of satsfaction, including food and room amenities. Materials also
ensure that the purchaser of services, government, private insurance companies,
managed care organizations, and sel-paying patients receive value for their money.
The unique combination of internal and external clients complicates the work of
hospital and hospital system supply leadership.

The Centrality of the Physician

In most business sectors, decisions of what product wo buy are not lefi 1o the
discretion of thousands of dilferent employees serving thousands of different
clienis whose needs change daily. Once product decisions are made, standard-
zation prevails, and the supply chain is managed by sourcing prolessionals,

In contrast, hospitals have thousands of physicians who are serving the needs
of many more thousands of paticms. Clinicians, principally physicians, diagnose
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illness and decide, within the context of accepiable parameters, how to appreach
the care of their patients. Physician assessment of how much demand or siress a
patient will place on a product (such as a hip implant) results in significant vari-
ability in materials choice, even for patients with similar demand characteristics.
Such lack of standardization in choice also contributes to variability in the need
for hospitals w stock many different kinds of basic products such as sutures. While
nonclinicians are increasingly involved in setting standards for best practices, the
decisions al physicians alse influence patients’ length of stay in the hospital and
ather factors that affect the consumption of hospital materials and resources.

Furthermore, patients come in many diflerent sizes and shapes. Disease in
any one individual is frequently characterized by its “emergence,” or change,
rather than a steady state. Health care requires that many different products be
available to meet these changing needs. The anticipated need for a product for a
patient on a given day may be quite diflferent from what was believed wo be needed
the previous day. Again, uncertainty, in a field characterized by customized
applications of technologies, prevails,

Clinicians also have long-standing relationships with suppliers and preferences
for certain products. Physicians have frequently trained in organizations that have
favored one supplier over another and participated in supplier-supported product
development. They also become dependent on suppliers for continuing education
and technical support in their use of products. Clinicians are often loyal 1o cer-
tain products and resistant to changing products and processes, even in the [ace
of new developments. Yet medicine, mere than other sectors, is characterized by
an enormous research and development environment in both the public and
private sectors. For the supply chain manager, this is a complex environment,
where the preferences of the clinician must be weighed against the organization’s
need for improvernent and change.

The Changing Clockspeeds of the Hospital

Charles H. Fine has advanced the concept of clockspeed to understand the rates
of evolution and change in products, processes, and organization in different
inclustries. ' He refers o the extraordinary rapid clockspeed ol the entertainment
industry, the somewhat slower clockspeed of the semiconductor industry, and
the even slower clockspeed of the aircraft industry. Taking a patient’s aillment as the
focal point for a health care product, Fine sees the clockspeed of the health care
industry (except for emergency care) as dispersed, modular, and slow in both
time and space.!!

Although Fine's view of the health care industry is true in some cases, perhaps
what is most remarkable about the hospital is the various clockspeeds associated
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with different departments, their products, and the relationship between products
and stakeholders, In departments where there is litde intraduction of new tech-
nologies, such as internal medicine and psychiatry, the clockspeed may be very
slow. This is very different than the fast clockspeed in cardiac surgery, where
new products, processes, and expectations continually challenge bath the orga-
nization and the individual players. Similarly, the supply organization for food
catering for patients, employees, and visitors has a very different clockspecd [rem
the hospital’s computer information technology department, which supports de-
cisions on an organizationwide, or enterprise, basis,

In many instances, the clockspeed within a department itsell changes with
the intreduction of new technologies. A deskiop specimen analyzer, for example,
may mean that a physician can move ahead with treatment at the same visit as
diagnosis. The ripple of such an innovation can be felt throughout the organiza-
tion. What was once very modular and requiring several visits to many dilferent
specialists is now tight and integral, requiring products expertise and a highly
coordinated organizational structure and effort. Furthermore, this new technol-
ogy may lead not only 1o the dissolution of the relationship between the hospital

and an outside laboratory that formerly provided the test but also necessitate an
on-demand inventory of the product.

Qutside Authority

While many daily decisions are left in the hands of physicians and other clinicians,
a vast regulatery envirenment is asseciated with health care and influences prod-
uct selection and use. New products and reprocessed products must go through
rigorous testing, and aspects of the reuse of a product are subject to extraordinary
scrutiny.'? Thus, although there may be several approaches to solving problems,
those that are acceptable generally meet the eriteria developed by outside
authorities such as the Food and Drug Administration,

In the environment of medicine, product specification to suppliers is net
usually developed on a hospital-by-hospital basis. Rather, there is a high level of
standardization that is required even before a product comes into the marketplace,
In this environment, the hospital supply chain executive must monitor the mar-
ketplace and work closely with internal clients to better understand the shifting
environment. This executive, charged with securing approved products, runs the
risk of buying a product that is later deemed unacceptable or of procuring 1o
much of a product as new ones emerge.

A good example of the quickly changing and complex environment that
malterials managers face was the introduction of new and improved stents. Stents
are cagelike products used 1o support the coronary artery lollowing angioplasty
(see Case 1.1). They have heen used for a number of years in their original
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“bare metal” form but are undergoing a revolution in both design and function.
In April 2003, the drug-eluting stent was introduced into the marketplace as an
improvement ever uncoated rmetal stents that failed wo prevent restenosis, or the
reblocking of the artery Many factors, as discussed in Case 1.1, “Stent Wars,"
resulied in a high level of competition between manufacturers and tension in
the marketplace, including uncertainty over which supplier’s stents would be
introduced and approved for elinical applications, whether drug-eluting stents
would be used exclusively for a patient or if there would be a mix of drog-cluting
ancl iraditional stents in a single surgery, the differences in performance between
the emerging products, the costs associated with the stents, and the chances for
improved reimbursement. The FDA is continually assessing changes associated
with this new technology.

>,y

Case |.1 Stent Wars

The status and availability of drug-eluting stents are the subject of many legal disputes
and other factors, which some time ago we labeled “Stent Wars." Since marketing an-
alysts predict that drug-eluting stents are so successful clinically that they will double
the current world market for stents to 35 billion annually, it is easy to understand the
flurry of activity among and between all of the competing device manufacturers,

Currently two drug-eluting stents, the Cordis Cypher siralimus-eluting stent and the
Boston Scientific Taxus paclitaxel-eluting stent system, have received FDA approval for
sale in the United States (the Cypher stent in April 2003; the Taxus stent was just appraved
in March 2004) as well as the CE Mark for sale in Europe. In addition, the Cook V-Flex
Plus is available in Europe, Medtronic and Guidant both have drug-eluting stent programs
in the early stages of clinical trials and are looking to 2005 or 2006 for possible approval.
Both the Taxus and Cypher stents have shown significant reduction of restenosis in clin-
ical trials and in the field as well. In October 2003, the FDA issued a warning regarding
cases of sub-acute thrombosis (blood clotting) with the Cypher stent that resulted in some
deaths. Upon further study, it seemed that the incidence of thrombosis is no greater than
that with bare metal stents. . . . The TAXUS stent uses a different drug coating—while
more data is being collected, it seems from the preliminary results that the TAXUS stent
may have properties that are beneficial to treating diabetic patients as well. . . . Devel-
opments in the “Stent Wars" can be fast and furious in the race to market.

Source: Hlqu.fmm.p'bqa.wg.fuﬁd-:ﬂﬂﬂjml.

..
Although the drug-eluting stent has been on the market for only a short period
ol time, observations of patient-benefit have quickly led to changes in material
use. Recognition that certain categories of patients benefit more from open heart
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surgery than from angioplasty places new demands on hospital facilities and
demands a different mix of preducts. With the introduction of a second drug-
eluting stent supplier, supply strategry has shifted to benefits that are acerued by
standardization through one supplier and the dillferent elinical appropriateness of
each product. This is a dilficult environment in which to manage. However, what
was initially a clinical preference item was quickly becoming commoditized. As
the exclusive use of multiple drug-eluting stents during a single surgery has in-
creased, the substantial differences in costs between the more conventional stents
and the drug-eluting stents have increased. The costs associated with such use are
of great importance 1o hospitals, especially when they are paid on a capitated or
diagnosis-related-group basis. Government, employers, and the commercial in-
surance industry are of course concerned with the substantial dilferences in costs
associated with this new stent technology, especially as stents become wsed for a
wider range of procedures. In March 2004 the Office of the Inspector General,
in the face of increased use of drug-eluting stents, challenged “inpatient and out-
patent claims imvohing anenal stent implantation to determine whether Medicare
payments for these services were appropriate.™'® As the use of these devices con-
unues to change, supply chain managers will want w0 understand not only the
issues delermining current use, but how use is likely to change in the luture
and how such changes will affect sourcing, contracting, and the demand for this
challenging technology.

Many Procedures and Many Points of Use

Hospitals bring together advanced technelogy 1o solve the problems of people
in need of care. There are over five thousand hospital units in the United Siates,
some linked by affilistion, werking to ensure that tens of thousands of products
are available to meet the demand of clinicians and their patients,

The number of dilferent disease categories, which in other industries might
be thought of as discrete products, attests to the difficulty that analysts encounter
as they try 1o understand the hospital. The International Classification of Diseases
{MNinth Revision]) lists pwelve thousand diagneosis codes and thirty-five hundred
procedure codes. While these diagnoses are frequently bundled or aggregated into
a smaller number of aggregate procedures for purposes of payment, such as
diagnosis-related groups, these reimbursement groups “mask clinically important
details about procedures that were performed.”'? As suggested in the earlier dis-
cussion of sicnis, the differences in resource use for any one admission may vary
substantially. Hospitalization for the various types of septicemia range from
524,878 [mean) for staphylocoecal septicemia compared with mean charges off
$16,149 for other 1ypes of septicemia.'® Within and between categories, resource
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use dilferences are also substantial, One is challenged wo think of another indusiry
that has such a large number of units, operating at such an intense level, on a daily
basis,

Diespite the complexity of the hospital, there are few reports of stock-outs that
lead 1o postponement of procedures or the turning away of patiemts. Perhaps one
of the most notable examples of a stock-oul that affected an entire population was
the lack of fu vaccine in the fall of 2004, But onc is hard pressed 1o think of other
examples where the health sector could not meet demand because of supply-
related issues. Finally, the outpatient environment is increasingly managed by
hospitals and hospital systems themselves. Giving anention to both the inpatient
and outpaticni cnvironment is a further complexity for the supply chain.

Separation of R&D, Purchasing, and Practice

Relatively few hospitals across the nation other than major medical centers can
boast mature research and development programs. Often new products or
approaches 1o weating discase arise as a result of clinicians' bringing new tech-
nologics and technigues into the hospital aflier exposure to them at conferences
or through direct marketing by vendors. For these kinds of items, supply chain
managers find themselves awending to the management of new technologies aller
client preferences have been developed and commitments between suppliers and
clinicians have been cemented. Given this separation of research and develop-
ment, purchasing, and practice, the materials management role has been seen as
a set of tasks to provide clients with efficient access 1o materials, not a strategic
role with the materials manager affecting a supply chain or enhancing value
through assistance in product selection, sourcing, and delivery to the point of
service,

With the separation of research and development from purchasing and prac-
tice, internal supply management has been the focus of the hospital and health
systern materials managers. Ensuring that customer-demanded goods are avail-
able to support the day-to-day hospital and system operations is a focal point lor
serving a wide variety of clinical and nonclinical customers, This activity alone
demands sophisticated collaboration or coordination across the hospital or sys-
tem. As discussed in great detail throughout the book, those invelved in materials
management are [requently marginalized from supplicrs through unique health
sector purchasing arrangements that include group purchasing, In addition, the
very high status of the chinician end user and the strong relationships between clin-
icians and suppliers marginalize the materials manager even more. In only the
mest progressive systems has materials management in the health sector been
involved in the full range of strategic supply management,
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Toward Effective Health Care Supply Chain Management

Repositioning the supply function to improve hospital and haspital system perfor-
mance is not an easy sk, Even in many of the mest progressive systems, the sup-
plv function remains a level below the executive suite. While it is fairly easy to point
to the dilferences that can be made by reducing supply costs, developing a vision
for 2 more central and strategic role of the supply function is more difficult. Hos-
pitals and hospital systems characterized by progressive supply chain practices show
not only reduced costs but stronger internal relationships and trust with clinical
stafl. They are also characterized by improved efficiencies and savings associated
with the processes of care.
In the following chapters readers are challenged o think abour:

+ Developing a set of taols 1o analyze, or “frame,” supply chain'® for hospitals and
SYSIEmS

» Sirategics for bringing customer value (through supply) 1o hospitals and systems

« Managing supply chain stakeholders

Assessing the strategic fit between supply chain management practices and

hospitals and hospital system characteristics

Skillfully employed, the marriage between building block skills and compe-
tencies and an undersianding of the swrategic factors associated with excellence in
hospital and hospital system performance will benefit those who seek to improve
their organizations,

Each of the chapiers identifies supply chain management and supply strat-
egy practices that characterize progressive organizations. Management and sup-
ply strategy practices were labeled “progressive” on the basis of improving some
aspect of supply practice and contributing to the ongeing maturation of the health
sector supply chain, This sccond criterion, maturation of the supply chain, requires
special mention. An obvious requirement for hospital and hospital system per-
formanee is the presence of materials necessary wo carry out clinical and non-
clinical processes. Stock-outs (which are infrequent) prevent hospitals from carrying
oul procedures and lead to reduced revenues. They also lead 1o reduced customer
satisfaction and the loss of both clinicians and patients. Thus, it should come as
no surprise that hospitals and systems that are characierized al the most basie level

define their own supply funetion as principally transactional; that is, materials are
sourced, procured, disiribuied, and consumed as a result of end user demand and
without a methodical, disciplined, and prudent approach 1o the comparative value
of the preduct against competing products. It is from this baseline of success in
carrying out everyday funciions that progressive practices are identified and
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analyzed throughout this book. In order to help readers assess the value of each
al the identified practices, we use the idea of developmental stages or levels of
supply chain mawration to detail how these practices work to distinguish pro-
gressive hospitals and systems. The progressive practices that were identified re-
late to cach of the macro processes: internal, customer, and supplier relationship
management. In many instances, the customer of the health care supply chain is
internal to the organization itsell (for example, a physician or nurse). The hospital
aned system supply chain executives will need a strong set of skills 1o manage the
diverse stakeholders across the supply chain.

It would be a mistake for supply chain managers to take a rigid approach in judg-
ing the appropriateness of their hospital's developmental stage. Not all systemns
will progress from one stage to the next in a systematic lashion. A dramatic change
in leaclership, for example, may move a system rapidly from onc stage to another.
Some do not progress at all or are characterized by regression to a previous
stage. Similarly, a judgment of hospital and hospital system matrity level requires
careful seruting. Some hospitals and systems find that an achieved stage of supply
chain function truly fits its culture and positoning in the markerplace. Thus, it should
not be coneluded that an erganization’s level of achieved supply management
maturity is a signal of a need for change or a marker of success or [ailure. Rather,
knowing the maturity level of one’s supply chain function allows an assessment of
the advisability of engaging in sell-development and potential opportunitics,

It is important for readers te understand that the goals of management must
not always be to try to move every organization in which they work to fit a spe-
cific mold. Different organizations achicve success through different strategies.
Dilferent organizational structures and positioning allow dilferent levels of ma-
turity. Only the most sophisticated and well-positioned organizations will achieve
integration of the supply chain processes and their overall management strategies
to qualify for an advanced stage of maturity.

Finally, the ideas in the following chapters were reviewed by the advisory
board of the CHMR and reported in a morning-long educational session at the
meetings of NCI (a large supply chain health networking and edueation argani-
zation) and at retreats and meetings sponsored by the two largest GPOs (MNovation
and Premier),

Organization of the Book

This book is organized to reflect the three hospital and health system supply
chain macro processes that Chopra and Meindl identified as customer rela-
tionship management, internal supply management, and supplier relationship
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FIGURE 1.2. ORGANIZATION OF THE BOOK.
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management, as well as key issues pertaining to purchasing parmer manage-
ment.'? (See Figure 1.2.)

Chapter One considers the current state of supply chain management in hos-
pitals and systems. It differentiates berween “merely” managing the supply chain
and developing “frames"” for engaging supply sirategy management and strategic
fit between the hospital or system and its supply chain management behaviors. An
important feature of Chapter One is the identification of the barriers associated
with repositioning supply chain management as a strategic function, Readers will
come away with the theoretical grounding for understanding strategic supply man-
agement in an environment as it relates 1o the broad field.

Chapter Two considers the types of costs that hospitals and hospital systems
experience in the purchasing process and the strategy, price, demand, and im-
plementation risks associated with hospital purchasing, The chapier also provides
a detailed assessment of the strategic sourcing process that suceessful supply chain
managers follow, ineluding their activities with suppliers and negotiations. Readers
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of the chaprer will be better prepared to understand and manage hospital and the
hospital system risk, needs, and product complexiry,

Chapter Three considers the issues related to product standardization for
managing costs and improving clinical performance. Product standardization, a
key 1o supply chain success in other industries, is difficult in hospitals where elin-
icians have strong preferences for the materials used in the course of their prac-
tice. Internal customer supply management is also challenging due to physician
velationships with suppliers. The chapter details the hospital value analysis process
and value analysis teams. It also provides a mechanism for assessing the mix of
the medical stall in relationship to their participation in hospital supply chain
management effectiveness. Read in concert with Studies 2 and 3, the chapl.cr pre-
pares readers to assess and manage the purchasing process with professionals,

Read in concert with Study |, Chapter Four details the ways that haspitals
and hospital systems engage GPOs as an outsoureing strategy to secure materials.
With 96 to 98 percent of all hospitals in the United States using a GPO to carry
oul their contracting ol goods and much of their strategic sourcing, this chapter
is key to understanding the strategic alternatives that hospitals and systems have
as they engage the marketplace. The principal focus of the chapter is on pur-
chasing partner selection and management. A specific focus is on how the GPOs
support hospital and system purchasing rather than en the structure and lune-
tiening of GPOs themselves wo the extent that GPOs have many of the features
of quasi organizations that act as agents to suppliers for the hospitals and systems.'®
The chapter also considers the extent 1o which GPOs represent a comprehensive
strategy for securing goods in a changing health care marketplace and the ways
they are changing in order to meet the needs of their hospital and hospital system
customers. This necessitates that the focus of the chapter also be on the strategic
fit berween GPOs and their hospital members and clients. The chapter also con-
siders, in the face of increased criticisms that group purchasing may restrict com-
petition in the marketplace, a variety of ethical eoneerns relating to GPO and
hospital system purchasing. GPOs must be seen as suppliers of services, including
sourcing, contracting, and procurement financing management.'?

Chapter Five provides a discussion of supply strategy decisions. While
standardization and more effective purchasing are considered opportunities for
savings, it is estimated that significant savings can be achieved by strategically mane-
aging the flow of goods lrom the supplier shipping dock to the point of use. The
choices associated with insourcing and owtsourcing the inventory and distribution
functions are in many ways similar to the choices identificd in the discussion of
GPOs in Chapter Four,

As in other chapters, we draw on observations from the progressive prac-
tices in the ASU/CHME study hospitals to assess the strategic questions that
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should be used 1o consider strategic fit between inventory, distribution, and
performance. Beaders will be able to assess the effectiveness of inventory and dis-
tribution strategy and understand how the design of this function can lead a
hospital or svstem to manage its supply chain better as a series of assets.

Read in concert with Study 3, Chapter Six examines the options and oppor-
tunites for structuring the supply chain o effectively meet the needs of hospitals and
hospital svstems, It considers the important debate concerning the centralized or de-
centralized supply function within the context of the book’s overall concern for
achieving strategic fit and effectiveness of supply chain management. This question
is important, but it must be considered within a multifaceted strategic framework of
an organization with very dilferent customer demands and clockspeeds. Chapter Six
presents a series of strategic questions that will help the reader determine if a uni-
tary or a hwbrid—a combination of cenralized and decentralized characieristics—
approach is more appropriate for a hospital or system’s supply function,

Chapier Seven details and refines the criteria that enable executives to
determine their stage of wansformation across several characteristics, including
physician relationships, supply chain relationships, strategic cost management, and
wechnological development. The chapter contains an extensive discussion of where
a hospital or system falls on a continuum of organizational maturation and how
well its positioning a that level is consistent with the organization's opportunities.
The idea of siages of development is also closely aligned with the lulfillment of
impornant managenal tasks, including strategic sourcing, contracting strategy, man-
aging with the GPO, and inventory and disiribution.

Chapter Eight examines a variety of technologies and human resources 1o
accomplish the goals set out in this book. While the purpose of the
ASU/CHMR research was not to scrutinize these technologies and human re-
source challenges, it became elear that it is impossible to meve effectively along
the strategic continuum without introducing new informatics and developing
a workforce that can embrace the strategic [rame to the supply mission. This
chapier deiails the human resouree skills that will be necessary for managing
the internal and external networks associated with a health care sysiem's sup-
ply chain. This skill set is dramatically different from the skill set that is required
for managing in a supply environment where transaction and order ulfillment
is the principal task.

The chapier also considers the enormous contrbution that information man=
agement technology has brought 1o the health care supply chain environment and
the ways these systems'can assist in internal customer management, purchasing

pariner management, and internal supply management.

Finally, the chapler considers the future of supply chain management for hos-
pitals and hospital systems and how it will be shaped by many factors. These
factors include new products and wechnologies thay will influence patient care, such
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as drug-eluting stents, which, as demonstrated in Case 1.2, have dramatically
influenced the arena of interventional cardiology and hospital practice. The fac-
tors also include new supply chain technologies and the elevation and reposition-
ing of the supply chain function. Advancements in evidence-based medicine
and pressures on clinicians to improve quality, safety, and outcomes have the
potential to reposition the supply chain as a key player in the advancement of
supply chain management in the hospital and hospital system.
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Q& Case l.2 FDA Approves Drug-Eluting Stent for Clogged
\g Heart Arteries

The Food and Drug Administration today [April 24, 2003] approved the first drug-
eluting stent for angioplasty procedures to open clogged coronary arteries. In most
cases, a stent is left permanently in the artery to keep the vessel open after angioplasty.
The new stent slowly releases a drug, and has been shown in clinical studies to
significantly reduce the rate of re-blockage that occurs with existing stents.
Drug-eluting stents may have a substantial impact on the occurrence of re-blockages
\ for patients with heart disease. Each year 800,000 angioplasty procedures are performed
in the United States to open clogged coronary arteries. In approximately 15%-30% of
patients, the artery becomes clogged again (a condition called restenosis) within a year,
and it must be treated again with a procedure such as angioplasty or bypass surgery.

“Today'’s approval represents a significant step forward in the treatment of heart
disease,” said HHS Secretary Tommy Thompson. “Patients who receive this device will
need fewer repeat operations to unclog arteries, which can make a real difference in
the quality of their lives.”

The product is the Cypher Sirolimus-Eluting Coronary Stent (Cypher stent), made
by Cordis Corporation, of Miami Lakes, Fla. It is a tiny metal mesh tube that is covered
with the drug sirolimus. The company has a license from Wyeth Pharmaceuticals for
the use of sirolimus.

The Cypher stent provides a mechanical scaffold to keep the vessel open while
the drug is slowly released from the stent to prevent the build-up of new tissue that
re-clogs the artery. In studies conducted by the firm, the stent reduced the rate of
restenosis by about two-thirds.

“Drug-eluting stents combine drugs with medical devices to provide more etfectwe
care for many patients with heart disease,” said FDA Commissioner Mark MeCle an M D
Ph.D. “FDA is working to make sure its regulatory procedures encourage’ ({ie uick and-
efficient approval of such safe and effective combination pr M i

FDA approved the stent based on a review of laboratofy and:ammaltests,and: tvyp\.
clinical studies of safety and effectiveness conducted by "&‘cﬂs"a W éll‘h rewew of.quu‘.
manufacturing procedures for this new combination prog N
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I the U.5. study (called the SIRIUS study), 1058 patients received either the
Cypher stent or an uncoated stainless steel stent made by Cordis. The patients in
the SIRIUS study had blockages of 15mm to 30mm long in arteries that were 2.5 mm
e 3.5 mm wide.

Results were similar for both types of stents in the weeks immediately following the
procedure, but after nine months the patients who received the drug-eluting stent had a
significantly bowwver rate of repeat procedures than patients who received the uncoated stent
(4.2% versus 16.8%). In addition, patients treated with the drug-eluting stent had a
restenosis rate of 8,9%, compared to 36.3% of patients with the uncoated stent. The cam-
bined occurmence of repeat angioplasty, bypass surgery, heart attacks and death was 8.8%
for drug-eluting stent patients and 21% for the uncoated stent patients.

A smalber study of 238 patients conducted owtside of the L5, {the RAVEL study) was
similar to the SIRIUS study, but it evaluated patients with shorter blockage of the coronary
artery. That study also showed significant reductions in repeat procedures and restenosis.

This smaller study was the basis for the product’s approwval in Europe, and sup-
ported the product’s approval in the United States, While the RAVEL study suggested
that the Cypher stent showed promise, it was not large enough to assess the pa-
tients maost likely to benefit from the device,

The LL5. study evaluated the product’s safety and effectiveness in a much broader
population, The additional evidence obtained from the U.5, study required by FDA
should allow doctors to use the drug-eluting stént with more confidence about the
benefits of the product in more patients.

The safety and effectiveness of the Cypher stent in smaller diameter arteries or for
longer blockage that required more tham two stents was not studied in either trial,
Also, the safety and effectiveness have not been studied in patients who are having a
heart attack, patients who had previous intravascular radiation treatment, or patients
who had their blockage in a bypass graft.

The types of adverse events seen with the drug-eluting stent were similar to those
that occurred with the uncoated stent.

Patients who are allergic to sirelimus or to stainless steel should not receive a
Cypher stent. Caution is also recommended for people who have had recent cardiac
surgery and for women who may be pregnant or who are nursing. Patients who
receive the drug-eluting stent will likely need to take certain kinds of anti-platelet drugs
for at least several months.

FOA is requiring Cordis to conduct a 2000-patient post-approval study and con-
tinue to evaluate patients from ongoing clinical trials to assess the long-term safety
and effectiveness of the Cypher stent and to look for rare adverse events that may
result from the use of this product.

Source: Food ond Drug News, Ape. 24, 2003,
kL p s fida g b s/ Ropee s IMEWS 200 3 NEW OO B5E himl
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This book contains four in-depth studics, which appear at the end of the Bk
that will help readers gain a stronger understanding of the advantages of sl.ra.tegin;
health supply management.

Study |, *The Value of Group Purchasing in the Health Care Supply
Chain,” reports on an in-depth analysis of the group purchasing organization
(G PO) wilizaion by ten major health care systems around the nation. The study
demonsirates the high level of variability associated with GPO service use and
reveals the expectations that supply chain managers have for their GPO part-
ners. It also reveals the savings potentials associated with GPO utilization. As
discussed in Chapter Three, the study also reveals the difficulties that some hos-
pitals and systems encounter in working effectively with their supply partners
and, as cliseussed in Chapter Two, managing risk.

Siudy 2, “Clinician, Supplier, and Buyer Working as One to Improve Patient
Outcomes,” was written by lan Shepherd at the Peninsula Trust in Plymouth,
England. The study provides an account of how a major system was able to work
collaboratively with its medical stall as well as suppliers in high-cost cardiology
products to achieve considerable savings and aceess to a wide variety of products.
The case suggests that problems associated with managing strategic choice are
similar across very differenmt national health care delivery sysiems and that man-
agement of the supply chain truly can lead to efficiencies and opportunities,
The case, read in concert with the book's extensive discussion of value analysis
teams, supplier relations, and standardization, gives the reader the opportunity to
view theory put inte practice.

Study 3, “Metropolitan Hospital System—A Study of a Hybrid
Organizational Design,” provides insight into the restructuring of the supply
chain function in a multihospital health care systern. The case, which demon-
sirates the transition of the system toward a centralized supply chain function
and the sustained role of supply management and leadership at the hospital
level is an important supplement to the Chapter Seven discussion of organi-
zational design.

Study 4 provides the ull text of Office of Inspector General Advisory
Opinion No 05-06, Case analysis by both students and practitioners will lead
to a better understanding of the variety of constraints that aflTeet the effective
management of the supply chain and provide the opportunity to assess the ex-
tent to which gain sharing can be an effective incentive to reduce cost while
sustaining high-quality patient care. The study is an important companion to
Chapter Three, which addresses a role that value analysis teams (VATS) play in
assessing products the attempt to achieve standardization to reduce costs and
IMprove oulcomes.
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Appendix: Methodological Considerations for the
ASU/CHMR Supply Chain Progressive Practice Study

The driving purpose of the ASU/CHMR Supply Chain Progressive Practice
Study was to identify and systematically report empirically verified supply chain
management strategies and tactics that would lead wo greater effliciency and
effectiveness in the health care supply chain. A limited amount of research had
been conducted on the health care supply chain prior to this project. Therelore,
it was not possible to use the extant literature to develop a tightly controlled
research hypothesis for this project. To achieve the goal of the praject by carrying

out systematic case studies of progressive practices, the fellowing kinds of mate-
rials were scrutinized: 2

= System annual reports
+ Owerview statements of the supply ehain function including:
An erganization charn of the system to show how the materials management
or supply chain process relates 1o the other units within the system
An organization chart of the materials management or supply chain group
(to provide an understanding of the roles and responsibilities of the
managers)
A mission staterment or list of ohjectives for the materials and supply function

Diescriptions of initiatives that the group was pursuing. This included anything
from a simple set of PowerPoin slides used within the depariment 1o an elab-
orate business case designed for an executive review:

During the site visits, infarmation was gathered pertaining wo:

* The overall supply chain philesophy and the history of the process that has
evolved to its current status

The internal flow of products, including warchousing and distribution tech-
nologies

The currem status and initiatives of any informaten echnology activities that
affect supply management

The imolvement of physicians in the standardization process and value anal'l,.'-
8is teams

+ Technology and new product assessment

Interrelationships with members of prominent supply chains such as the group
purchasing organization (GPO) or distributors

Expeciations of the materials or supply process
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The focus for the research methodelogy was to develop useful knowledge
based on methodical seruting of a number of key issues and key eases.2! The first
slep in this research was te develop a general idea of what is meant by the health
care supply chain in order to have a focus for the study, Following Burns, the strat-
cgy was to gather information that encompasses the information, supplies, and fi-
nances invalved with the acquisition and movement of goods and services from
the supplier to the end user that enhance clinical outcomes while controlling
costs.*? The decision was made not to directly include the manufacturer's inbound
supply chain; however, it was understood that the supplier's inbound supply chain
may influence the other downstream components of the supply chain.

The second step of the project was to conduct an extensive review of the sup-
ply chain literature that dircctly related to the health care supply chain. Although
a lair number of antecdotal articles were available, few empirical studies had been
conducted within the health sector supply chain. Too few articles were available
to develop a comprehenszive analysis.

The third step was to review the general business and supply chain litera-
ture outside the health care sector. The purpose was to determine the extent to
which studies could be generalized from other industry sectors to the health sector.
The result of this review was a comprehensive paper that formed the basis for the
qualitative analysis in the research reported here,

Qualitative Research Methodology

Because it was not possible to establish quantitative research protocols based
on previous studies, a preliminary qualitative case study approach was used.
The research method to collect the information was the nondirective case field
study and telephone intervie ws.2* With this approach, the researcher pro-
vides a series of nondirective questions but uses extensive probes and summary
questions to develop trends and themes [rom the interviews. An objective of
the methodology is to ageregate themes across the interviews with as litle re-
searcher bias as pussihle.“ The researchers had systematically studied quali-
tative methods and had conducted several studies using this technique. Their
extensive experience and previous publications using this methodology add
credibility to the assessments,

Some of the preliminary interviews were conducted individually so that each
researcher could develop a general perspective for the research questions. Several
subsequent cases were conducted with both researchers in order to ensure that the
richness of the information was fully captured.?® In other sitnations, critical
incidents such as value analysis teams were directly observed and the primary
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had not initiated any strategic supply inftiatives during the past several years, One
freestanding hospital was included in which the director of materials had been in
the same position for over ten years and was very comfonable with information
systems that had net been altered for almost a decade. Another system indicated
that its arrangement with its GPOs was stricily reactive, and no cost models were
used. Understanding how such systems carried out the management of their
supply function provides important perspective.

Choosing Respondents

Selection wag guided by interviews with executives across the United States to
determine progressive systems. An advisory board provided valuable information
on leading organizations and strategics for thinking about how to select partici-
pating systems most elfectively.

Within each system, the director of materials management was the principal
respondent. In most systems, however, we spent time with other supply chain
employces, department stall, and, in many instanees, the individuals 1o whom the
director of supply chain reported. This last person was maost requently the chiel
financial officer. Meetings with CEOs were rare, and most ol the information gath-
ered lrom CEOs was from interviews carried out in scparate visits o systems and
in the course of focus group participation. Although the overwhelming majority
of hospitals or systems were willing 1o cooperate, several were not willing to par-
ticipate in the swudy. The most common reason for noninvolvement appeared 1o
be the amount of time required. However, in two sitnations, the primary comtact
was fearful that the information would be used incorrectly. Since a number of
organizations asked that their input remain confidential, we have chosen not to
identily, save in special cases, organizations we studiced.

Four Primary Areas of Investigation
For cach sitc we visited, we serutinized a wicde range of supply chain straucgic Fwitors:

1. Information fAow
Integration of cost, clinical, and charge systems
What type of information systems do and do not work
Internal communication of’ goals and missions
Integration of distributors’ information with internal systems

Point-of-~use inlormation and data il'-lt"gl'il'l-iim
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participants subsequently interviewed. Finally, focus groups were conclucted o
obtain in-depth information on specific, direct questions.

The intensity and duration of case study activity depended on the value the re-
searchers found in sustained data gathering at any one location. Some of the visits
lasted two days, while others were a matter of only a few hours depending on the
questions being addressed. An integral part of the case studies was document Fe-
view. Whenever possible, we reviewed individual policies, procedures, meeting notes,
memos, and any other related information. Regardless of the method, we shared
and compared our observations in each case, This ensured that an ohjective
conclusion was developed.

Research Sample

Hospitals and hospital systems that use progressive supply chain management
practices constitute the primary sample for this research. Duplication of the
“progressive” systems by respondents was used to develop the rescarch sample.?’
This was achieved, first, by developing a list of systems or hospitals we knew in
conjunction with other academics to use progressive practices, The resulting
sample was based largely on the hospital or hospital system reputation among both
informant practitioners and academies.

The second step was to solicit the viewpoint o consultants within the disci-
pline. Their opinion allowed us to capture a broad range of progressive practice
organizations. We believed that they would be able to identify the organizations
that they considered the most progressive as a result of their business activitics.
We wok care in the sample not to simply choose those that had been a firm'’s
clients. The final step was to review practitioner magazines to identify the orga-
nizations most frequently identified as innovative and review eonference speaker
rosters 1o determine whe were most frequently asked to speak.

Finally, an effort was made to include a variety of arganizational structures
(for example, centralized versus decentralized), affiliation (for example, religious
order relationship versus sccular), and missions (for example, investor owned ver-
sus nonprofit). A large freestanding hospital was included, as well as an extremely
large imegrated newwork. In addition, several academie weaching and research hos-
pitals were included as well as community hospitals, Hospitals ranged in size from
a fifty-bed rural hospital to a six-hundred-bed urban health center.

The emphasis was on hospitals and hospital systems that were considered to
use progressive supply chain practices, However, not all systems visited or in which
imterviews were conducted and data were gathered were progressive on every
aspect of their supply chain management. Thus, hospitals and systems have not
been identilied by name, For instance, one rather large sysiem was included that
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had not initiated any strategic supply initiatives during the past several years. One
freestanding hospital was included in which the director of materials had been in
the same position for over ten years and was very comfortable with information
systems that had not been altered for almost a decade. Another system indicated
that its arrangement with its GPOs was strictly reactive, and no cost models were
used. Understanding how such systems carried out the management of their
supply function provides important perspective.

Choosing Respondents

Selection was guided by interviews with executives across the United States to
determine progressive systems. An advisory board provided valuable information
on leading organizations and strategies for thinking about how to select partici-
pating systems most effectively.

Within each system, the director of materials management was the principal
respondent. In most systems, however, we spent time with other supply chain
employees, department staff, and, in many instances, the individuals to whom the
director of supply chain reported. This last person was most frequently the chief
financial officer. Meetings with CEOs were rare, and most of the information gath-
ered from CEOs was from interviews carried out in separate visits to systems and
in the course of focus group participation. Although the overwhelming majority
of hospitals or systems were willing to cooperate, several were not willing to par-
ticipate in the study. The most common reason for noninvolvement appeared to
be the amount of time required. However, in two situations, the primary contact
was fearful that the information would be used incorrectly. Since a number of
organizations asked that their input remain confidential, we have chosen not to
identify, save in special cases, organizations we studied.

Four Primary Areas of Investigation
For each site we visited, we scrutinized a wide range of supply chain strategic factors:

1. Information flow
Integration of cost, clinical, and charge systems
What type of information systems do and do not work
Internal communication of goals and missions
Integration of distributors’ information with internal systems

Point-of-use information and data integration
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2. Organizational dynamics
Culture
Leadership
Chrganizational structure
Physician relationships
Change management

3. Metrics
How goal achievement is measured
How to determine cost reduction
The relationship of supply chain goals 10 the larger enterprise goals
The use of reward incentives

4. Supply chain relationship management

How to manage cost, information, and improved efficiencies with
manulacturers, GPOs, and distributors

The relationship among units within a system or network
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CHAPTER ONE

FRAMING AND REPOSITIONING
MANAGEMENT OF THE HEALTH
CARE SUPPLY CHAIN

ith purchased goods and services accounting for the second-largest dol-

lar expenditure in American hospitals (see Figure L 13,! the supply chain
is a major component of the health care delivery system and accounts for a bur-
densome toll of expense. Supply-related savings could come from many dil-
ferent supply chain management strategics. Industry analysts believe a hospital
can reduce its overall expenses by at least 2 percent through the deployment
of better inventory and distribution processes.? This represents a percentage of
total expenses, not just the amount providers spend on supplies and pharma-
ceuticals.? Nationally, increasing process efficiencies could result in an annual
savings of approximately $16.5 billion.* This figure targets process costs alone
and does not even consider the ever increasing purchase prices of goods and
services. Given that materials reflect such a wide spread, those at the high end
of the eost continuum have much o gain through effective management of the
supply chain.

Those who wish to contribute to the development of an ellective supply
chain must possess the capability to clearly observe the supply chain in action,
analyze the dynamics of supply chain processes, and cralt solutions that will
be acceptable to both internal and exiernal stakeholders. This chapter pro-
vides a series of [rames, or lenses, for understanding the current environ-
ment that characterizes the health sector supply chain and achieving
managerial success.
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The Current State of Supply Chain Management in Health

The world of health sector management is continually being challenged and
undergoing change. At the end of the twentieth century, there was a growing con-
sensus that the strategies associated with managed care were no longer bringing
continued savings and cost reduction to the delivery of health services. The grow-
ing cost of care and pharmaceuticals, increased hospital acuity, and new techno-
logical developments led to unacceptable annual increases in health care costs.
This was also a period when some leaders in the feld, associated with the Mational
Center for Health Leadership, were questioning the extent to which senior man-
agement in the United States was truly prepared to assume responsibility for the
complexities of health care delivery.® Major professional associations, such as
the American College of Healthcare Executives, were rethinking the competen-
cies that would ground leadership for the future. While this questioning led to de-
bates about where new leadership might find appropriate training and how to
structure the management of education and practice, many progressive systcms
are leading change by demanding improved performance and strategic thinking
from their managers. In these systems, there is a recognition that the management
of the supply chain is one of the candidates for change.

External Influence

What is lcading change of managing supply in hospitals and systems? As candi-
dates from other sectors of the economy are recruited into the management of
the materials function in hospitals, there is an increased presence of managers
who have experienced environmenis in sectors of the economy where supply chain
management occupies a central position in an organization’s strategy lor com-
petitive advantage. Their exposure 1o supply chain is grounded in industry research
and organizational experience in which materials and inventory are seen as a
strategic asset. In indusuries outside health care, the assets have the potential o be
manipulated in ways that increase organizational performance. In most instances,
the factors associated with the management of the internal nonhealih sector supply
chain are dramatically different than they are in hospitals where purchasing is
influenced by clinicians.

Furthermore, serutiny of the hospital balance shect encourages consultants
and other influential leaders 1o begin to give the health care supply chain some of
the attention it has received in the manulacturing and retail industries. Informa-
tion system companies such as Dell, manufacturing companies such as Toyota,
and retail providers such as Wal-Mart proclaim that much of their suceess is
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attributable to strategically managing their suppliers, distribution, and inventory.
While it is generally concluded that the health care supply chain is immature com-
pared to other industries,” consulting firms, health information technology
providers, and a new cadre of executives in the health sector are coming to be-
lieve that new strategies for improved supply chain management will bring lower
costs and greater efficiencies to their organizations. In addition, supply chain man-
agers believe that they ean contribute to the demand for greater safety in hospi-
tals as well as improved outcomes. For the first time, there is a growing belief that
materials matter.

Barriers to Change

There are still many obstacles and barriers to change in the industry of supply
chain, Health care is described by almest every commentator as highly lragmented
and relatively inefficient, There is little evidence of a clear strategy or structure
for managing the health care supply chain. Transaction cests continue to be rel-
atively high, and variation in prices across the system is substantial. While those
who finance health care services (both private insurance and government) have
taken an interest in a more disciplined purchasing of services, they have expressed
litthe interest in developing incentives to eliminate the supply-related inefficiencies
that inflate health sector costs.

Although outside influences have brought a positive new focus on the sup-
ply chain, low executive expectations still exist on what can be accomplished, per-
haps due to the failure of other faddish business principles once inroduced inte
the health sector. In fact, looking outside the health sector is not new for hospital
and hespital system executives. Urged to rethink their approaches to the provision
of health care, they have, in the past, requently looked toward the nonhealth sec-
tor for guidance. Some chservers have even joked that hospital management can
best be thought of as the implementation of the latest managerial strategy, fre-
quently at a time when other sectors have already applied the new principle and
moved on to other management strategies. Observers often reprimand health sec-
tar executives for desperately jumping “lrem one of these ‘savior' recipes, with its
attendant gurus, 1o another, and then yet another.”’ Many managerial fads and
fashions, even when successful in other sectors, have led to disappointing resulis
when applied in the hospital. A recent analysis of strategic management applied
in health care points out that over the past decade,

healthcare providers consistently and universally adopred “fddish™ structures
and programs, most of which produced unrealistic expectations that ultimately
were not often fulfilled. These included the legitimization of the so-called
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integrated systems’ acceptance of the strategic rationale for hospitals and/far
physician management companies purchasing physician practices and the
ready adoption of “hot” management techniques (e.g., total quality manage-
ment, reengineering, and corporate restructuring).®

Techniques developed in other sectors, such as Total Quality Management
(TQM) were touted to be applicable to the health sector. Yet “the few studies that
emerged alter TOM diffused widely either suggest that it did not realize the
promises made on its behall, or focus only on hospitals that elaimed successful
adoption.” Perhaps this is because the techniques were not customized to the
unique needs and diversity of health care organizations. The research reported
here confirms that the supply chain is in need of careful examination and con-
sideration of alternatives for ransformation. Managerial strategies from other sec-
tors are not likely 1o be quick-fix strategy for successfial health sector performance
improvement.

Except in the most progressive hospitals, executives' expectations of the
impact of supply chain management are low. Perhaps inattention to this fumne-
tion accounts for the fact that the supply chain function is somewhan less vul-
nerable than other areas to managerial intervention and may account lor low
levels of hospital and system investment in performance improvement. The
ASU/CHMR study's interviews with leaders in the hospital industry indicate
that they frequently define the supply management function as transaction
focused and substantially outsourced through group purchasing organizations
{GPOs) and distributors. Few understand that a significant portion of pur-
chasing functions, even il outsourced through membership in GPOs or dis-
tributors, are functions requiring careful management.'? Study 1, “The Value
of Group Purchasing in the Health Care Supply Chain,” reports on an ex-
tensive set of interviews regarding GPO utilization and services 1o members by
ten major hospital systems across the United States. The findings reveal that
GPOs have been seen as organizations that are parallel to the hospital’s own
purchasing function and not as trusted purchasing partners, and that there is
a great deal of variability in utilization of GPO contracts and duplication of
GPO functions.!! When the interviewers asked hospital and system supply man-
agers about their use of group purchasing and costs associated with the pur-
chasing process, the managers experienced difficulty in developing even a list
of expenditure areas and expenditures amounts. One can interpret this as the
failure 1o recognize the area as substantially under their control with or with-
out a GPO relationship, The absence of information also raises the issue of

their inability to routinely benchmark their own performance against other hos-
pitals and systems.
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What Is Strategic Management of the Supply Chain?

As managers assess how to best work with purchasing partners or to engage in-
ternal clients such as physicians, it is critical vo clarify the role of supply chain man-
agement and o develop a ool box of rames, or lenses, to view the system. Supply
chain management in the health sector has traditionally been viewed as a trans-
actional activity, with supply chain managers understanding their work as a set of
encounters, both internal and external, wo source, purchase, and deliver goods to
the point of service. The transactional frame, although operationally important,
is insulficient by iisell for taking advantage of the ways supply chain can bring
value to a hospital or system. Managers must ask themselves, “What is meant by
managing the supply chain? and more important, "What does ‘supply chain man-
agement strategy” mean?™”

The Health Care Perspective on Supply Chain Management

In the Introduction, we defined sufbly clam as the “parties involved, directly or
indirectly, in fulfilling a customer request.”'* When considering the role of hos-
pital supply chain management and specific managerial mandates, this customer-
centric perspective extends the limited view of a purchasing depariment as
restricted to developing better and more responsive suppliers.'® Jonathan Byrnes
points out:

Hospital managers are making significant progress toward mastering the buy-
ing portion of procurement, but this is just the tp of the iceberg, They need to
master extended supply chain management, downstream to the complex net-
works that are being created, and upstream to the major distributors who are
providing their products and manufacturers who are producing their products.
The huge potential gains that will Aow from supply chain rationalization can
provide desperately needed resources to offset major cost pressures coming
from obligations such as indigent care.'#

How one views a supply chain depends on where one sits in the process. From
the supplier's perspective, hospital and health system supply chains are predomi-
nantly downstream [rom their own operations. The downstream supply ehain in-
corporates the distributer and proceeds through the provider instinutions, which
include clinies, hospitals, hospital systemns, integrated delivery networks (1DNg),
and the final customer.'® Sometimes the final customer in the health care supply
chain is the patient, such as when a patient orders a medical device over the
Interner. However, with patients having a relatively minor voice rﬂgprcling what
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products they consume during a hospital stay, the true customer is frequently the
nurse, physician, or other hospital worker. !5

When viewed [rom the perspective of the hospital supply chain manager, the
supply chain's focus is most lundamentally on managing the processes associated
with securing products. From this viewpaint, the supply chain must consistently
be seen as a series of sourcing, procurement, and distribution services that sat-
isfy a very specific set of customer needs, especially clinicians who work at the
point of service. It is the “service-centric™ aspect of the supply chain empha-
sized throughout this book that distinguishes the health sector as more complex
than supply chains in other felds.!'?

Supply management, or “materials management,” is frequently seen as
the function in which a single manager is “responsible for planning, organiz-
ing, motivating, and controlling all of those activities principally concerned
with the flow of materials into an erganization.” The key lunctions for such a
managl:r areg;

*  Anticipating material requirements

= Sourcing and obtaining materials

* Inroducing materials into the organization

+ Monitoring the status of materials as a current asset'®

The application of these four basic functions includes those 1asks idemtified
in Figure 1.1. This model fails, however, to reveal the enterprisewide complexitics
that exist in the supply chain.

Supply Management Versus Supply Strategy

Healih secior supply chain refers wo the information, supplies, and finances involved
with the acquisition and movement of goods and services from the supplier to the
end user in order to enhance clinical outcomes while contrelling costs.'” The term
sufiply chain managenent refers to the raditional materials management function of
product selection, procurement, and diswibution. Operationally, the supply chain
management functions combine “related functions such as purchasing, inventory,
control, and stores under the authority of one individual,” who is charged o “solve
materials problems from a total system viewpoint rather than the viewpoint of in-
dividual functions or activities.™ [t includes the upstream aspects of purchas-
ing that require planning, “forecasting, and scheduling material flows from
supplicrs” and downsiream aspects that include internal “distribution channels,

processes, and funciions that product passes through on its way to the end
custorner.”?!
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FIGURE 1.1. SUPPLY CHAIN MAMAGEMENT FUNCTIONS
AND RELATED PROCESSES.
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exrent 1o which substiture products are anticipated in the marker).

3. Asess risk.

4. March product and anticipated volume o product pricing, straregic
sourcing, and contracting strategy.

5. Make commitment to resources to carmy out strategic sourcing and
contracting serazegy (for example, GPO, self-contracting, fact-based
negotiation).

6. Derermine rransportation, distribution, and storage and warchousing
strategy on the basis of product type and considerations such as
consignment inventory (for cxample, commodity versus physician
preference).

7. Consider options for receiving, picking, and distribution of goods.

8. Track utilization.

9. Determing product effectiveness and assess replenishment strategy.

Mote: Mine processes associated with completing interlocking functions as identified by Schnedler,
E., and Smeltzer, L. Unpublished study in collaboration with HCA, 2002,

Source: Ten interlocking functions identified by Kowalski-Dickow Associates, Inc. (19%94). Managing
Huospitel Materials Management. Milwaukee: American Hospital Publishing.

Supply chain management also includes internal functions associated with
transforming the inputs from suppliers into units that could be applied at the point
of service?? Senior management rarely recogmizes this as a complex role requir-
ing an individual whe has extraordinary human relations, operations management
and research, informatics, and financial skills. As the hospital becomes more com-
plex, it also requires an individual who can shift perspectives. Effective man-
agers will understand their role in facilitating transactions concomitantly and
understand the more strategic aspects of supply chain management. Therelore,
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it is important o dilferentiate between tasks associated with supply chain man-
agement and more critical cognitive or thinking aspects of strategic supply chain
direction, This more strategic role includes giving attention to the variety of in-
ternal and external actors who come together in a modern hospital or health care
system 1o gain advaniages through “cost reduction, wechnology development, qual-
iry improvement, eycle time reduction, and improved delivery capabilities to meet
customer requirements, "4
Supply managenl strafegy is a term used to reflect the decisions and actions that
supply management professionals take in the course of their work 1o improve orga-
nizational performance. This focus reflects the fact that “managers have been pres-
sured into constantly secking new methods of adding value, either through improved
performance of their product or through the development of the ‘service package’
and service delivery system that surround it."? Successful implementation of supply
strategy requires a new overarching and differentiating logic. For the sophisticated
supply chain executive, the vision must be very broad to [acilitate “the integration
of supply activities within firms in dyadic reladonships, in chains of firms and in inter-
organisational networks."? Finally, supply management strategy is a perspective that
allows managers to capture change and understand the importance of repositioning
the supply function to meet the organization’s mission, 2
Luke, Walston, and Plummer's review of writings about management strat-
egy suggests that strategy consists of the “key concepts and ideas that organiza-
tions use {or have used) 1o achieve and sustain competitive advantage over their
rivals,"?? Hospitals and hospital systems, in seeking to achieve and sustain com-
petitive advantage through supply management, develop sirategics that extend o
their current and potential purchasing partners. These partners include suppliers,
distributors, GPOs, and information management and technology vendors,
Burns suggests that purchasing partners represent a complex set of stake-
holders, each having impact on the organizations they are intending to serve, ™
Just as hospitals have gone through mergers and acquisitions and changed many
of their services in the face of new technology and reimbursement schemes,
hospital and hospital system trading partners have become more strategic in
their thinking and more diversified in their offerings. There is a growing need
for supply chain executives 1o be linked 1o both the business aspects of supply
strategy (such as e-commerce and improved distribution models) and the quickly
changing clinical werrain (such as the introduction of new products, for exam-
ple, drug-eluting stents). Success for progressive systems appears to rest on a
new set of managerial competencies that are highly strategic and applied in
an environment that in the past bas been characterized as “wransactional™
(Table 1.13.** While progressive systems are working vigorously to develop
strategies o improve the knowledge and performance base of the supply chain
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TABLE 1.1. SUPPLY CHAIN MANAGEMENT ORIENTATION.

Supply Management Supply Management
Orientation, 1999 Orientation, 2009
Product, commedity oriented Process focused
Price focused Total cost oriented
Operational expense Outcome and revenue focused
& silo perspective that sees departments Infarmation based

and units as the principal focus
Material manager Supply strategy management
Inefficient process Efficient processes
Many points of contact Paperless
Decentralized Centralized

Source: Schneller, E., and Smeftzer, L. Unpublished study in collaboration with HCA, 2002,

workloree, the absence of a clear vision for supply chain management contin-
ues o serve as a barrier.

Repositioning Strategic Supply Management Leadership

The reporting level for purchasing managers reveals a great deal about the
importance of purchasing? Few purchasing managers occupy a seat at the vice-
presidential level. The majority of purchasing managers in centralized pur-
chasing depariments report “directly to the executive offlicer responsible
for proftable ocperation—president, executive vice president or general man-
ager.”*! In the majority of health organizations, purchasing, even if reporting
to a vice-presidential level, is removed from operations. Supply management has
not yet reached the point where it is part of the executive management team.
From ASU/CHMR focus groups with senior systerm managers, it is apparent
that enly a minerity ol chiel executive officers or chiel operating officers at-
tribute importance to this area when they articulate their hospital or system’s
values, vision, or mission. ™ Research reveals significant dilferences in percep-
tions by senior executives and supply chain managers regarding problems,
achievernents, and opportunities in the supply arena. This suggests a disconnect
between how management views supply chain and how supply chain managers
see their work (Table 1.2). Yet there is somewhart greater convergence (Table 1.3)
regarding how they assess the luture.

What accounts for this pesitioning of purchasing at a lower level? Inter-
views carried out for the ASU/CHME study reveal that many CEOs and CFOs
value their materials management departments as providing a series of necessary
but rather routine and uncomplicated procurement transactions. Supply chain
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TABLE 1.2. VIEWS BY HOSPITAL EXECUTIVES AND SUPPLY CHAIN
MANAGERS ON RECENT SUCCESS.

Rank of Recent Success Area Executives Supply Chain Managers

Invobving clinicians in standardization 1 5
Reducing operating room costs

through standardization 2 2
Investing in information technology 5 3
Reducing labor due to automation & 3
Improving demand forecasting for the 7 7

operating room
Lowering cost due to GPO contracts 3 1
Lowering the operating room <ost 4 &

through improved processes

Source: McKesson and Healthcare Financial Management Association. "Resource Management:
The Healthcare Supply Chain 2002 Survey Results.” Chicageo: Healthcare Financial Management
Association, 2002, hitp:/fwww.hima.org/resource/focus_areas/iciurvey.pdi.

TABLE 1.3. VIEWS BY HOSPITAL EXECUTIVES AND SUPPLY CHAIN
MAMAGERS ON FUTURE OPPORTUNITIES.

Rank of Rank of Opportunity
Opportunity Area Area by Supply

Future Opportunities by Executives Chain Managers
Involving clinicians in standardization 1 1
Reducing operating room costs 2 2

through standardization
Investing in information technology 3
Reducing labor due to automation 4 7
Improving demand forecasting for 5 3

the operating room
Lowering cost due to GPO contracts (] 7
Lowering the operating room cost 7 B

through improved processes

Fource; McKewson and Healthcare Financial Management Association. *Resource bianagement:
The Healthcare Supply Chain 2002 Survey Results.” Chicago: Healthcare Financial Management
Association, 2002, hitp:/fwenw. hfma.orglresource/Tocus_areas/sciarvey. pdf,

managers express the view that their overarching goal and cxpectation from
purchasing pariners has been to simply obtain demanded materials at the lowest
price possible.*} Advancing the role of supply chain in the managerial hierarchy
requires recognition that the area can contribute to the bottom line and improve

clinical performance in ways that are directly related to the organization’s quest
for competitive advanage.
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Framing the Health Care Supply Chain

Achieving savings through supply management in hospitals and systems is de-
pendent on the rethinking of the field 1o a point that deemphasizes the transac-
tions between suppliers and hospitals and redirects management focus 1o a
comprehensive view of asset use and deployment. To move in this direction, a uni-
tary framework for understanding the supply chain is probably not a reasenable
aspiration. Rather, there must be the development of a set of [rames [or under-
standing supply chains and recognition of the value they can provide, individu-
ally and in concert, for system improvemnent.

A managerial frame is a lens or set of lenses employed by individuals 1o beter
understand the world of how to view the supply chain and serves as a basis for
managerial action.® A manager who tends o look at problems through a polit-
cal frame will sperationalize problems differently from a manager who sees the is-
sues through a frame grounded in an organization’s culture or human relations.
The ability 1o see problems through multiple frames provides managers with the
ability to become more analytical in designing solutions.

Smeltzer and Manship document the extent to which manufacturing indus-
tries see the supply chain as the funetion that represents their most important com-
petitive weapon.® Since hospitals and hospital systems are highly heterogenesus,
analytical frames [rom other industries should be cautiously applied in the health
secton Without a perspective or lrame, one can manage only toward the prob-
lems of a given moment, in a highly reactive manner. The challenge of finding
the right way to frame the health care supply system has always been difficult,
bt the need to do so has become everwhelming in the turbulent and complicated
world of the twenty-first eentury. Forms of management and organization that
proved effective anly a few years back are now obsolete, 8

The ASUSCHMR rescarch reveals that supply chain managers draw on a
number of rather specialized frames for assessing their environment and world of
work:

* Supply chain as fransaction. The transactional [rame judges activities, actions,
and actors (individuals) on the basis of their ability to facilitate the movement
of goods and services from manulacturer to the point of service. This frame
lends itsell to quantitative analysis and benchmarking that tracks products over
time and workers on the basis of completed contracts, goods received, and pro-
cedures completed. Ease of access and priee, rather than contribution to the
larger enterprise, is key to transaction analysis. As a [rame, transaction pushes
the supply chain manager to think strengly in terms of tactics and the need
to complete the job at hand.
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- Supp{}' chain as serviee. The service frame, which is dependent on the trans-
actional frame, aligns the supply function with ensuring satisfaction for internal
customers (for example, elinicians) across the hospital and the system, Materials
inn this scenario are satisfiers for highly valued processes, which could not be un-
dertaken without materials, They also provide satisfaction o specific workers by
meeting their preferences and ensuring few inconveniences to workforce partici-
panis. In this frame, supply chain is generally reactive, although it can become
part of a larger system's goals, such as improving patient satisfaction through pur-
chasing better raw materials to increase service quality.

= Supiply chain as orchestration. The supply chain function in the modern hospi-
tal and hospital sysiems represents the intersection of many customer demands
and broader system requirements for knowledge. Success requires orchestration:
working to bring together, through sourcing decisions, contracting, and logistics,
combinations of products that enhanee performance. This orchestration frame is
operational when supply chain executives can channel their decisions to support
organizational goals that transcend a single procurement order. A focus on salety,
for example, might lead supply chain managers to prefer “sharps” products that
work well together 1o avoid needle sticks or, when used together, promote reduced
lenggih of stay (which is associated with reduced patient injuries).

Materials executives now have at their disposal a variety of metrics, such as
total supply expenses percentage of patient revenue, GPO total spend, total sup-
Ply expense per adjusted patient day, and surgical supply expense per adjusted dis-
charge. Such information allows them to take a broad view of how different
products come together, in different hospital settings, to contribute to the care of
patients. When data on individual hospitals and systems are available, maerials
executives are also able to benchmark their own organization’s performance within
their system and against other systems. Using such information, the orchestration
lens provides a broad view of the supply function in the organization, It leads o
understanding that while materials must be present (transactions must have tran-
spired), there is much more to understanding the organization than the sum of
transactions. As demonstrated in our discussion of value analysis teams and stan-
dardization, supply chain as orchestration is much more complex than the service
orientation.

* Supply chain as trangformation. The transformational frame has a strong de-
pendency on the wransactional frame; it tends to judge products on the basis of
their contribution 1o some organizational er clinical goal (such as improved safety)
and individuals on the basis of their ability to advanee the goals of the organiza-
tion. The transformational frame thinks of materials as one input into improv-
ing organizational performance. It assisis managers in secing resources as assets
and not just pass-through or potential liabilities. In this frame, materials are
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synergistic. They allow procedures and processes 1o be eompleted more effectively
Materials in the ransformational model are selected because they lead to better
services, outcomes, and new ways of working, Materials processes are selected on
the basis of their sustaining the hospital’s agility and adaptability in a quickly
changing environment. The transformational lens is sensitive to both the changes
in the health care delivery environment and the ongoing changes in the supply
chain environment, Within this idea of supply chain as transformation, there
are a number of subthemes, ineluding supply chain as value and supply chain as
quality. These are the principal ingredienis of transformation.

Managing with Frames

Mo one frame is sufficient for effective health care supply or strategy management.
Progressive supply chain leadership should be judged by the extent to which its
activities are continually adding value. In the broadest sense, value is multidi-
mensional: reducing supply cost, improving clinieal suteomes and safety, improv-
ing service quality, and inereasing eustomer satisfaction. Those who employ such
frames in managing the supply chain must be simultanesusly coordinators, ad-
visers, information brokers, relationship brokers, and knowledge and information
managers.?” They must manage the organization's risks, collaborate with profes-
sionals, engage in collaborative relationships with trading partners such as GPOs,
and adjust the organization’s supply design as new challenges arise,

Orchestration requires working closely with physicians, nurses, technicians,
and a wide range of nonhealth professionals to manage the products and the wech-
nological innevations that characterize modern hospital practice. As in other in-
dustries, the managerment of such an environment requires skills associated with
motivating and leading with technical professionals, managing innovation, pro-
viding leadership in the innovation process, managing knowledge as it relates to
work, and designing organizational processes for innovation,

Many organizations find it dilficult to use frame analysis and change their
view on a set of issues that has long been defined as a service area, The health sec-
tor supply chain has been “viewed largely in supplier-centric terms, with a focus
on distribution, logistics and purchasing products into the user base.”* The in-
adequacy of such a definition rests in the fact that while everyone knows that
health care providers cannot work without materials, the transaction frame does
not let managers transcend questions regarding price of goods. If one begins to see
health sector supply chain as a “provider-centric model,” it is possible to view the
supply chain as a pipeline to products and services. 10

The customer-centric view of supply chain management in hospitals and sys-
tems demands “a holistic approach to managing operations within collaborative
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inter-organizational neiworks allowing the formation and implementation of
rational strategics for creating, stimulating, capturing and satisfying end customer
demand through innovation of products, services, supply network structures
and infrastructures in a global, dynamic environment."*! This suggests a robust
set of ideas to approach the area of supply and materials for praducing excellence
in health eare. The idea of supply within a set of interorganizational and intraor-
ganizational networks makes it possible 1o see the supply lunetion through frames
for analysis. It also becomes much easier to see the supply chain through a
frame that considers the value of supplies or materials as potential assets within
the organization. The task of management is to scarch for a mix that brings value
10 organizations.

In recognition of the patential for the supply chain to contribute to the or-
ganization's success and of the complexity related 1o managing supply sirategy,
a few bright trends are emerging that indicate the environment for supply chain
management is changing. In the hospitals and systems that are recognized by the
ASU/CHMR, the supply chain management position is elevated to a strategic
role, In addition, there is an active effort to recruit more highly qualified pro-
fessionals for these positions. The impertance of managing this issue is receiving
attention in the executive suite as more technology expenditures are being allo-
cated to the supply function, and a few hospital executives are beginning 1o de-
fine the outcomes of the supply process in terms of assets rather than only
expenditures. As a result, search firms are challenged 1o identify candidates who
have both highly developed supply chain management skills and the ability o
deploy strategic lrames.

Contingency theory is based an the notion that there are no universal pre-
seriptions in management.*? Contingency theory posits that the correct man-
agement principle or technique to be applied should be related 1o the existing
set of circumstances or situation. The theory envisions good management as the
abilicy 1o perceive the significant or limiting factors in a situation. Table 1.1 iden-
tifies a number of the comingent issues that organizations must grapple with as
they attempt to improve organizational performance,

Successful managers, recognizing the contours of given circumstances, apply
multiple management frames and develop consequent strategies for obtaining
value from the supply chain*? The idea of multiple frames for envisioning the
supply chain is consisient with the comtingency theory precept that there is no one
best way 1o manage, but as circumstances demand, there may be best approaches

ta problem solving, Thus, a supply chain manager interested in understanding
more fully how to satisfy physician demands might employ the service frame in
seeking a solution, When interested in working with physicians on standardiza-
tion, to improve outcomes and safety, as well as wo reduce costs, the transforma-
tional frame might be a more powerful perspective.
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The Complexity of Value

The overarching purpese of the ASU/CHMER project, as identified in the In-
troduction, is to identify progressive practices that add value through effective
management of the supply environment within hospitals and systems. But what
15 value? Is it reduced cost? Or is it assurance that the correct supplies are avail-
able when needed? Some would say that value is defined as the correct supplies
al the right place at the right time at the best possible price. This perspective on
value is extremely general. An even more general definition is what value is worth
to the organization in its atternpt to meet organizational objectives. Does this mean
that the hospital system should decrease the amount spent on a particular type of
supply? Or that supply chain management should increase safety, improve
customer service, or improve value in providing leading-edge health care?

These questions are not easy to answer because value varies depending on the
organization and the product or service involved. Il the product is a highly wech-
nical and unique medical device such as a specialized pacemaker, the supply
process is much different than if' it is an order af bed linens or even standard phar-
maceuticals. Whereas the supply chain manager may have a level of comfort
exercising judgment in the purchase of linen, the purchase of the clinical prefer-
ence item will require close attention to medical stall preferences, new develop-
ments in the technology marketplace, and technical and service requirements.
Also, a lacility maintenance service such as housekeeping dilfers vastly from
temporary nursing services, where there must be great vigilance in the selection
of individuals who will assist to produce the expected levels of elinical outcomes,
The risk of poor housekeeping is low custorner satisfaction. The risk of poor nurs-
ing can be disastrous to the well-being of a patient. Similarly a capital expendi-
ture such as MRI equipment, given its special requirements for shielding,
electricity, and acceptability to clinical stafl, cannot be considered the same as a
capital expenditure for desktop computing,

Mew technologies, such as desktop analyzers for tesis, have the potential 1o
significantly alfect the nature and Aow of supplics away from laboratories to the
point of service. Accompanying this kind of change may be the ability to change
the entire protocel for patient care from multiple visits to a single visit for an
episode of care. Dilferent supplies derive a different value for the hospital.

To add to the complexity pertaining to value, the significance of a produet is
not evaluated the same from erganization to organization. Hospitals differ in many
ways, such as their mission, size, and geographical configurations. Table 1.4 sug-
gests that value may be affected by both product and hospital differences. Large
systerns or specialty hospitals, for example, may be able to purchase products in a
large volume at a reduced price. This may lead to a system seeing the product as
an asset, that is, contributing to revenues for certain kinds of surgical procedures,
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TABLE 1.4. VALUE DIFFERENCES DERIVED FROM PRODUCT
AMND HOSPITAL DIFFEREMCES.

Hospital or System Differences Product or Service Differences
Mission: specialties, research, academic Commodities

Size Medical surgical devices
Geographical concentration or dispersion Physician preferences
Stakeholders Capital equipment

Physician relationship Support services

Managerial capability Technology

Ownership

An academic health center with well-trained surgical teams may have the exper-
tise to use a complex surgical product. A surgeon performing the same kind of
surgery in a community hospital may value a produet for its ease in application.

Not only do different organizations and people value different products in dif-
ferent ways, hospitals and systems have developed diverse strategies in solving their
supply chain challenges. Some have decided to manage the entire process inter-
nally. Others outsource as many funetions as possible. Many systems involve physi-
cians and other clinicians intensely in their purchasing deliberations, while ethers
keep clinical stall at an arm’s length. Among organizations that are considered
progressive (effectively managing and sourcing information and relationships),
many different combinations are observed, Contingency management is neces-
sary to respond to this complex environment.

Strategic Fit and Misfit

It would be naive to think that all managerial lenses produce equally desirable out-
comes for organizatons. A physician-led organization may, for example, differ from
a nonphysician-led organization across a wide number of dimensions that reflect
aspects of culture, power, and human resources. Mayo Clinic, one of the systemns
studied in the course of the ASU/CHMER. research, employs the vast majority of
its medical stall and relies on physician-led committees to drive decisions across
the Mayo sysiem, Implementation of decisions reached in such a way is not nearly
as significant a problem as it is in other systems. At the same time, Mayo's strong
clinical culure and commitment to physician autonomy may mean that it, like
other systems, experiences difficulty achieving consensus on product selection. Dis-
cussion of cosmopolitan and local physician orientations in Chapter Three pro-
vides imponant insights inte the ways medical stall’ are oriented 1o collaboration.
Managerial decisions must meet the demands of the organizations in which they
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FIGURE 1.2. THE DYNAMICS OF ACHIEVING STRATEGIC FIT.
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Source: Adapted from Zajac, E. |, Kraatz, M. 5., and Bressler, RK.F. “Modeling the Dynamics of
Strategic Fit: A MNormative Approach to Strategic Change.” Strategic Management Journal, 2000,
21(4) 429-455.

are employed. The idea of strategic fit can be drawn on to explain how different
solutions may represent progressive practices in different organizations. *

The positioning of strategic fit considerations in determination of decisions
regarding supply performance improvement is detailed in Figure 1.2, Outsoure-
ing and insourcing decisions regarding an area such as distribution provide a suc-
cinct example for understanding the idea of straregic fit. The University of
Mebraska Medical Center, a nationally recognized leader in academic practice,
has made the decision to outsource its entire inventory and distribution process to
a single distributor. While this appears wo be a successful strategy for a single-site
academic health center that can establish a successful and trusting relationship
with a distributor, such a decision may be unworkable for a multisite, multicity sys-
tem where it would be difficult for the distributor to meet, equally, the demands
of all of the dilferent entities within the system. The same system also made the
decision to outsource a great deal of its purchasing through its group purchasing
organization, Novation, which provides the opportunity to participate in an ex-
change system for the purchasing of many of their goods. For the University of
Mebraska, these decisions are seen as consistent with the centrality of its educa-
tional goals. Throughout the book, a great deal will be said about the systems of
exchange in which hospitals and systems participate. Chapter Seven revisits the
“system of exchange” idea to reveal that there are options for hospitals and sys-
tems as they engage the marketplace for materials, supplics, and services,
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Stranegic fit and misfit reflects the alignment with the vision and values of a
hospital or hospital system and its culture. Whether set by the CEO of alarge
investor-owned or integrated delivery system or by the government, vision and
values provide the orientation, which is a caleulus for judging the advisability of
opportunities as well as [rames for understanding threats. To better understand
the issue of strategic fit, the ASUSCHMR study assessed the relationship between
vision and value in the English National Health Service, “Value for money™ is one
averarching theme guiding the Mational Health Service. This theme is linked 1o
a vision of a series of expectations for the system to which supplies, in addition
o price, can be judged by:

» Contribution 1o successful clinical cutcomes in the eyes of patients

« Contributions to successful clinical outcomes in the eyes of providers

* The extent to which the product results in inereased use (for example,
as a result of emergency room turnover)

* Improved access as a result of savings

* Improved safety to the patient

= Improved employee safery

+ Reduced total expenditures per admission

Swudy 2, “Clinician, Supplier and Buyer Working as One to Improve Patiem
Outcome™ (all studies are placed at the end of the book) explains how a large
hespital in Plymouth, England, has been able wo capitalize on vision, extracrdi-
narily sirong management, and physician collaboration to effectively manage one
of the more expensive supply areas associated with eardiology.

In the United States, no commaon set of values drives health policy and,
consequently, delivery. Many of the items listed above resonate with hew pro-
gressive supply chain leaders in the United States view their roles, In an
ASU/CHMR focus group, over ten LLS, health systems indicated that the Insti-
e of Medicine swudy on patient and hospital safery, Ta Err I Human, is a “burn-
ing platform” for the supply chain manager in his or her attempts 1o shape the
materials emvironment.*® In addition, as the inroduction of new technologies into
the practice arena accelerates and siresses even further the ability of the hespital

1o achieve a positive bottomn line, avention will be paid o the issue of materials,

Summary and Conclusion

Effective and efficient supply chain management represents an opportunity to add
value and decrease costs in the US, health care system. To accomplish this end,

it is necessary for wop-level exccutives and supply chain managers 1o reframe and
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transform their approach to the supply chain. Each hospital or sysiem must
determine what value ean be achieved through the supply chain and structure
itsell’ 1o meet its goals. This will vary depending on product, organization, and
environment. Study 3, “Metropolitan Hospital System: A Hybrid Organizational
Design,” outlines how one large TLS. hospital has organized itsell successfully to
meet its supply challenges.

The objective of supply chain management is to maximize the overall value
of the product or service while reducing costs. Supply chains are dynamic
systems?% that must be designed to fit the product or service involved if they are
to reduce costs.*” To ensure that the supply chain design fits the product, the
processes integral to the industry must be considered. “The ultimate competency,”
Fine argues, “is the ability to choose capabilities well.*® For managers to achieve
compelitive advantages, they need 1o adapt and incerporate elements responsible
for supply chain success in their 1'.n|::ll.ls.l'rg,.'."Jg Industries that do this well understand
their own “clockspeed.”0 This idea proposes that there are various rates of change
and demand posed by different industry-related products, processes, and organi-
zational design. Information management companies where technology is
changing quickly are characterized by a faster clockspeed than automobile man-
ufacturers, The health secior overall is characterized by a fairly slow clockspeed.
However, different departments and specialties are characterized by distinctive
rates of change. Rapid innovation in cardiology implants and medical imaging,
for example, require an agile supply chain due to their fast clockspeed. In contrast,
mental health services change at a much slower pace.

Heonw well hospitals and systems are able 1o judge their clockspeeds and adjust
accordingly requires careful seruting Smeltzer and Kamanathan have questioned
the extent to which the health care sector can learn from other industries, espe-
cially manufacturers, as they seck the right advantage.®! Their work suggests seven
key areas for comparison between hospital and other industry supply chains in-
cluding differences associated with: (1) customer, (2) task, complexity, speci::liz.a-
tion, and professionalism, (3) organizational structure, (4) organization-employee
relationship, (5) produet, (6) markets, and (7) infermation management. The fol-
lowing chapters are attentive to these comparison areas, with the hope that those
now managing and making contributions to supply management strategy will find
success.
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CHAPTER TWO

MANAGING SUPPLY RISK
AND COST REDUCTION

s supplies become an increasingly large proportion of hespital costs and levels

of patient acuiry rise, the probabilities and consequences of risk associated
with purchasing increase. Few hospital and systern managers, however, identify risk
management as a focal point of their job. Rather, they consistently identify cost
reduction as their major challenge—and the metrics associated with cost as
constituting the ways their performance is most likely to be evaluated. The
ASU/CHMR case studies reveal that progressive systems are engaged in risk
reduction. Most systems have a special focus on risk as it applies to cost reduction,
and the most progressive systems engage in cost management. The avenue for
this activity is most frequently strategic sourcing, This chapter scrutinizes the
ways that progressive systems manage risk associated with purchasing and cost
reduction.

Drawing on the work of major supply chain theorists, Young defines risk
“as the potential to be deprived of use either by reason of long lead time, non-
delivery or unacceptable quality™! Risk also relates to the chance of purchasing
goods that will not saisfy end users or customers. Risk management reduces the
chance that the cost of goods will be harmful to the producton of a certain prod-
uct or service and ultimately to the success of the organization. The following dis-
cussion reviews the types of costs that can be reduced and managed through
strategic sourcing. This is imponant because not all costs can be wreated the same,
Next, the meanings, types, and costs of supply risk are reviewed. Finally, a strategic
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sourcing process that has been derived from the numerous ASUSCHMER case soud-
ies will be presented and discussed in the context of cost and risk.

Types of Cost

Three kinds of costs are associated with hospital and hespital system purchas-
ing: purchase (or price), transaction, and administrative costs.

Purchase Cost

Purchase cost represents the price of the geod or the service being acquired. By
far, this is the most frequent type of cost mentioned by hospital supply man-
agers. In face, it is common for managers to refer to eost when eonsidering only
purchase price. The other types of costs are only sidebar conversations by many
managers in discussions of their roles in pricing strategies. However, the more
progressive supply ehain managers dilferentiate among the types of costs when
making supply chain decisions.

Transaction Costs

Transaction cost? is incurred with the exchange of goods between the buyer and
seller.? Transaction costs range [rom high-cost efforts by stafl to hand-prepare
and fax an order to a supplier that is using low-cost computer-assisted ordering,
Transaction cosis also include the costs associated with purchasing partner lees
and commissions, paying for assurances of safety for product delivery, and the
monitoring of order fulfillment, Because transaction cost is much more difficult
to measure than purchase price, it is less rrf_'qutnﬂ}r mentioned or included in
annual supply management goals. Alse it is infrequently monitored nor reported
as part of the cost of ownership. Much of what occupies the attention of supply
managers is actually cost related and how to avoid transaction cost risks.

Firms that work together over long periods of time develop trust and fre-
quently are able to reduce transaction costs by developing interorganizational
mechanisms [or reducing conflict and adapting to each other's cultures.? The
selection of purchasing partners, as discussed throughout the book, represents an
important steategy in reducing not just the price paid for goods, but alse the
potential costs associated with ownership of goods over time. An everwhelmingly
high proportion of respondents o the ASUSCHME research and “The Value of
Group Purchasing in the Health Care Supply Chain™ (Study 1) report that much
of their behavior stems (rom the beliel by supply managers that they receive lower
purchase prices in the marketplace than through GPO contracts. These managers
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charge their stafl 1o use time to research price opportunities beyond their current
market pricing. While there may be lower-cost purchasing opportunities, a solid
costi-benefit methodology to understand the costs and value associated with such
search and purchase cfforis is infrequently implemented. Given this narrow focus,
the investment of a hospital or system by engaging in activities that might well be
carried out more efficiently by others (that is, outsourced) is rarely calculated as
part of transaction costs. Study 1, “The Value of Group Purchasing in the Health
Care Supply Chain," howewver, reveals that not all transaction costs are avoided
by outsourcing the contracting and sourcing by hospitals and systems.

Administrative Costs

Administrative cost is the internal cost incurred by the buyer for such items as
accounts payable and receivables and the typical errors that occur in these
processes. Many administrative costs are affected by the direet transactions that
the hospital or system chooses. This is also a difficult type of cost 1o measure so
it is ofien not included in annual cost reduction goals,

Study 1 identifies the wide range of costs (which are certainly price items)
assoriated with hospital sourcing, negotiating, and contracting. The ten systems seru-
tinized for that study, hewever, were not able to produce regularly reported data asso-
ciated with such costs and did not routinely track those costs. The absence turns the
focus of the supply manager, charged with the goal of cost reduction, to a focus on pur-
chase price. [t is noteworthy that relatively few health care organizations pointout that
they approach most cost items, other than major capital itemns, with a view of total cost
of ownership. Total ownership costs include aspects of inadequate product manage-
ment tools, disruprive scalability, poor health product reliability and performance, and
compromised product efficiency.” Total cost of ownership analysis allows the firm to
better select supply sources and distribution channels, improve supplier and diswribu-
tor performance, define performance expectations, increase supply chain partner
accouniability and control, select preferred supply partners, and introduce measure-
ment.® Such cost analysis can make the purchase price of a good appear trivial. In dis-
cussing basic office equipment, Steele Case, an office furniture company, includes
the following cost metrics as important in measuring the total cost of ownership:?

* Planning and design

Selection process and purchasing activities

* Delivery and installation

+ Orientation and training

Movememt of management and reconfiguration
Refurbishing mainienance

* Disposal
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Case 2.1, developed by Steelcase, one of the nation’s largest manufacturers of
office equipment, depicts a methodical and disciplined view of total cost of own
ership that can be applied by supply chain managers to a variety of products that
characterize the health care delivery enwvironment,

* e

Case 2.1 Total Cost of Ownership

. . . It's possible that in identifying total cost of ownership a company may discover
that a low-cost product may carry significant management costs. In this scenario, a
company’s most significant savings might be in streamlining management of the prod-
uct in the workplace rather than trying to simply procure the product at a lower price,
Or another strategy may involve selecting a different product that carries lower man-
agement costs, In this last option, a product whose purchase price is higher might
actually offer a lower total cost of ownership.

A comprehensive understanding of the total cost of ewnership is ritical for
leveraging the return on your company’s investment in workplace furniture and
furnishings.

"Digital Equipment's Swedish operatian in Stockholm redesigned their office for
maximum flexibility. The redesign has produced a 50% reduction in space use, a 50%
decline in energy consumption, a 60% decling in cleaning costs, and mare highly
motivated employees” (Personnel Management, Aug. 1993).

The illustration [below] attempts to depict the allocation of cost of ownership
elements based on overall industry experiences.

Mon-Integrated Integrated Cost
Cast of Owmnership
Furniture
Procurement \h\“"““-a._ Managemer
25%
Cost 12.5%
Product
Coost 500 50%

11.5%

Management
Corst 15%
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What It Might Look Like

The illustration [shown on the previous page] provides a glimpse of how a new approach
to cost of ownership might be structured. This is an illustration of how new views of life-
cycle costs may affect the business impact of the workplace.

How It's All Connected

A focus on cost of ownership and its impact on the furniture configurations and the
workplace does not exist in isolation. Mo company can be successful by focusing only
on costing and the impact of this factor on the work environment.

As companies get a clearer picture of true costs of ownership, businesses will also
be focusing on issues, such as:

* Financing alternatives: the new strategies being developed to more effectively

leverage company investments in facilities and furnishings, creating an even more

integrated approach to linking the workplace to business success

Organizational shape: the new structures, management styles, team patterns, and work

culture and their collective impact in creating a new set of needs for the warkplace

* Heaith and safety: the collection of issues that affect the safety, health, and com-
fort of the workplace, and the impact of those issues on workplace design

A holistic integration of these and any other relevant workplace factors will ensure that

a new appreach to designing and furnishing the workplace will create a more effec-
tive place tor pecple to work and companies to succeed,

Souvce: "Cost of Cramership: Mew Wayl 1o Calculate Costs.” hitp:ffvassw, steelcate. com/nafknowisdgedesgn,
aapo M 10255 Be=1 0903,

* 8

The Nature of Supply Risk

Risk exists when (1) outcomes are uncertain, (2) goals are difficult to achieve, and
(3) there is potential for extreme consequences.® Another way 1o look at risk is
the potential inability 1o succeed in mecting project, process, or system objectives.
These wwo definitions specify the relationship between risk and cost reduction.
While a goal for health care is cost reduction, visk can prevent the ability 1o meet
this goal. The level of risk is generally estimated using two compenents: (1) the
probability that the risk event will occur and (2) the consequences of the risk.?

Risk, an essential element of the overall supply management task, is not easy
to see and quantify.'" Table 2.1 provides a summary of the types of supply risk in
hospitals and sysiems, along with their causes and resulis,
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TABLE 2.1. TYPES OF RISK.

Type of Risk Cause of Risk Result of Risk
Strateqgy risk: Inappro- Inappropriate match Product not delivered at
priate strategy for good  between product and the right place at the right
or service supply strategy time at the best price
Poor knowledge of supply
strategies
Market risk: Inappropri-  Lack of knowledge about Purchase incorrect goods
ate strategy for market  cost trends within the or service
conditions market Pay too much for good
or Service
Use technology-inferior
goods
Demand risk: Buying Volatility of customer Incorrect inventory levels
too much or too little demand Owerpay for unnecessary
of the good or service  Qwver- or underspecifying product specifications
requirernents Use of inappropriate
materials
Poor customer relationship
Implementation risk: Poor information and Inventory costs teo high
Supply strategy is communication within Materials unavailable
appropriate but not the hospital s '
implemented correctly Unnecessary administrative

COsts

Source: Adapted from Clouse, M., and Busch, |. “How to Identify and Manage Supply Risk.”
Oct. 2003, hittp:/ fwwewsupplychainplanet.comye_article0001 9501 5.cfm.

Risk can be divided into four major eategories: strategy risk, market risk,
demand risk, and implementation risk.!! Each type of risk has very different char-
acteristics and can be auributable to a variety of different causal factors.

Strategy Risk

Inappropriate strategy for hospital goods or services is frequently related to the
lack of knowledge by supply chain managers about the availability of a product
in the marketplace. This kind of risk occurs as a result of supplier manufacturing
difficulties, breakdown in distribution channels, and the internal handling of prod-
ucts. Issues regarding shell life are eritical for many health-related products such
as pharmaceuticals and infusion products, For such products, strategy risk must
revolve around the ability for timely and frequent movermnent of fresh supplies to
the proper location and monitoring product availability at the point of use.
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Strategy risk can also be related to the supply chain manager’s not properly
understanding how a product will be used in the hospital and whether there are
preferences for specific brands by clinicians.

Monitoring strategy risk for products that are quickly changing in market-
place demand and use (such as bare wire stents) is extremely important. Progres-
sive systems hedge against this risk by achieving a balance for commitment based
on volume or loyalry. This is done by developing a contracting system that has
well-developed escape clauses specifying the conditions under which contract
conditions can be altered or cancelled,

The level of strategy risk is attributable to the competencies and abilities of
the supply chain manager and stall to understand the materials marketplace and
develop action plans to mediate risk. Substantial costs are associated with poor
performance in this area, especially purchase price and transaction costs. Hospi-
tals can afford few stock-outs. When goods are not available for a surgical proce-
dure or for carrying out a diagnostic test, the hospital or system is forced 1o take
immediate action or suffer a loss of revenue to another facility

The ASU/CHMR. study found that high levels of activity associated with next-
day delivery are defined by some supply executives as a supply strategy; others, how-
ever, recognize it as costly and a signal of a lack of swrategy. Supporters of next-day
delivery point out that the large number of deliveries represents the hospital’s de-
liberate strategy to secure a rarcly used item and avoid inventory. Those who ques-
tion the costs of such deliveries report that the volume of just-in-time deliveries
through the loading dock represents a breakdown in the ability of the supply chain
management stafl to anticipate the demand for certain products. Few supply
chain mangers carefully monitor or manage such shipments or understand the rue
cost of managing risk in this manner. Virginia Mason, a hospital system in Seartle,
recenty reported that its central service and sterile processing distribution depart-
ment, serving a 336-bed hospital and related outpatient and physician clinics,
received thirty thousand UPS and Federal Express packages in 2004, Although that
was three thousand fewer deliveries than in the previous years, it represents a sig-
nificant proportion of the supply acquisition costs in the preparation of materials
for 15,500 surgical cases." Virginia Mason, working with supply specialists, was able
1o cut more than $735,000 in savings in its central services area. The costs of such
transactions continue to be of great concern to suppliers, who see the ransaction
casts associated with such delivery modes as contributing to increased costs,

Market Risk

Unavoidable health secior market risk is related to the lack of price transparency
in much of health sector purchasing, Progressive systems increasingly benchmark

S L L 4
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their prices with information obtained from consulting firms and intelligence
gained through networking discussions. As discussed in greater detail in Chapter
Four, there is a great reliance on purchasing partners, such as GPOs, to assist in
understanding cost trends. GPOs provide cost data comparisons en a national
basis as well as benchmark their own members, nationally and regionally, on met-
rics associated with price, cost, and other key outcome variables. While purchas-
ing at an inappropriate price may not lead to purchasing inferior technology or
goods, it can clearly result in reduced operating margins, thus resulting in the
inability to provide high-quality services.

Market risk is associated with upstream supply availability and how such avail-
ability affects the willingness of suppliers to offer fexibility in their pricing. The
inability to manage market risk, if’ it does result in purchasing inferior praducts,
may lead to increased dissatisfaction from medical stall. One of the ASU/CHMR
resecarch sites encountered problems with a recently acquired hospital that had
done an inadequate job of managing market risk. Physicians were accustomed wo
demanding goods regardless of price and ease of availability. In this instance, fail-
ure o manage market risk led to both higher purchasing prices and inordinanely
high transaction costs.

Demand Risk

Demand risk s related 1o (1) uncertainty associated with discase patterns in a hos-
pital or a system's population, (2) the supply manager’s lack of understanding of
disease trends, (3) failure to understand and manage clinician preferences, and
(4) ability to carry out value analysis effectively. Demand risk is especially costly
when applied to hospital physician preference items and the failure to manage the
medical staff. The inability to manage demand risk also affects the customer
relationship efforts carried out by supply chain managers.

Implementation Risk

Haospitals and systems face significant problems implementing their supply chain
strategies. Hospitals are highly departmentalized organizations. They frequently
lack general, fundamental protocols to facilitate communication regarding ma-
terials that are used in an integrated fashion to produce outstanding clinical out-
comes. In progressive systems, organizational redesign and increased centralization
counter the risk that units will not eollaborate. Knowledge management in the
health sector is, however, in its infancy'® If the health sector is to capitalize on
its information base adequately, increased investment in knowledge management
systerns will be necessary.
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Rescarch demonstrates a wide range of variability throughout hospitals and
hospital systems in their participation in contracts in conformance to centralization
efforts.' B]C HealthCare in St. Louis, among the most progressive systems, has
putinto place strategies to reduce implementation risk. BJC HealthCare-affiliated
hospitals are closely aligned to centralization sirategies, and methods are in place
to ensure that manufacturer represematives, even when working closely with clin-
icians, do not counter the BJC HealthCare effort to enforce the contracts it has
in place. Similar programs at Sharp HealthCare in San Diego have led to a re-
alignment of relationships between suppliers and the Sharp hospitals.

Strategic Sourcing

Strategic sourcing is a supply chain process for managing risk and reducing cost
in the acquisition of goods and services. When this process is exccuted properly,
it works to ensure that the organization is able to achieve its supply chain mission
and strategy.

Large-scale empirical research on strategic sourcing indicates that this process
can have a major impact on a hospital or systern’s goals. ' The health systems scru-
tinized, however, do not carry out all of the activities as they relate to cost re-
duction and risk management in a sequential manner. In fact, only a few systems
or hospitals that may be considered progressive actually used all steps. There are
seven principal activities of sirategic sourcing: '®

1. Category and spend analysis
2. Marker analysis

3. Strategy development

4. Supplier relationship strategy
5. Supplier analysis

6. Cost and price analysis

7. Fact-based negotiation

Category and Spend Analysis

This strategy must be adapted to fit the nawre of the supply strategy, which in the
hospital industry varies dramatically. The different types of products may be con-
cepualized as a triangle seen in Figure 2.1."7 The figure is shaped like a triangle
because a continuum exists between each of the product categories. Some prod-
ucts are pure commoditics (bed linens) or capital items (gamma camera), while

others may be halfway between a commodity and a physician preference item
(basic heart pacernaker).'®
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FIGURE 2.1. SUPPLY CATEGORIES,

Caplral

Commodities Physician
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An important aspect of category analysis, as developed by the Aberdeen
Group, is the determination of the purchase size, or “spend analysis,” for each
category. Three levels of spend analysis have been identified: 19

Level 1: Spend summary. This summary information of the dollar and quantity
spend on specific items at individual sites influences buyers to develop
sourcing sirategies on perception rather than on comprehensive

fact-based summaries,

Level 2: Category data. Caregorical data typically classify supplies into families
of spending that offer the greatest leverage. Data on entire categories, such
as paper and cotton goods, constitute categorical data. This level, while
providing strategic direction, can also be deficient. The wouble is that a
single supplier can provide multiple and different categories of goods, The
consequence is that epportunities for leverage across the product groups of
a supplier may be lost. With the emergence of products that span pharma-
ceuticals and materials categories, such as drug-eluting stents, classification
becomes even more difficult,

Lewel 3: Consolidated spend data. This is the aggregation of 100 percent of the
data into a single consalidated view of the spend. This detail enables a pre-
cise view of spending with each supplier for each commodity in the system,
hospital as well as the buyer level. This allows for comprehensive sourcing
strategics,

Following the Aberdeen Group criteria, only one system in the ASU/CHMER
study approaches level 3; most are at level 1. The main reason is that most systems
lack the information systems to aggregate the data. This makes it extremely
difficult 1o assess a variety of purchasing partner strategies such as a GPOs and
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distriburors. [t alse makes it difficult to assess the effectiveness of purchasing part-
ners. However, even when spend analysis is at level 1 or 2, it is still possible to
use the subsequent strategic sourcing steps on eertain items. For instance, one sys-
tem has a clear spend analysis of all hip replacements across the [our hospitals
within the system. This makes it possible to use strategic sourcing and drive value
on this one item even though many other items have poor spend visibility. Spend
analysis and aggregation of data may well be the foundation for supply chain im-
provements. The databases provided by companies such as Global Health Ex-
change and Neoforma increasingly provide their clients with advanced spend and
opponunity information. Yet not all systems take advantage of such information.
Category analysis requires the classification of goods or services on the di-
mensions of risk, cost, or value that different kinds of goods bring to the organi-
zation.?” Figure 2.2 depicts how the categories may be placed in a quadrant
with risk on one axis and value on the other. Risk may have an impact on inter-
nal operations as well as eustomer serviee. IF a customer (physician or patient) de-
mands a certain good or service and it is not available, poor customer service may
result. Poor supply function can alfect patient satisfaction in other ways, includ-
ing decreased comfort due to the unavailability of appropriate materials. Price
does not necessarily affect the potential risk of poor customer satisfaction.?!
The products or services placed in each of the quadrants in Figure 2.2 require
a different sourcing strategy: A low-risk, low-cost item is much different from a high-
cost, high-preference item. Also, the sirategy will vary depending if the product
is a commeodityg? capital good, or physician preference item. Broadlane, a GPO,
distinguishes among health products as follows: (1} low-volume commodities such
as soaps and slippers, (2) high-volume commodities such as intravenous solutions
and custom surgical trays, and (3) clinical preference itemns such as spinal implants. 2
Most physician preference items would likely fit into the upper-right-hand

FIGURE 2.2. CATEGORY OF PRODUCTS.
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quadrant, and the subsequent strategy would be entirely different from items in
the lower-lefi-hand guadrant. The strategy would also differ on the success of stan-
dardization efforts by the hospital to Eain ph‘y;'i,l:ian consensus. It is impqnant to
keep in mind that such analysis permits the supply manager te engage in lever-
aging as “a straightforward strategy that follows directly from an organization’s
commaodity strategy development process, "2+

The range of engagement in outsourcing and insourcing is a further confir-
mation of the contention that the best management strategies are highly contin-
gent on a wide variery of organizational strategic fit factors. Intuition may tell
many managers that low-cost, low-risk items do not justify their time and atten-
tion. However, a consideration of the total cost of ownership of such items may
lead managers to engage the market to reduce costs for the system. Inseurcing and
outsourcing advantages have been closely scrutimized by supply chain analysts with
a focus on the level of eontrol that one desires to have over inputs, flexibility,
econamies of scale, investment risk, cash Aow, and labor 2%

Technology, such as reverse auctions,?® where prequalified bidders are
awarded contracts on the basis of their offering the lowest bid, has been used to
facilitate the hospital commodity purchasing process.?” Sourcing and purchasing
sirategics require eareful analysis to determine if the ransaction costs associated
with the auction (including qualifying suppliers dealing with logistics and returns,
and engaging in supplier relationships with the firms under contract) are worth
the price savings achieved. Careful analysis is especially important for items in the
low-cost, high-risk quadrant, where it is difficult to easily determine if a GFO or
internal strategic sourcing will produce the best prices for the least costs. It may
depend on the nature of the risk, the dollars involved, the personnel capabilities
available, and the relationship with the GPO,

Disciplined supply chain management requires careful consideration of in-
sourcing and outsourcing options for important supply functions, Outsourcing the
identification of products and eontracting threugh GPOs (Chapter Four) and
aspects of logistics and distribution (Chapier Five) is an option continuously as-
sessed by progressive systems. While a number of progressive systems report
that they routinely manage their own sourcing and contracting for high-dollar
physician preference items, a number of progressive systems have used GPOs to
engage the marketplace collaboratively to drive the market.

Market Analysis

Market analysis establishes the supply market structure, forces, and trends in order
to determine how to best purchase items. It is important to know the basie
market structure—perfect competition, imperfect competition, oligopoly, or
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monopoly—in order to determine how much power and influence the hospital
or system has on pricing. For instance, in a near monopely, as might be the case
with a highly specialized dual-head gamma camera, the buyer has litde power to
influence pricing. In fact, the buyer may be on a waiting list to receive the capi-
tal item. However, in a perfect or imperfeet market structure, many suppliers may
exist, 50 it may be possible 1o have a greater influence on the market price, as is
the case with items such as bedding, gauze, and gloves. An oligopoly may exist
with pharmaceuticals that have lost their patent protection. Although only a
{ew competitors may exist, intense competition may prevail through the intro-
duction of generic drugs that drive prices down. Thus, markets may be classified
in terms of the complexity in the number of suppliers in a given market struc-
ture, unique versus standardized or commoditized products, and new versus
changing versus established technologics. The buyer usually has little power in
markets that are characterized by few suppliers, unstandardized products, and
new technology. Simple markets are much easier to buy from as they have many
suppliers, stable produets, and mature technologies.

From the perspective of management, the most popular approach to market
analysis is 1o use the Five Force model developed by Porter, which is presented in
Figure 2.3.%® The use of this model allows the market analyst to determine (1) the

FIGURE 2.3. THE FIVE FORCES.
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understanding of the market. As ene manager said, “Alter being in this business
for so many years, a person just knows what is going on.” Another manager said,
“# good way 1o understand the marker is to 1alk 1o sales representatives or talk to
the docs who use the devices,” While it may be true that a great deal of market
scrutiny occurs in such an unsystematic manner, progressive systems have put into
place much more disciplined methods for scanning the market. Technology offi-
cer roles and technology assessment eammittees provide systems with a structured
approach to scanning the marketplace and incorporating new procedures into the
care process. Unfortunately, there is not always a strong link between the tech-
nology and the purchasing functions. Through its over sixty value analysis teams,
Kaiser, a large, imegrated delivery system, has developed a methodical, disciplined,
and prudent approach to bulfering market complexiry. These teams routinely
review new products and make recommendations to guide materials purchasing,
It is such recommendations that allow Kaiser to work closely with its GPO parmer
to secure prices based on Kaiser’s commitment to a high veolume of brand
products.

Progressive supply chain organizations have a sophisticated understanding of
the importance of systematic market analysis. First, they believe that sales repre-
sentatives provide limited and biased information. As one manager stated, “Their
Jjob is 1o provide slanted information. This is not to say that it can’t be valuable,
but it is not sufficient.” Another reason is that it is extremely difficult to get accu-
rate pricing information. A manager at a large system observed, “You can get pric-
ing information from visiting with peers at other institutions, and you would be
surprised what you can learn by going to conferences.” While such anecdotal
information has value, progressive systems recognize that it is no substitute for
rigorous research on cost and price trends that may be derived from market
indexes, government statistics, and materials and wechnology costs reports,

Strategy Development

After the product is analyzed in 1erms of cost and risk, the market is stucied 1o
determine its complexity in terms of market siructure, forces, and trends. The
resuls of these analyses then lead (o the appropriate strategy for sourcing the prod-
uct. A wide variery of sourcing strategies are available as described in the work of
Sweele and Count?® and Handfield and Nichols:*

* Tactical goods stralegy for lute-cost goods in lowrcomplexity markets, These goods require
a tactical focus with a concentration on the reduction of transaction costs. Disposable
drinking cups are a good example of such a produet. For these kinds of items,
progressive hospitals and systems use purchasing cards and allow vendors to manage
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subslm'il:'ls.l aspects of tl'|.cli.r inventory. E:ir highly competitive items, opportunities 1o
n::ducc price may be minimal. Cutsourcing supply management and sourcing func-
tions through purchasing partners such as GPOs and distributors can reduce trans-
action costs and other aspects related to the total cost of ownership. Further product
price reduction may not justify the time that hospital and system employces would
expend with the hope of minimal returns.

* Leverage poods stralegy. For high-cost goods in relatively low-complexity mar-
kets, it is important that hospitals develop leverage in the marketplace by aggres-
sively finding value in the marker. Because of low market complexity, however, it
will be critical to understand the market thoroughly in order to find the best values,
A vypical strategy in this quadrant is 1o standardize products across divisions and
then aggregate the purchase. In this manner, the entire system can have one
contract for a product. This applies wo both clinical and administrative items. A
large system in the ASU/CHMR study used this approach for photocopiers. It
found that it was spending over $2.5 million annually with four suppliers of pho-
tecopicrs. When it standardized across hospitals and [acilities to one type of
machine, it was able to develop leverage and reduce the total cost by 20 percent.
The general goal will be to leverage the hospital or system in order o obrain
volume efficiencies and discounts. Leveraging may be accomplished by outsourc-
ing aspects of purchasing through a GPO or other sourcing agencies. Short-term
contracts may also be used to remain flexible as prices or costs change. At the same
time, it is important to analyze the supply base to find new suppliers and assess
the value brought through the GPO.

v Critical goods strategies. Low-cost critical goods frequently lend themselves 1o
long-term contracts. A hospital in the ASU/CHMR study had a sole surgeon who
conducted cochlear implant surgery. In this instance, the supply management team
found it much more efficient 1o use the GPO and not question the price because
product availability was much more important than price. This strategy seeks to
ensure the presence of supplies and reduces the need to develop new sources for
goods, thus reducing transaction costs,

* Complexily sirategy for high-cost and frigh-market-complexily goods. This strategy
requires a sophisticated supply effort over the long term, This is a muliifaceted
situation because the market is complex and the value of the product is high. In
order to manage such goods, progressive systems devclop strategic partnerships
while secking alternative suppliers and product substitutes.

Although the ASU/CHMR study did not carry out systematic scrutiny of how
the hospitals or systems manage risk, it is estimated that approximately 20 percent
of the hospitals and systems were not able o articulate any sirategy that accounted
for cost, market complexity, and risk. Even among the more progressive systems,
the criteria for inclusion for each strategy are not systematically developed, and
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only the easiest commodities, such as linens and towels, are analyzed across units
in the hospital or system.

Supplier Relationship Strategy

Supplicr relationship sirategy encompasses the nature and lengih of contracts, the
number and mix of suppliers, and the mechanisms established 10 engage the sup-
plier in a variery of relationships. The supplier relationship strategy largely de-
pends on the previous three steps: the nature of the product including risk and
cost, market conditions, and the supply strategy.

A good way to think about supplier relationship strategy is presented in
Figure 2.4. On one end of the continuum is a transaction focus and on the
other end is the collaborative focus. Strategies with a transaction focus gener-
ally have a short-term, arm's-length arrangement, and strategies with a col-
laborative focus generally have a long-term, highly interactive focus. Another
way to think of the transaction focus is by referring to it as cash-and-carry, in
that the goal is simply 10 complete the transaction,

Generally there tend 1o be a large number of suppliers for these products.
However, because the organization may have low switching costs between sup-
pliers, the amount of communication and the number of contracts that the
organization maintains are frequently kept low, This could be used for such basic
commedities as alcohol swabs and tongue depressors, capital items such as bed
frames, and adminisirative necessitics such as paper forms. The collaborative
approach is much more involved and requires the parties to develop and maintain
a continuing relationship. Here, the items are probably physician preference items

FIGURE 2.4. SUPPLIER RELATIOMSHIP STRATEGY.
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FIGURE 2.5. TRANSACTIOMN AND COLLABORATIVE STRATEGIES.
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ane high-cost supplies such as orthopedic implants, rebotic surgical capital equip-
ment, soliware, and temporary labor providers. Depending on the risks of the
market and the number of suppliers, the organization will need to balance
the number of relationships through depth and commitment.

The objectives that fit the transaction type of relationships (Figure 2.5) should
be different from the goals for collaborative relationships. Products thae fit trans-
action relationships generally have small profit marging, making it difficult to re-
duce the purchase price. Therelore, it is logical that the greatest savings will come
from administrative and transaction cost reductions. At the other end of the con-
tinuurm, it may be possible to obtain both large purchase price reductions as well
as adminisirative and transaction cost reductions.

Figure 2.5 indicates when the appropriate focus is transactional eaompared to
collaborative. Low=value, low-risk products sourced from a low-complexity mar-
ket should have a ransaction focus. Basic dressings, linens, and capital fit this clas-
sification, High-value, high-risk products from highly complex markets should
have a collaborative focus. Robotic surgery devices fit this category.

There is no systematic research detailing how supply chain managers adjust
their relationship strategy and goals to product and market dilferences. While
many managers tend to use a transaction approach for all siiuations, it is inter-
esting and important to note that these managers may also say that they are
developing a partnership with the suppliers. This implics that they are using a col-
laborative appreach. Yet the ASU/CHMR study hospitals and systems report that
they had neither formal criteria for a partnership nor a systematic partnership se-
lection process. In other words, they were simply using the eurrently popular term
colfaboralive to rationalize their behavior without really knowing the implications
of its practice,
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O even further investigation, it became clear that for most of these organi-
zations, the goal was only 10 reduce prices, and this was completed through dis-
tributive negotiation, What was being termed a collaborative approach was in
reality a transaction approach. The conclusion is that many of the managers have
not developed a systematic way to think about supplier relationships.

Supplier Analysis

A critical step in the strategic sourcing process is to identify, qualify, and select
potential suppliers, In supplier analysis, the focus is moved from the product to
the market and then to the supplier. As depicted in Figure 2.6, before it is possi-
ble 1o identify suppliers, it is necessary to clearly articulate the required specifi-
cations. In the case of services, such as specialized temporary labor, this is the
development of a statement of work or, for products, the specification state-
ment. Successful completion of this step requires extensive deliberation completed
by a cross-functional team 1o ensure that both clinical and business perspectives
are considered.

For the more successful systems in the ASU/CHMR study, the supplier iden-
tification stage ofien started during the market analysis, While reviewing the mar-
ket, more than likely the major suppliers in an industry were identified as well as
its competitors. The more advanced supply management groups used many
sources to identify potential suppliers, such as Internet sites, catalogucs, and

FIGURE 2.6. SUPPLIER IDENTIFICATION AND SELECTION.
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even discussions with competitors. The less progressive supply management groups
used only the suppliers they had traditionally used or with whom they were fa-
miliar. Using only suppliers that are in the comfort zone did not always result in
a highly competitive supply base.

Alter the potential pool of suppliers is identified, it is necessary to determine the
best suppliers and qualify them to determine i they can meet the needs of the hos-
pital or system. Compared to other industries, in only rare instances are formal
requests for information (RFTs), requests for proposals (RFFs), or request for quotes
(RFQ)s) sent to suppliers for desired goods. RFPs should be used as the health eare
supply chain professionals move directly to the RFC). By not engaging in the RFF,
RF1, or RFQ) process, few hospitals or systems in the study used a total cost approach
in selecting suppliers, as they had not collected adequate cost information.

The ASUSCHMR findings are consistent with research in other industries
suggesting that the supplier selection process frequently lacks a systematic ap-
p:ruach.al The process is influenced by individual bias and proclivities rather than
a syslemalic process, as depicted in Figure 2.6. For example, one of the managers
in the ASU/CHMR study belicved that it was important to source syringes from
a lecal supplier; another manager made a strong argument for a national supplicr,
Neither manager considered price or quality or a total cost model. Rather, both
used only an emotional argument for and against a supplier. The desired specifi-
eations and qualifications of a desired supplier should have been identified prior
to the actual selection, but this process was not followed. Failure to carry out sup-
plier identification and selection precludes systems from effectively employing new
technologies such as reverse auctions,

A question mark follows the term suppler qualification in Figure 2.6, The reason is
that throughout the ASU/CHME research, it was found that this was an exremely
weak step [or the hospitals and systems. Few hospitals or systems qualify suppliers in
the earlier stages. Therefore, the subsequent step of supplier selection is weak. Un-
fortunately, supplier selection is often a mater of individual preference or a bowing
1o the polinical whims of an influential person within the organization.

Implementation risk (the risk that the incorrect products may be used) may
be the greatest danger due to inferior service and price. Such risk can be offset by
“trialing” products before switching suppliers and engaging potential users to score
items to ensure that areas such as service, reliability, and quality are locked at in
addition to price.

Price and Cost Analysis

Price and cost analysis is included in Figure 2.6 as if’ it is part of the previous step.
However, it is presented as a separate step here because of its importance. Cost
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analysis implics the total cost of ownership, which is the sum of all the expenses
and costs related 1o the acquisition and use of a service or good.?? But it is more
than just the purchase price. The analysis should include adminisirative and trans-
action eosts that may be associated with the supply. Price analysis is the historic
pricing of a product as well as the eomparison of prices across brand names.

The benefit of wial cost analysis is reflected by the purchase of an MRI in one
of the sysiems in the ASU/CHME smudy. When a systern considered total costs as a
result of is RFE it realized thar training was a major lactor because one supplier was
willing to provide raining at a low rate while another supplier was charging a premium.

It is not uncommen to find that the purchase price represents enly 50 or 60 per-
cent of the total cost of ownership (Case 2.1}, with large swings in cost savings
existing for furninire as well as medieal equipment. In one situation invelving highly
sophisticated medical operating room equipment, it was reported that maintenance
and training alone accounted for neardy 75 percent of the total cost of ownership.
Although 1otal cost may be the most important analysis with capital purchases, it
is imperative 1o realize that inventory and handling costs can also aflect most types
of goods and should be considered when making such purchases.

General 1o1al cost of ownership infermation can be abtained during the
market analysis stage or during the RFF, RFI, and RFQ) stages of the process.
However, with few of the ASU/CHMR sites using RFPs, the critical information
is not obtained. Informal supply and price analysis are the commeon modes.
Although this is easier to conduct, it necds 1o be recognized that the same level of
sensitivity of the differences berween products or suppliers will nat be obtained.
When this occurs, the organization should not be surprised when it encounters
the escalating costs associated with training and other incidentals, which have
previcusly been included in the price ol other supplies.

Fact-Based Negotiation

As a result of each of the previous steps in the strategic sourcing process, the eross-
funetional eam ideally should have extensive information about the product, marker,
supply base, and cost and price. In a typical strategic sourcing process, this informa-
tion should be put together in a comprehensive and fact-based negotiation briel.

Fact-based negotiation, which can result in distributive (win/lose) or inte-
grative (win/win} outcomes, is generally advocated in strategic sourcing and dif=
fers from most wraditional negotiation in four basic ways:

I. Traditional negotiations are generally based on personal perspectives, opin-
ions, and bias. Fact-based negotiations are based on facts derived from mar-
ket analysis, supplier analysis, and other research. The strategic sourcing
process leads 1o the negotiation.
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2. In rraditional negotiations, personal persuasion strategies are stressed. In fact-
based negotiations, emphasis is placed on providing objective, factual evidence
derived from extensive research. This research evidence is obtained through
extensive preparation during strategic sourcing.

3. In raditional negotiations, the negotiators’ personalities are stressed. Faets and
evidence are more important in the fact-based negotations.

4. As a result of these differences, traditional negotiation is more subjective,
whereas ohjectivity dominates fact-based negotiations.

With a negotiation briel in hand, the soureing team ean elearly state its over-
all position including the Best Alternative to a Negotiated Agreement (BATNA).
This is the sourcing team’s alternative in the event it cannot obtain a deal with the
first party. The negotiation briel also outlines the least acceptable alternative and
the most supportable alternative, along with the point at which the initial offer
should be set.

Fact-based negotiation ean take either an arm’s-length, competitive approach
or & collaborative, problem-solving approach. The collaborative approach is
generally best for highe-risk, high-cost products (the upper-right quadrant of
Figure 2.2), while the arm's-length approach would be best for low-cost, low-risk
products {the lower-left quadrant of Figure 2.2).3%

Summary and Conclusion

This chapter considers potential risks that exist in the health care supply chain and
provides a potential strategic sourcing model observed in several ASU/CHMER
study hospitals systems to manage risks and reduce costs.

This discussion may be sumimarized by returning to the discussion of risks
confronting health sector supply chain management and assessing how the vari-
ous strategies identified can be applied to manage and buller risk (Table 2.2), Strat-
egy risk can be bulfered and averted by systematically and rigorously implementing
the seven steps of the sourcing and market analysis processes discussed through-
out this chapter. Many managers also indicate that the use of cross-functional
teams and value analysis teams helps significantly in managing demand risk. Such
risk is also better averted by developing elfective information systems and engag-
ing purchasing partners that have a comprehensive understanding of supply
and demand. It requires managers who can learn from a broad-based group of
clients about the factors that contribute to and provide reliel from risk. Supplier
analysis, inventory analysis, and outstanding operational stall’ provide important
buffers for averting implementation risk. Table 2.2 provides an indication of risk-
reduction strategies that can be achieved with purchasing pariners.
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In addition to risk, costs can be managed within the strategic sourcing process.
Early in this discussion, three types of cosis were presented: purchase, adminis-
trative, and transaction. In many industries, activity-based costing is used to im-
prove supply chain and purchasing effectiveness. There is a great deal of discussion
for the potential of activity-based costing in hospitals and systems. The
ASU/CHMER study did not study this, aned it was not reported as a central sup-
ply chain feature. Given the extensive information technology necessary to carry
out such costing, few health care systems have adopted this process.

The greatest opportunity for cost reduction would likely be determined at the
category analysis stage. The type of costs best managed at the different stages de-
pends on the product, market, and hospital or system. One progressive system
found wemendous cost reduction during the supplier analysis stage when it de-
termined that the supplier could betier manage inventory than the system itsell
could, In another situation invelving orthopedic implants, cost reduction was
achieved through price analysis and fact-based negotiation, emphasizing that
multiple strategies for managing risk are needed.

Case 2.2 demonstrates that strategic sourcing can reduce costs and risks. How-
ever, the fact remains that many systems are not using this potentially effective and
efficient business process. Many systems scrutinized by the ASU/CHMR study
have not implemented the seven steps presemted in this discussion and do not un-
derstand how successfully completing one aspect of the supplier relationship
process drives sucecess al subsequent stages. These systems [ail vo recognize that
the fact-based negotiation plan cannot be developed or the supply management
approach devised until the earlier sourcing steps have been completed.

* *w

Case 2.2 A Progressive System Director of Materials
Management Describes the System Strategy to
Reduce Risk

To begin to reduce risk our supply management team categorized the entire family of
instruments on the continuum between capital and physician preference, We under-
stood that many hospitals may categarize these items as operating expenses and
put them in the commodity category. But we believed that a demand risk exists here
and that some of the clinical staff have a high preference for a different brand or slightly
different features.
Qur next step was to work with a value analysis team to categorize the items
using a matrix that allowed us to classify cost and risk. At this stage, the team real-
ized that a market analysis was necessary to determine which of the products could be
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included in the family of goods. This reduced market risk and information rigk.
Information risk is included here because it was vital to aggregate the information on
all of the related products. Strategy development was difficult also for the teamn, But
we decided that if the item fit into a complex market and uncertain demand, it was
mecessary to manage the product aggressively. It is noteworthy that different members
of the team thought that the product line had different characteristics. As a resul, it
was decided to have a supplier relationship that was a combination of collaborative
and cooperative similar to that which is seen in much of the automotive industry,

The next step was to thoroughly analyze the key suppliers that could deliver the
entire family of goods including sphygmomanomaeters, stethoscopes, lanyngoscopes,
replacement parts, and related instruments. It was important to know such things as
the profitability for this line of business, how important volume was to the suppliers
and other related characteristics so that a fact-based negotiation plan could be
developed. A price analysis indicated that it was a highly competitive market but
relatively high profit margins existed.

e
Although risk will never be completely eliminated, opportunities always exist

for cost reduction.® It is critical that goals be established and achieved in order
to make each organization more competitive and meet customer needs.



O

CHAPTER THREE

INTERNAL CUSTOMER RELATIONSHIP
AND PERFORMANCE MANAGEMENT

rogressive hospitals and hospital systems are characterized by their superior

ability to transform financial and human resouree inputs into products and
services Lo provide cost-effective and high-quality medical care, Effective man-
agement with internal customers allows health care supply chain managers to
provide a controlled range and mix of products to meet patient demands.
Achicvernent of this high level of management resulis from a combination of
customer relationship management (CRM) efforts and customer preference man-
agement (CPM) efforis. The most observable, measurable, and valuable outcome
of such management is product standardization and the cost savings associ-
ated with standardization. However, a host of other outcomes may be associated
with effective CEM and CPM efforts, including improved clinical outcomes and
employee and patient safety, betier patient care processes, and strengthened align-
ment between physicians and the hospital or system, This chapter, read in con-
cert with the evidence in Studies 1, 2, and 4, reveals the significant benefits
associated with actively managing the hospital supply chain.!

This chapter provides an understanding of the importance of clinical pref-
erence standardization processes for matenals in hospitals, clarifies the role of the
climician as a principal customer in hospital practice, provides a lens for assessing
the contributions that physicians can make 1o the management of the supply
chain, and scrutinizes factors associated with successful decision making and prod-
uct standardization through formal and informal product value analysis processes
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and supplier influence. This last locus is due to the fact that the prevalent formal
approach to standardization is value analysis as a "methodical search for sys-
tems and products that provide the greatest value in resources consumed toward
the achievement of a desired outcome.™? To the extent that value analysis is car-
ried out in eallaberation with clinician team participanis and clinical leaders,
the process and findings of value analysis teams constitute the foundation for
effective CRM and ultimately CPM. The consequences of disciplined attention
o products, as demonstrated in Case 3.1, are significant to hospitals and sysiems
that are secking to achieve improved financial performance.

-

Case 3.1 What HapEens When a Hospital Service Generates
Less Revenue Than Expenses?

The push for standardization is not new. In scrutinizing the issues surrounding total
joint arthroplasty (TJA), Richard lorio and his colleagues observed that while there were
striking decreases in the 19803 in the cost of the hospital room and other ancillary ser-
wvices, such as radiology, pharmacy, pathology and laboratory services, implants were not
included in this attempt at cost containment, “As a result, the cost of total hip implants
[THA] increased as a percentage of hospital costs, from 11% in 1981 to 24% in 1990,
The cost of total knee implants increased as a percentage of the hospital costs from 13%
in 1983 to 25% in 1991, . . . Essentially, the price increases of the implant in the above
example negated the advances made through utilization control of goods and services,
To make an impact, both the implant costs and service utilization need to be addressed.”

At Lahey Hitcheock Medical Center, a dual approach addressed the problem of ris-
ing costs and decreasing reimbursements. These strategies consisted of clinical pathways
and utilization review combined with implant cost reduction.” The success with this dual
approach was substantial, with the algorithms leading to a reduced length of stay from
9 days in 1991 to 4.5 days in 19%5. In approaching the implant cost issue, Lahey
Hitchcock Medical Center negotiated a 5% to 10% reduction across the board in cost
feduction by implant standardization and competitive bid purchasing. By engaging
medical staff to clearly define specifications and engaging in competitive bidding, the
center saved 25% on the average hybrid THA and 33% on the average all cemented
THA compared to previous costs. OF significance, however, is the interaction between
the two strategies with the pathway strategy actually reducing costs associated with
other supplies including blood products, drains, antibiotics, and radiology services,

A similar program in 1994 at the Hospital for Jeint Diseases analyzed the use of
implants, developed a surgeon awareness pregram regarding the issues pertaining to
costs, enlisted the participation of physicians in cost reduction, and engaged in
standardization and a competitive bidding system. Here the total cost reduction
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between 1990 and 1991 was 14% for total hip implants and 24% for total knee im-
plants. “Overall implant costs were reduced by an estimated $706,497 or 23% of
the budget for implants for the previous year.”

Source: loria, R., and Healy, W, “Economic Concerns in Total joint Arthroplasty: Problems and Solutions.”
Medicape General Proctice Medicine, 1999, (1), werw.medscape/lewaricle/408478_pringPWeblLogicSesiions
Pyl T A TR,

The Case for Standardization

Medicine has been characterized as a profession with extensive autonomy over
baoth the conditions and content of practice.? While managed care has frequently
encroached on the physician's control ever the workplace, physician contral at the
point of care has been to a large extent sustained. This high level of autonomy
and discretion extends to the choice of materials, especially maicrials that are clas-
sified as physician preference iterns, such as implantable pacemakers, drug-cluting
stents, and artificial hip implants. Progressive systems are characterized by clini-
cians whe, in concert with their belief in clinical autonomy and commitment 1o
providing appropriate products in the course of clinical care, understand product
value and are adaptable in their choices to help the mission and resource sirategy
of the systemn. These organizations have a structure that facilitates collaboration
and management and is able to develop strategies and organize formal and
informal mechanisms to facilitate standardization,

Standardization is the idea of defining a common frame of reference asso-
ciated with equivalence that, as demonstrated in Exhibit 3.1, benefits many dif-
ferent constituents; that is, all parties agree to a process of common practices,
frames of reference, terminology, metrics, or materials. For the purposes of this
discussion, standardization in supply chain includes narrowing the range of prod-
ucts used within the hospital that is applicable to any one procedure or achiev-
ing price uniformity across a number of products (or both),

Swandardization through the reduction of the number of supplicrs or items
{stockkeeping units) frequently will allow the hospital or system to negotiate bet-
ter prices, GPO pricing is [requently price tiered on the ability of a hospital to
commit volume. Thus, standardization will allow a hespital or system to partici-
pate in a GPOs lower-priced ticr, Materials standardization also ensures that physi-
cians and nurses are familiar with items. This familiarity can reduce the chances
of error in the delivery of care, improve safety, and contribute to betier clinical
outcomes. Supply chain materials managers in the ASU/CHMR study suggest
that the case for standardization, beyond cost savings alone, is advanced by the
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EXHIBIT 3.1. BEMEFICIARIES AMND BEMEFITS
OF STANDARDIZATION.

Clinicians
1. Error reduction
2. Improved clinical outcame
3. Improved safety and reduced risk
4, Improved guality
5. Reduced risk from litigation
6. Less time spent on decision making on a day-to-day basis
Materials management
1. Fewer contracting and product choice decisions day-to-day
2. Engage in strategy rather than transactions
3. Higher organizational status and leadership
4. Reduced staff
5. Increased ability to manage risk
Patient benefits
1. Improved outcomes
2. Improved safety
3. Reduced levels of uncertainty

demand for publicly published performance information.* However, the growing
government and corporate interest in value purchasing and pay for performance
for clinical services is only beginning to take into account the full range of [actors
contributing to outcomnes, including product preferences. Creating an organiza-
tion that can improve its performance through standardization will take great skill
and understanding of the complex environment in which medicine is practiced,

Standardization through achieving price equivalency across suppliers allows
physicians to choose products that are generally equivalent but have become their
product of preference. Such preferences are developed in the course of training
that begins in medical school and is carried forward into practice as a result of
continued familiarity, support provided by suppliers in the actual use of the prod-
uct and training associated with the product, and a variety of incentives associ-
ated with product use. While there has been increased scrutiny of the financial
incentives provided to physicians by suppliers, physicians continue to benefit from
fees associated with their speaking on behall of a supplier, research grants, and
consulting arrangements. Such practices have been increasingly scrutinized to en-
sure that they do not violate antikickback statutes associated with the practice of
medicine

One of the persistent factors reported by progressive systems as contribut-
ing to physician collaboration with management is the level of trust that exists be-
tween physicians and their managerial counterparts. In nonprogressive systems,
it is not uncemmon for supply chain managers to point out the misalignment of
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EXHIBIT 3.2. CHARACTERISTICS OF PROGRESSIVE SYSTEMS I.

* Recognition of a window of oppanunity for managers to bring together
clinicians, under a flag of urgency, to jein in inquiry into the role of
standardization *

* Recognition that the value of product standardization transcends cost saving on
individual products (that is, improves outcomes and advances provider and
patient safety)

= An understanding of the impertance to manage relationships with suppliers

* Capitalizing on the collective knowledge that clinicians gain through continuing
professional education, literature review, and interactions with manufacturers

incentives between physicians and managemeni. A supply chain executive in a
large academic health center pointed out that it was paradoxical that physicians
with whom he werked were willing to entertain standardization effarts in the out-
patient joint venture that existed between a hespital and an orthopedic group.
Until early in 2005, sharing savings with clinicians as a result of their standard-
ization efforts (gain sharing) has not been permitted. This has meant that the abil-
ity of supply chain managers 1o work to align organizational incentives with
physician incentives has been somewhat limited. Management of the supply func-
tion in progressive systems, as detailed in Exhibit 3.2, has thus required managers
who can understand and advance a wide range of stakeholders and forces aflecting
the delivery of health services,

In the spring of February 2005, the Office of the Inspector General in
Advisory Opinion No. 05-06 (see Study 4) indicated that it would not, under cer-
tain circumstances, prosecute hospitals engaged in gain sharing (physicians shar-
ing in savings achieved through changes in processes associated with care as well
as savings associated with the selection of less expensive products). How such gain
sharing will play out is not at all clear.

The “customer” for hospital products is rarely the patient; rather, it is a physi-
cian, nurse, or employee in an ancillary department. While all of these individuals
must be satisfied with the products that are available to carry out their everyday work,
the centrality of the physician 1o hospitals requires their participation in a targeied
set of purchasing decisions. These decisions should be based on the contribution of
the products to patient outcome and safety in the clinical experience. Progressive
systems choose to invelve clinicians intensely in the selection of products and moni-
toring product use for the benefit of both the patient and the organization. &

Not all hospitals and systems are equally successful in carrying out CRM- and
CPM-swrategic efforts with their medical stall. However, value analysis, which only
five years ago was considered a well-kept secret in the health sector,” is now saving

progressive systems across the nation hundreds of thousands of dollars, In 2004,
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one large system, spending in excess of $3.8 million in custom surgical wrays, used
wvalue analysis technigues to reduce the budget by 10 percent. In the arca of sur-
gical gloves, an item where there are [requently strong clinician preferences, value
analysis and standardization saved the same system aver 15 percent of annual
glove purchases®

The key to this kind of success lies in finding the opportunities to engage
medical stall that are consistent with their culture. If physicians in a medical
group are data driven, the key 1o success is presenting comparative informa-
ticn on product performance. IT there is strong physician leadership, the key
may lie in persuading the leaders te endorse eertain products. These obser-
vations regarding the management of standardization apply to hospital sys-
tems in other nations, including those where clinicians are actually system
employees. It is instructive to recognize that the gains associated with value
analysis are not limited to the United States. As detailed in Stady 2, the Penin-
sula Alliance at Plymouth Hospitals in England was able to save 1.2 million
pounds sterling and serve 10 to 15 percent more patients by consolidation and
aggregation of demand in the area of cardiology. Similar organizations in other
major systems in England are characterized by an enormous gap in collabo-
rative ability between medicine and management, This precludes physician
CRM and CPM in areas where supply management can make progress in the
near {uture.

Haespitals and systems are characterized by unique circumstances that either
facilitate or impede standardization. In searching lor progressive practice organi-
zations, ASU/CHMER scrutiny uncovered systems that have purposively decided
to not closely manage the supply chain through standardization, These hospitals
and systems tend to be reactive to the product and service demands of various
customers, especially physicians. Such systems are also likely to seek purchasing
partners (Chapter Four) that have policies that cater to their need for a wide
selection of products.

The Clinician as Customer

Before examining the role that physicians play in materials standardization, it is
important to losk at their function as both a participant and a customer of the
health care supply chain. The principal focus of internal supply chain manage-
ment is the myriad of end users or customers. The hospital is an unusual orga-
nization that is characterized by very different “customers” at different points in
the supply chain.? Patients, with virwally hundreds of different medical problems
or diagnoses, are the downstream recipients of an incredible host of nonclinical
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and elinical products and senvices. While patients are the source of revenues and
the recipients of the value attached 1o goods and services, raditionally they only
marginally influence the upstream decisions that are made, Organizations and in-
dividuals act on behall of patients as their formal and informal agents. These
agents determine the nutritional balance of food, the supplies that shape the phys-
ical environment, and the clinically necessary products associated with direct
medical and surgical reatment. While it is clear that a more patient-driven sysiem
is emerging as the result of direct-to-patient marketing and an interest in provid-
ing more patient-friendly services (such as customized gourmet meals), patients
are actually in a position to express their preferences in only a minority of
instances,

Recognizing that one of the hospital's principal customers is the physician
(who frequently is not an employee of the hospital), Mark Pauley, an economist at
the University of Pennsylvania, has referred to the hospital as the “docter’s work-
shop.”!® In reality, the hospital is a workshep for many different individuals who
focus their attention on the care of patients, Supply chain managers, clinical de-
partment administrators, nurses, allied health workers, discharge planners, and of
course physicians make decisions or directly influence the flow of supplies and
services, The physician, however, has an especially powerful role. By determining
80 percent of hospital expenditures through their orders, physicians drive virtu-
ally every aspect of health care.!! The continuous development of the hospital-
ist as a physician agent of the patient's community-hased physician, hospital, ar
medical plan is an indication of the continuing physician-directed medical care
model in the hospital.'? The individuals working in the hospitals are the end users
even though not the recipients of these products and services. Thus, a key aspect
of internal supply chain management in the hospital is the development of strate-
gies and processes that meet the needs of clinician customers and cost-effective
management.

One of the very few surveys of physicians’ eancerns in the course of prod-
uct selection (Table 3.1) reveals that surgeons rank price and hospital contracts
at the very bowom of their list of considerations.'® Thus, customer relatianship
management and customer product management take place in what was earlier
described as a very difficult environment of autonomous physician practice.!*
The inability 1o influence choice is also associated with the lack of professional
consensus and unbiased data regarding product superiority. The expertise that
physicians gain in the course of using products, in concert with their relation-
ships with suppliers around product service and research, shapes their prefer-
ences.'> Even in clinical areas where evidence provides guidance to shape

physician decision making, adherence to emergent standards is less than many
have expecied.'®
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TABLE 3.1. RANK ORDERING OF SURGEON
CONSIDERATION IN PRODUCT SELECTION.

Rank Factor Considered

Clinical results

The ability to reproduce results
Ease of use

Familiarity with the product
Instrumentals

Representative services

Price

Hospital contracts

00 g O LA B L b=

Cosmopolitans and Locals

Recognizing the role of physicians in product selection and evaluation, health
care managers need to be aware of the level of participation that they should
be able to expect [rom the doctors at their institution. As the ASU/CHMR
study scrutinized the supply chain function in hospitals and systems, it found
that a positive relationship between supply chain management and medical stall
is consistently a feature that differentiates progressive systems. Supply chain
managers in nonprogressive organizations characterize the physicians as dom-
imated by awiwdes and behaviors that are not supportive of their hospitals or
systems. They define these individuals as uninterested in the operational issues
facing the hospital.

The managers frequently point out "cosmopolitan™ behavior characteris-
tics, which are strongly grounded on professional norms and values that are
external to the hospital or system.!” They also feel that success in their col-
laboration is dependent on the efforts of the very few physicians whom they
characterized as having 2 mix of “cosmopolitan™ auributes and “local,” or
organization-focused, characteristics (Table 3.2).'® While cosmopolitan char-
acteristics are frequently autributed to individuals in academic health centers
and large organizations, from the perspective of the supply chain manager, this
characterization of medical stall seems to be as common in nonteaching
environments as in academic health centers. Furthermore, the cosmopelitan
versus local distinction is common in both large and small systems. Hospitals,
unlike other organizations in which professionals are dominant in decision mak-
ing, do very little to socialize physicians around the hospital or system value
structure. They provide physicians with few incentives for participation in hos-
pital management activities and develop lew career ladders for physicians to
participate in hospital or system afTairs.!?
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TABLE 3.2. CHARACTERISTICS OF COSMOPOLITANS AND L-I:H:AE

Cosmopolitans Locals

Identify themselves more strongly Identify themselves strongly with the
with professional and functional employing organization

specialty

Mare likely to be mobile
More concerned about their
specialized skill or functional area organization as an entity

Little concerned with internal details More involved in and concemed

or politics unless they are inhibiting about internal details and politics
Seek recognition beyond the Rely on getting recognition within the
company boundaries, for example, arganization

from peers in other organizations
Less telerant and maore vocal about
job climate problems

Tend to have few—and relatively
leose—ties with people in the

Career oriented with one firm
Committed and dedicated to the

More tolerant of and less vocal about
job climate problems

Develop closer and more extensive
relationships with people in the

organization organization
Hawe less influence because of less Tend to have mare influence
invalvement

Source: Alford, |. M. “The People Mix." Air University Review, May-June 1976,
httpe/ v airpower. maxwell af.milfairchronicles/aureview 197 6/may-jun/aliord himi,

Physician Relations in Progressive Systems

How do progressive hospitals and systems differ from their nonprogressive coun-
terparis? Progressive system leadership does not buy into the idea that physician
allegiance to their profession preeludes their involvement in purchasing decisions.
While they recognize that cosmopolitans have outside allegiances, they also rec-
ognize that cosmopolitans are attuned to the emerging best practices in the field
and want 1o be associated with high-performing organizations. Also cosmopoli-
tans, because of their wide-ranging networks, frequently have insider knowledge
of competing and emerging materials. Cosmopolitans are furthermore influcnced
by data that compare their resource use and outcomes against other leaders in the
field and are epen to change,

The managers in progressive systems understand that while it is unrealistic to
think that busy clinicians will devote extensive time to organize and manage on-
going standardization and supply chain activities, they are frequently dispased
to assume ad hoc leadership roles. Physicians frequently participate in delibera-
tions and influence their colleagues once decisions are made., Cosmopolitans
can also support standardization by articulating the bencfits gained by applying
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TABLE 3.3. CLASSIFICATION OF PHYSICIAN TYPES.

Low Commitment High Commitment

to Resources to Resources
High acceptance of D: Teamn Player—"Good C: Leader—"5trives on
corporate values Corporate Citizen™ Behalf of the Whole®
Low acceptance of A: Detached Clinician— B: Independent—"Fights
corporate values “Uninvolved” for Owen Patch™

Source: Winkbess, T., Pedler, M., and Mascie-Taylor, H. "Doctors and Dilemimas.” In D, Sanderson
and |. Brown (eds.), Monaging Medicine: A Sunvival Guide. London: Financial Times Health Care,
Maple House, 1997,

disciplined scientific thinking o product selection. In one of the more progressive
systems studied, infAuential physicians even participated in visits to policy agen-
cies, such as the Centers for Medicare and Medicaid Services, to advocate for
reimbursement strategies that support their decisions to use certain products
and advecate for special reimbursement for these products.

Assessing the Physician Customer

Progressive organizations find it useful to think more broadly about the medical
stall in terms of their willingness 1o demonstrate concern for organizational re-
sources and commitment to organizational values. 20 This allows managers to bet-
ter anticipate physician potential for involvement in collaborative efforts, such as
standardization. The depictions of physician types in Table 3.3 provide an im-
portant classification scheme for managers who want to understand the poten-
tial for physician involvement in clinical standardization efforts.?!

Type A: Detached Physician. The detached physician, in the Winkless, Pedler, and
Mascie-Taylor classification scheme, is generally uninvelved with the system, has a
foeus en one-to-one patient care and clinieal managerment, and has minimal interest,
awareness, or invelvernent beyord thiz level 2 These are often attending physicians
who may have privileges at multiple hospitals or may be employed through vari-
ous agencies. Although they requently have low knowledge and acceptance of the
system’s values or financial well-being, they eollectvely command substantial use of
the organization's resources. The extent to which they affect organizational per-
formance through use of resources depends on their specialty and frequency of
interaction with the arganization.

Assessment of how the Type A physician's behavior influences cost, outcome,
safety, and market position will determine how vigorously to address the physician's
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behavior. Managers in progressive systems attempt to target Type A physicians, whose
costly utilization behavior represents a threat to achieving goals, in these ways:

* Supporting physician programs for attending education programs that
emphasize the benefits attached to participation in standardization efforts
Invelving attending physicians in organizational efforts to develop performance
(rost and outcome) data that are relevant to their specialty

Enlisting suppliers to help influence the attending physician’s choice of
products,

* Linking the detached physician with a respected “insider” colleague

Type B: The Independent. The independent physician, as depicted by Winkless,
Pedler, and Mascie-Taylor, generally has a focus on his or her specialty?* These
individuals are confident in their clinical abilities. They have strong political skills
and are frequently entreprencurial. There is great risk that the independent will
be demanding of resources while having a fairly low acceptance of or interest in
the systemn’s strategy, culture, and values. The independent frequently has a low
knowledge of and appreciation for management and believes that rules are to
be broken. Traditionally, the independent would adveeate securing preferred ma-
terials and may be unlikely to follow evidence-based directives, As outcomes and
evidence-based standards emerge, these physicians may increase their levels of
compliance due to colleague-related pressures or opportunities to participate in
gainsharing, Such individuals are frequently rapid adopters of technologies. ™ This
attribute has important implications for materials cost and control because they
are able 10 adapt to new technology more easily than their colleagues can. Inde-
pendenis may be employed by the system, but many are physicians with attending
privileges, frequently admitting a small proportion of their patients to any one
-hospial.

The independent is less likely than others to be able to advance his or her own
agenda in an environment that has strong formal systems in place. At the same
time, an excess of rules may lead the independent to withdraw from practicing in
the organization. Strategies that incorporate and recognize the independent’s input
are likely to reap the rewards of the independent, working vigorously to ensure
that the position e which he or she has committed is operational.

Type C: The Leader. Leaders, in the Winkless, Pedler, and Mascie-Taylor classi-
ficatory scheme, strive on behall of the whale organization and have a strong com-
mitment to it.?* Leaders are also characterized by their broad vision while
engaging in strategic thinking. They may be politically asune and influential, act
as change agents, and have very good interpersonal skills,
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It is important to be sure that these are individuals whe are not seen by their
colleagues as having sided with management and no longer represent the inter-
ests of the larger medical staff.?® From a clinical perspective, these individuals may
be either cosmopolitans or locals, but the most valuable among them will be the
cosmopelitans who have developed a strong appreciation for the arganization's
goals and understand how clinical excellence can mowve the organization ahead.
The cosmopolitan who has attained leadership skills and perspective will pro-
vide the most value to the success of management elforts in improving supply
chain performanee.

Frogressive organizations have placed leaders in positions that incorporate
managerial and elinical thinking te ensure that they become the thought leaders
in the organization. Organizations that have a deficit of such individuals may want
to consider applicants’ leadership characteristics as they engage in recruiting new
clinical affiliates.

Type D: The Team Player. Team players are good corporate citizens who advise
rather than lead the organization. These individuals are posited by Winkless,
Pedler, and Mascie-Taylor 1o be economical with resources, participative, coopera-
tive, loval, and ::uu;pq:nr.u:'liw.r.z.ET They may be more likely than other physicians to
express local rather than cosmopelitan values and can be highly effective when
they eollaborate. Team players who are not respeeted [or their clinical excellence,
however, may not be as uselul as others in moving the organization to engage in
value analysis and standardization.

Medicol Stoff Mix. Hospitals and systems are characterized by a mix of these
four types of physicians. There has not been an attempt to systematically carefully
classify medieal stafl’ into these types. Thus, it is difficult to specify what mix leads
to best performance. The ASU/CHME study observations are consistent with stud-
ies suggesting that progressive systems build committed medical stall participation
by (1} invelving physicians in supply chain standardization processes over long pe-
riods of time, (2) involving physicians early on issues pertaining to product selection
emerge, and (3) and carcfully considering physician concerns.?® Progressive systems
alse realize that nenphysician clinicians, such as nurses, are key to working with
physicians to achieve standardization in the supply chain. HCA, a large investor-
ewned health care system that is actively working to manage the supply ehain across
several hundred hospitals, employs large numbers of nurses to influence standard-
ization. This strategy is consistent with research findings that even physicians who
do not participate in formal standardization processes frequently accept decisions
when nurses have formally represented the physicians' preferences.? The nurse
in this instance often serves as an ambassader who is able 1o integrate across
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organizational units and ensure vertical linkages in the organization.® In progres-
sive supply organizations, managers recognize the potential for placing physicians,
nurses, and others in linking-pin roles as facilitators, linisons, and orchestrators of
change through communication, information management, evidence-based man-
agement, and pressures associated with colleague influence and contral.

The Role of Value Analysis Teams

Value analysis provides hospitals and systems with a tool to achieve savings with
both commodity and clinical preference items. For systems that are disciplined
in this effort, savings are reported in the range of millions of dollars on an annual
basis.>! However, the ability of hospitals to develop such programs, especially as
they relate 1o the most expensive clinical preference items, is highly uneven.

Prescription for Team Success

Successful value analysis teams (VATS) are highly disciplined, translate their com-
mon commitment into performance goals, and seek out measures to assess their
performance.* Successful teams, in considering the factors identified in Table 3.4,
(1} establish urgency by demanding performance standards and direction, (2) pay
particular attention to the commitment by the organization to the 1eams’ impor-
tance, (3) establish roles for behavior to help achieve common team goals, (4) chal-
lenge the group through the infusion of new information, {5) spend necessary time
together, and (6) provide positive feedback, recognition, and reward. ¥ Successful
teams are also characterized by the inelusion of both senior management and
physician representatives, determination of specific annual goals for cost savings

TABLE 3.4. PRINCIPAL VALUE ANALYSIS FACTORS.
Factors Considered by Value Analysis Teams

Technical properties and performance

Safety and risk to patients and health care workers
Efficacy and effectiveness

Economic attributes

1

2

3

4

5 Acceptability to patients and clinicians (comfort, ease of use, utility)
& Risk of liability

7
8
9
4]

Potential for standardization

Impact on market share and competitiveness
Requirements for facility modification and work flow
Manufacturer reputation and support

11 Capacity of vendor to provide sufficient and reliable supply
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from the committee’s efforts, and provision of concrete, quantitative analysis and
follow-up te ensure that benefits are realized *

The development of effective teams requires the establishment of high levels
of trust between the various stakeholders and team members. Katz, in studying
project teams, has pointed out that team-building performance increases over the
initial period of teamn formation. Performanee increases as members understand
“each other's capabilities, contributions, and working sq-'les.“?‘:' His observadon of
sustained performance over the first few years of a team’s life cycle and subsequent
deterioration requires attention in the health supply arena.

GPOs and Value Analysis

Depending on the configuration of the systems and the structure of the medical
stall, the engagement of physicians in standardization and GPO affiliation scem
to aflect how hospitals and systems engage in value analysis. The options include:

* Internal and active engagement through systermwide committees
+ Internal and active engagement through individual system member commitiees
* Ouiseureing the engagement through consultants
+ Outsourcing the engagement through the GPO
*  Passive engagement through the distribution of information provided by GPO
and other sources

+ Some combination of these aptions®

Curiously, not all hospitals or systems value or participate in these GPO services ¥
It addition, systerns that are very active in GPO standardization efforts almost abways
carry out their own value analysis and drive o collaborate in product sclection for
GPO purchasing. When GPO contracts do not supply the products or cost these sys-
tems can achieve on their own, these organizations are likely 1o purchase outside their
GPO contract or engage the GPO to work closely with them to secure desired prod-
ucts and prices. Others seem very anxious to follow on selections made within the
GPO process that frequently rely on member and client representatives.

Commitment to Customer Relationship and Customer
Preference Management

The ASU/CHME study reveals that health care systems differ in their commitment
to achieve standardization. Variation in commitment can be viewed as related 1o
structural, cultural, and managerial differences that characterize systems. There are
anumber of important barriers to managing cusiomer relationships and preferences.
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Structural Barriers

Slrul:!'ul'ﬂl barriers to managllng customer n:lalignships and Pmﬂ:mmﬂ include
system centralization, size, and marketplace domination.

System Centralization. The practice of centralization has the potential for an in-
tegrated delivery network to manage a variety of members with a common set of
standards and practices (Chaprer Five). In many of the progressive systems ¢x-
amined in the ASU/CHMR study, successful centralization improved the chances
for product standardization. These systems capitalize on the collective knowledge
that clinicians gain through continuing professional education, literature review,
and interactions with manufacturers during professional meetings and direct-to-
clinician marketing sessions. Through centralization, they also build collabaration
with physician leaders in various system locations.

The ASUS/CHME study also recognizes that variation across gmgraphim“j’
dispersed hospitals within a system poses obstacles to centralized standardiza-
tion efforts. This is consistent with research findings that centralized administra-
tive control can serve as a barrier to the alignment of incentives and goals benween
physicians and a system.®® Clinician participation on a systemwide VAT and in-
volvement in dissemination of VAT decisions can counter the problematic aspects
of centralization. Buy-in at various local levels is important. It is alse important
that physicians understand that standardization does not prohibit products to meet
the full range of patient needs from entering the system and that there will be
ample opportunities 1o consider new products.

One of the progressive systems studied convened its systemwide surgical VAT
monthly. (This frequency of meeting, even at times when no major changes in
products were being entertained, is consistent with the idea that team members
require frequent interaction.) While this system used its meeting to entertain
queries by physicians and others across a wide range of products, it was clear that
an incredible amount of time had been used prior to the meeting to develop com-
parative product data. Such data include information pertaining to physician pref-
erences and relationships with suppliers, information pertaining to outcomes and
salety, and costs associated with product standardization and change. Information
was disiributed to team members prior to meetings, and concerns were addressed
as individual team members raised concerns or anticipated questions. This pre-

meeting work consistently paid off’ by allowing the use of a consensus agenda that
ensures that meetings are brief and focused on decision making The minutes from

one monthly meeting, which operated on a consensus agenda, included the
fellowing items and resolution:
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* Jtem. Entertain the report from an ad hoc group of surgeons to reduce the
number of vendors for a product,
Resolulion. Follow up with report to form the team.
= ftem. Consider a new scrub product that was being evaluated by a group of
surgeons at one of the principal hospitals.
Resolution, Approved.
* ftem. Consider the request for a relatively expensive technology product that
reduces the use of blood for implant surgery.
fesolnfton, Invite presentation at next meeting,
* Jiem. Request produet to auto-transfuse blood back into the patient.
Resolution, Approved.
* [Jrem. Consider evaluation of new eement. Report on outcomes is negative.
Resolutton, Denied.

For each of these considerations, there was careful input from both clinicians
and supply chain management stafl—with conspicuous physician committee lead-
ership. Key, however, was the support given to these physicians in preparing data
on cost, clinical efficacy, Pa:icn.t acceptance, and market considerations.

System Size ond Marketplace Domination. Both large and small systems in
the ASU/CHMR study report that GPOs assisted in educating the clinical stafl
about products. Systems of different size also use GPOs for securing a wider range
of products, One exccutive indicated that in his relatively small system (two hos-
pitals), stalfed by many attending physicians who practice “geographically all
over the community,” there was no articulated strategic effort to achieve stan-
dardization. While he hoped that the clinical stafl’ was provided advisory recom-
mendations in order to influence physician product selection by the GPO's VAT,
the system had no intention of directly soliciting physicians to conform to inter-
nal or external standards.

A very large system with small, geographically dispersed hospitals echoed
the small system’s lack of aggressiveness in physician engagement. Common to
both systems is the abscnce of a strategy to manage physician product selec-
tion. In addition, fears exist that attempis to shape physician choice would cause
more problems than gains for the system. Perhaps it is fair to say that such sys-
tems do engage in CRM by providing medical stall with the products of their
own choice. The ASU/CHMR study did not characterize such systems as
progressive in their practices. These systems are rarely distinguished by efforts
to better manage other supply chain functions such as distribution, cost
management, or risk reduction.
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The previous discussion addresses a continuing reluctance on the part of man-
agers o engage medical stafl” in standardization processes. When questioned about
this reluciance, they report that standardization efforts in areas where there are
virtually hundreds of preducts that can serve multiple functions for many differ-
ent clinicians (for example, suture reduction) are too sensitive an area for clinical
engagement. Many atitudes appear to be grounded in stercotyped views of clin-
ician behavior. The managers articulating these sentiments have generally been
in the field for a good number of years and perceive a fairly insurmountable gap
between the cultures of medicine and management. They also have invested lit-
e effort or few resources in building physician leadership and have no strategics
for taking advantage of that leadership within the system.

As suggested above, reluctance to engage the medical stafl on standardiza-
tion is frequently based on the assumption that product restriction will lead physi-
cians to shift admissions to other organizations. Health supply chain managers
frequently repont that physician loyalty to the hospital is very fragile and based on
neninterference. This impression is found in the continuing beliel’ among mate-
rials managers that medical stafl continue to be “uncooperative” when it comes
to the intersection of medicine and business. One materials manager explains that
physicians are indifferent to costs and other nonclinical aspects of product selec-
tion that result in standardization and committed purchasing. The ASU/CHMR
study observations reveal that progressive system managers do not fully support
this position. Progressive systems work consistently to alert their medical stall 1o
differences in product costs, quality, and possible clinical outcome variations.

A recent study suggests that it is generally a myth that physicians will shift their
admissions to other hospitals if’ their preferred products are limited.? It has also
been found that those who do leave improve the hospital’s cost per case ratio
due to their more costly profiles. Managers who believe that active engagement
af clinical stall’ will have negative effects on the organization are not very likely to
develop strategies that include standardization.

Cultural Barriers

Hospitals and health care delivery systems are frequently characterized by orga-
nizational cultures that are focused around individual departments or specialties. ™
While some deparuments defer decisions to the autonomy of the individual pro-
fessional workers, forward-looking organizations are characterized by “atomized™
units that allow flexibility and decision making that benefit the broader organiza-
tion.*! Such atomized organizations frequently bind various parts of the organi-
zation “like molecules into a strong corporate whole through the shared corporate
ties that define what the company of the future is all abour, ™2
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Kaiser Permanente is a good example of such organization. It has leng been
recognized for its culture ol physician participation through its group practices,
Consistent with this elfort, Kaiser, which is unique in its structure in the United
States, is characterized by over sixty specialty product teams. These teams report
to the Mational Product Council, which reflects a culture with a commitment to
excellence in practice, effective use of limited resources, and bringing value
to Kaser’s members. The Kaiser teams are stalled by executive medical directors
and other experts who consider evidence on salety, efficacy, cost, effectiveness,
quality of life, systern impact, and legal and social implications.*? The Kaiser physi-
cian groups have a strong alignment of incentives, both clinical and financial, o
the health plan. As the CHME/ASU study considered other systems with strongly
aligned physician incentives, there was no consistent pattern of success in value
analysis and standardization. This suggests that organizational culture may he
more important than physician employment in achieving standardization.

Discipline in approaching standardization is not restricted to extremely large
systems. BJC HealthCare (St. Louis) and Swedish Medical Center (Seattle) pride
themselves on having built a culture characterized by commitment to working with
clinicians across the system to achieve consensus on materials, Since Swedish Med-
ical Center does not belong to a GPO, it cannot vely on GPO processes to aid clin-
icians in product selection and sourcing. It care Full}- manages the clinical
standardization process internally. Exhibit 3.3 documents a number of the char-
acteristics demonstrated by progressive systems in this important area.

Culture expresses itsell in many different ways in regard to product selection
and standardization. Some items are defined as “emotionally charged” in the eyes
of medical stall, while others are treated as prime items for standardization. Hos-
pitals and systems in the ASUSCHMR study report both opportunities and barri-
ers in selecting products that are candidates for standardization, A survey of CEOs
and materials managers found that opportuniies for standardization include bath
commodities (such as lab supplies and gloves) and physician preference items (such

EXHIBIT 3.3. CHARACTERISTICS OF PROGRESSIVE 5YSTEMS IL.

+ Collaboration with their medical staff to consider clinical preference itemns as well
as commodities for standardization and committed purchasing

* An understanding that they have leverage in working with the medical staff and
that medical staff are responsive to information relating to their own behavior

+ Belief that physician allegiance to their profession does not préclude their involve-
ment in clinically criented deliberations that would benefit the system

* Placement of leaders in positions that incorporate managerial and clinical thinking
to ensure that they become the thought leaders in the organization

* A consistent strategy for physician stakeholder engagement
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as orthopedic and spine implants)." The ASU/CHMER case studies reveal that
there are differences in opinion, within and between systems, in what actually con-
stitute appropriate items for standardization. One major system (BJC HealthCare
inn 51, Lows) experienced grear success in reducing the number of suture stockkeeping
units. Other systems report that they are unconvinced that such standardization can
be achieved due 1o physicians’ preferences for particular sutures. This can be true
even il the only difference between a competing product is the thread length.
Physician relationships with suppliers, which provide a wide range of services
for surgeons and other specialists, make standardization very dilficult. In many in-
stances, these representatives provide technical assistance regarding specialty prod-
ucts in the operating room. Such collaboration is most common in orthopedics
and cardiology, where new technologies are quickly emerging and the half-life of
products can be fairly short. Supplier representatives provide physicians with ac-
cess to products that may not be stocked in the hospital by bringing them into the
hospital on the day a procedure is 1o be carried out. Finally, physicians frequently
have preferences for items in which they have had a role in developing. While such
prelerences may represent conflicts of interests for the physicians themselves, physi-
cians believe that their performance is dependent on such products of choice.

Managerial Barriers

Physicians involved in VATS of progressive systems are willing and able to par-
ticipate in and lead standardization effors. At one of the ASU/CHME study sites,
VAT meetings were designed around the strategic engagement of physicians on
four areas: (1) product selection, (2) vendor service, (3) research implications re-
lated 1o product selection, and (4) the differences between emergent products.
Managers interviewed stated that such collaboration relies on strong trust by elin-
icians that management will carry out the general will of the medical staff. Trust
is built by werking closcly with physicians on all relevant issues, inclusiveness of
all relevant physicians on a given issue, recognition that different physicians will
have different concerns (for example, research versus nonresearch), and a com-
mitment to excellence in clinical facilities as a consequence of achieved savings.

Physicians arc consistently brought wgether 10 identify areas where exceptions are
important for improved clinical outcomes.

Success with VATs

Success with VATS, especially in the area of clinical preference items, appears to
vary significanily on the basis of the (1) organization’s culture, (2) mix of physi-
cian types, (3) mission pertaining to excellence, (4) past relationships with
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physicians, (3) ability of the system to demonstrate need, and (6) the willingness
of the organization to manage the relationship of the physician with suppliers.
The CHMR/ASU study respondents frequently reported key accomplishments
in standardization and associated them with savings. However, consistency in strat-
egy and the sense that efforts could be replicated and made easier or extended
as a more strategic process as learning progressed was not present, ™

Leadership organizations even learn from their mistakes and anticipate
opporunities. Progressive VATS consider both the opportunitics missed in achiev-
ing reduced prices in order to gain expericnce for future deliberations. The
ASUSCHME stuey respondents reported that they needeel to be forward look-
ing in their deliberations. Discussions included strategies for managing a therapy
that appears to be approaching its half-life and on how 1o manage the emergence
of a new therapeutic class that would have competition in the near future,

The Changing Landscape of Customer Relationships
and Customer Preference Management

Perhaps it is best vo think of the health industry as containing a web of customer
relationships and preference management strategies. In the most progressive sys-
tems, rmaterials managers and physicians work elosely together 1o achieve the most
favorable conditions for purchasing their desired products. Progressive systems un-
derstand that it is important for them to manage their relationships with suppli-
ers. Effective management at the hospital and system levels requires an
understanding of how those with allegiances upstream from the hospital or sys-
tem work to shape the movernent of products and how these suppliers work o sus-
tain their marketplace position. Effective management also requires understanding
how purchasing exccutives can best spend their time to engage the manulactur-
ers themselves—either individually through their system or in collaboration with
purchasing partners.*®

Progressive systems strategically manage supplier relationships. The discussion
of suppliers was locused principally on the system’s need to sustain clinician loy-
alty and the various strategies they eraploy. While supplicrs may have special rela-
tionships with “cosmopolitan” physicians, it is important to stress that supplier
relationships extend throughout the clinician community. Suppliers bring value by
providing mechanisms for physicians to remain aware of the latest developments
in materials, They also assist physicians to become proficient in the use of new tech-
nelogies and provide needed information lor both the physician and the system
to engage in product selection. A prineipal goal of suppliers is to meve transac-
tional contact to a more committed relationship. ¥
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Progressive organizations recognize that supplier relationships must be man-
aged to ensure excellence in value chain performance. It is not clear if many systems
understand what drives the decision making of physicians on clinical preference
itermns. In addition, they infrequently recognize the extent to which the patient, asa
result of direci-to-patient marketing, may occupy a new role in the equation for the
purchase of such items. Managing the power relationships between suppliers and
health care systemns is critical if’ systemns are to reduce their costs through achieving
better prices.*® To accomplish this, progressive health care systems structure their
environment to build buyer dominance and capitalize on the interdependence
between buyers and suppliers. This includes linking favorable price to high levels of
product purchase commitmnent.

Systems are frequently uncertain about the conditions of contracts that best fit
their strategy. They recognize that when there is an increase in commitment 1o sup-
pliers, they are able to gain supplicr support and improved pricing. They also are
aware that sole- or dual-source contracting can place them in a dependent position
with supplicrs over time. One consequence is less-than-desirable pricing and the in-
ability to convert to emergent products. Buyers recognize that suppliers also difler
in their strategies. Some are committed to cutting-edge and unique products, which
frequently carry high price tags. Others provide products at lower cosis that meet
specifications, hoping to accrue volume. Strong management-clinician collabora-
Hon is necessary to ensure an understanding of the marketplace for goods.

Suppliers benefit from an environment in which there is little real knowl-
edge by end users of the cost associated with products. They also benefit from the
extent to which physicians value, i’ not rely on, supplicr collaboration in both prac-
tice and research. Physicians who have strong commitments to suppliers cannot
be expecied to play value-free roles in product evaluation and standardization
decision making. For ethical reasons, physicians with such conflicis should be
excluded from some product selection deliberations or, at the very least, declare
their involvement with the supplier.

One progressive system in the CHMR/ASU study tightly controls the pres-
ence and flow of supplier-held inventory into the operating room. It has a surict
policy of not paying for any product that is not approved by the value analysis
process. This includes “upgraded” products that are of higher cost. The result
of this policy and enforcement is a substantial reduction in costs for goads not
under contract.

Study 2 demonstrates that increased physician understanding of the profit
structure surrounding the supplier industry. The study indicates that wransparency
in supplier relationships and pricing may lead physicians 1o take a stronger in-
terestin resource use. This is no different from the processes used by some GPOs
that, through VAT, secure high levels of signed commitment from its clients.
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Suppliers and the Clinician Customer

Relationships berween physicians and suppliers are grounded in a wide variety of
factors that include (1) early exposure to products and preferences developed by
clinicians in the course of training, (2) research relationships (physicians them-
selves are innovators as well as invelved in the wials of pharmaceuticals and prod-
uets), (3) the introduction of products in the course of continuing education,
(#) one-on-one physician office visits, and (3) product introduction through con-
signment to the hospital of materials that may not even be under contract,*?

A recent study of orthopedic surgeons helps us understand how physicians
value supplier relationships and identifies some of the factors pertaining to the
mismatch between physician, supplicr, and purchaser relationships.*® Table 3.1
revealed that although product choice is based on a range of factors that materi-
als managers would see as important, such as price and existing contracts, these
factors are not foremost in clinician thinking

When spine surgeons were asked what factors influenced their use of spinal
lusion cages, patient care issues were ranked high; cost issues ranked substantially
lower, Given the substantial differences in price for many clinical preference ma-
terials, this is a eritical finding. Clinicians increasingly recognize that failure to
select the most clinically appropriate product puts them, and perhaps even the
patient, at eonsiderable risk. To reduee risk, over hall’ of the respondents to the sur-
vey reported having changed their selection of materials due to a fear of lawsuits.
In this regard, clinicians recognize that materials matter. Progressive systems, as
indicated in Exhibit 3.4, will take advantage of the tensions that clinicians perceive
around product sclection issucs to engage clinicians,

Surgeons in the study expressed doubts abowt (1) the acwual need for certain
products, (2] diffieulties in linking parts of various pieces of technology, (3) prob-
lems visualizing how the product could be placed, (#) problems placing the prod-
uct, and (5) dilficulties in integrating dilferent company produects. When asked
to state what characterizes the best companies, surgeons, not surprisingly, ranked
the quality of service and representatives as paramount in their assessments,!

EXHIBIT 3.4. CHARACTERISTICS OF PROGRESSIVE SYSTEMS Il

* Engagement of clinicians in product choice by taking advantage of the tensions
that clinicians perceive around product selection issues

* A recognition that although it is not in their interest to disintermediate the
relationships built between physicians and suppliers, it is important to strengthen
the relationship by establishing strategies for physician and system to collectively
engage suppliers

* Value analysis of and collaboration on product selection for GPO purchasing
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This presents an interesting paradox as surgeon preferences are considered. On the
one hand, surgeons speak of clinical results and patient outcomes as important
influences in their product decisions. On the other hand, although price may
not be the most influential factor in a surgeon’s choice of product, it remains {ore-
most in their minds, Spine surgeons reported having lost income as a result of a
eost-conscious emvirenment. In this sense, their most frequently spoken message
to manufacturers is related 1o lowering costs. Again, this is a tension that can be
of use as hospitals and systerns work with clinical stall to secure best prices asa
result of product negotiations.

A report by VHA, an alliance of a large number of hospitals across the United
States, suggests that the direct relationship between the physician and supplier,
based on physician preference and supplier support, results in a lack of coordi-
nation, inefficiencies, high costs, and contentious relationships. Change will re-
quire thar hospitals and systems “proactively seek physician invelvernent and work
to address the historically strong relationships between physicians and suppliers."*
The VHA study reinforces the importance and impact of the structure of the
relationships between physicians and suppliers both within and outside the hos-
pital. It siresses the importance of understanding the nature of value-added
services provided by the supplier and specification of the hospital-suppler rela-
tionships. Progressive systems, however, have not placed themselves between the
clinician and the supplier in a contentious manner. Rather, through active col-
laboration with the clinical stafl through VATS, progressive systems use the med-
ical stafl 10 meet the supplier on a more level playing feld. In Study 2, the system
demonstrates physician-systern collaboration by having the chiel of medical
stall sign all requests for purchasing. This memorializes the intention of the med-
ical stafl to use the product il it is secured at a reasonable price.

Few hcrspci.la.ls. or systems clearly articulate their policies 1o suppliers. Pro-
gressive systems have given substantial thought to this area and have developed
and enforced rules to ensure effective management of the supplier-physician re-
lationship. These systems recognize that it is not possible and not in their inter-
€51 to fully eliminate the relationships between physicians and suppliers. Supplicr
representatives assist in ensuring that needed products are available for surgery by
acting as distributors for their own products and bringing a range of potentially
useful products into the operating room. They also provide assistance to physi-
cians in the course of the physician's carrying out a procedure. While this may
come a shock to the layperson, who assumes that the physician is the sole reposi-

tory of clinical knowledge in an environment characterized by highly complex
and frequently changing technical products, a teaming between those whe man-
ulacture and those who apply products is a feature of practice in many fields. Nev-
ertheless, the control of these relationships is important. University Community
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Health in Tampa has assembled policies that structure the relationship between
suppliers, physicians, and the hospital:

* All sales representatives must make an initial contact with the buyer in pur-
chasing prior to an initial visit.

* Sales representatives must register with the materials management department
at the facility before visiting.

¢ All product samples and trial equipment must have approval from the materi-
als management department.

* Community Health will not assume responsibility for samples, supplies, or
equipment left on the premises without prior approval.3

In many instances, major systems refuse to pay for any material used in a pro-
cedure that is not included in an existing contract.

Suppliers and the Patient Customer

One needs to watch television for only a few hours to realize the investment in
direct-to-customer (DTC) advertising by pharmaceutical companies and, in-
creasingly, medical companies supplying high-cost implantable items such as hip
and knee prostheses. Leadership in hospitals and systems has not identified DTC
advertising as affecting system supply management strategies. The orthopedic sur-
geon survey discussed previously reports that the vast majority of surgeons have
had at least one patient who inquired about specific procedures (93 percent), spe-
cific techniques (84 percent), and specific company products (37 percent). Fifty-
six percent of the surgeons indicated that the number of patients making such
inquiries was on the rise.>* The publicity around the approval of drug-eluting
stents has led to patients’ gaining awareness of brand names for cardiology im-
plants and the opening of the door to a whole new era of patient demand. One
of the more progressive systems in the study confirmed that patients were being
provided with information on spinal cages and that the information was shaping
practice.

As systems engage in standardization processes, management needs to help
structure clinicians’ responses to patient expectations. Information packets that
help patients understand why clinicians may choose products other than those
seen on television need to be developed. In an environment where patients have
product awareness, the physician is the key to educating the patient to accept
equivalent products, recognize that certain advertised products may not fit a spe-
cific case, or make the patient aware of payer policies that do not allow a specific
product. When there is physician and patient demand for a product not normally
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TABLE 3.5. WHEN PATIENTS DEMAND PRODUCTS.

Positive Physician Megative Physician
Preference Preference

On system formulary hest patient Threat of loss of patient
expectations (meed for physician

education)

Mot on system Threat of loss of case and Threat of loss of patient

formulary provider on case (need to {meed for patient
consider exceptions) education)

available in a given hospital or system, policies must be in place to determine how
exceptions should be managed to reduce dissatisfaction by end users. It is, how-
ever, 1oo early to assess il patient demand for products will lead o the loss of pa-
tients to alternative hospital settings. Internal and external VATs will find
themselves pressured by physicians advocating for products that reflect patients’
demands. Multitiered strategies, such as those developed by the managed care in-
dustry to allow patient choice in pharmaceuticals, may not be appropriate for the
acute care product marketplace. As demonstrated in Table 3.5, managing both

physician and patient preferences is a key to success in the changing environment
of product selection.

Summary and Conclusion

Physicians, who [requently have very strong preferences for brand products and
the services associated with branded products, may be reluctant to accept alter-
native products, even in the face of evidence regarding equivalencies. This is es-
pecially wrue for high-cost clinical preference items in cardislogy and orthapedies.
As value analysis processes reveal equivalences among product configuration and
outcomes as well as substantial discrepancies in prices for equivalent products,
managers find themselves increasingly supported by physicians (despite their strong
desire for branded items) in negotiations with suppliers over price reductions. Thus,
the outcome of value analysis may be standardization (or a cap) on price paid for
a certain time, if not the reduction of branded products.

Standardization efforts for both commadities and clinical preference items
are the key 1o achieving increased savings according to a broad consensus.® Both
physician and nurse involvement and leadership in product analysis is necessary
for standardization success. VAT routincly consider low-technology and low-cost
items, such as surgical gloves and suiures, which cumulatively have a high cost
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impact on hospitals and systems. Products are subject to seruting at multiple levels,
A lower-cost item to replace a frequently used plastic specimen jar might be found
unacceptable to a clinician i it regularly failed to seal and led o spills of poten-
tally dangerous contents. Thus, standardization eflorts must also consider the link-
ages among clinician, product selection, cost, and ocutcomes as accomplished
through VAT: within systems and GPOs,

Assuming that items provide desired outcomes, the outcome of VATS may
well be information supplied 1o negotiators, who can counter supplier claims for
superiority of products. The result is the ability of the purchaser to influence the
entire market price for a given product. The function can be the accommodation
of both the clinician's desire for choice and the hospital or system drive for cost
comainment. In considering clinical preference items, materials management ex-
eeutives require a sophisticated understanding of the factors physicians consider
in making product decisions. While the medical device manufacturers as well as
pharmaceutical indusiries have studied this topic carelully, the sparse research on
factors that drive clinician preference hampers effective managerial action,

Through standardization effons, progressive hospitals and systems consider
hew products contribute to the strategie direction of the organization. Indeed,
good VATs become value management teams by demonstrating value in rela-
tion to the sysiem’s overall goals, including eost reduction (Chapter Twa), safety,
and outcomes.

Part of a successful hospital and system strategy for implementing standard-
ization will depend on providing metries pertaining to products and their rela-
tionship o the performance of the supply chain. As the ASU/CHME study
progressed, items relevant io value analysis, as proposed by health industry groups
(such as VHA, B&D, and the Health Industry Group Purchasing Association),
were summarized and served as guidelines for assessing hospitals and sysiems.
Owver the course of the ASU/CHMR study, many benchmarks and indicators used
by GPOs, supplicrs, trade organizations, and hospital systems were identified that
were seen as critical for building a value management scorecard. A number of
these are found in Exhibit 3.5, Exhibit 3.6 provides a series of indicators devel-
oped over the course of the study that reflect the high-level balanced scorecard
for systern performance.

The ASU/CHMR indicators provide feedback to managers who have an in-
terest in understanding how their supply chain is performing within the environ-
ment of competing hospitals and systems.

The demand for new technology will continue due to the aging population,
highly informed and proactive consumers and clinicians, and a strong and
competitive economy. Some technologies ave reaching the stage of becoming com-
modities; others continue, through innovation, to have multiple uses, off-label
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EXHIBIT 3.5. BUILDING A VALUE MANAGEMENT SCORECARD.

1. Build a compelling case for change
2. Develop a data and information tool with a focus on:

2, Reduced cost

. Forecasting

Cost

. Infection rates

Case time

Product equivalent

. Progress teward commoditization
. Inventory turns

Mumber of lines in inventory
Product differentiation

Safety and risk to patients and workers

Build senior management involvement

FTT o SN o

- Manage physician involvernent

. Manage supplier involvement

. Understand incentives

. Clearly defined system (steps) for standardization and use of VATs

Commitment to error reduction

. Vendor capability analysis

. Improved logistics

. Information systems sophistication

. Increased team-based environment resulting in self-directed activities by

cliniciams, administrators, finance, and materials management

. Better managed supply as an investment
. Attention to consequences including:

o

. Improved alignment between providers and the organization
. Cost reduction

. Inventory reduction; share responsibility across stakeholders
. Improved awareness of key strategies

. Make analysis a routine and systematic process

o

applications, and linkages to outcomes that do not lend themselves to rigorous
evaluation, In this robust technological environment, progressive systems, with the
assistance of their supply chain partners, find the need to improve decision-making
skills 1o evaluate new technologies, make contractual deeisions, and lead change

at

a pace that may make contemporary contracting models obsolete.
In progressive systems, physicians are valued team members who collaborate

in value management for achieving standardization and cost management. Yet
physicians are rarcly prepared 1o assume such roles. Inclusion of knowledge and
skills related 1o resource use is rarely part of medical and postgraduate training,
Progressive systems look toward medical stafl with an eye 1o selecting physician
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EXHIEIT 3.6, FOCUSED ASU/CHMR INDICATORS.

1. Metrics applied to:
a. Clarity of specification in measurement of goals.
b. Developed strategies regarding cost reduction.
c. Successful specification of the relationship of supply chain goals to the larger
enterprise goals.
d. Articulates appropriate use of reward and incentives.
Z. Supply chain relationship management to:
a. Develop a clear understanding of how to manage cost, information, and
improved efficiencies with manufacturers, GPOs, and distributors.
b. Ensure an understanding of relationship among units within a system or
network.
c. ldentify facilitators and deterrents (enablers and barriers) to value
management efforts,

3. Organizational dynamics:

a. Provide value management solutions to recognize how unique culture affects
decisions and outcomes.

b. Evidenced by leadership at the corporate or system level,

c. Evidenced by leadership at the hospital level,

d. Counter constraints relating to organizational structure (facilitators
deterrents).

€. Successfully nurture physician relationships.

f. Successfully engage physicians in standardization.

0. Ensure a consistent and effective model of change management.

4, Information flow as evidenced by:
&. Progress toward integration of cost, clinical, and charge systems.
b. Recognition of what types of informatien systems do and do not work
(facilitators and deterrents),
€. Achieved internal communication of goals and missions.
d. Achieved integration of distributors” infermation with internal systems.
e. Provided point-of-use information-data-integration.

leaders who understand the importance of preserving resources, improving out-
comes, and exercising leadership. Without such individuals and what they can
contribute in VAT, systems will not be in a position to collabarate with their GPO
pariners (see Chapter Four) to select materials better. In turn, this will ereate and
sustain an environment that values the role of materials, increased safery, and im-
proved outcomes. Progressive systems also develop service line manager roles (fre-
quently occupied by nurses) to serve as linking pins between the supply chain
management department and the clinical stafl, The oceupants of these roles have
not been systematically studied to understand exacy what it is that they do o lead
to success in standardization,

Progressive systems understand that their progress cannot continue in an en-
viranment in which selt links, due to physician claims lor autonomy, characterize
the relationship between the system and the physician in product selection.
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Executives conternplating improvement in the value management process must ex:
ercise leadership in a manner that will caplure the motivations of multiple con-
stituents. Effective VAT will contribute to the reduction of risk for various parties
residing toward the end of the value chain: the clinician, patient, and the system.

Managers contemplating a comprehensive value analysis program should
develop their strategies around key components of supply cost reduction, in-
cluding (1) recognition of a “burning platform,” (2) demonstration of need and
oppertunity, (3) the creation of a vision by senior management, (4) buy-in from
representatives and the idemtification of physician champions, (5) profiling of
existing and potential suppliers, and {6) identification of incentives and perspec-
tives. *® Research on physician leadership has demenstrated the importance of
change management and the ideas of teams working effectively in the supply chain
health arena

Rapid change in techneology requires that VAT strategy and structure recog:
nize and lead change. Yet with so few hospitals and sysiems having a clear mission
statement regarding materials and the broader supply chain, this is frequently dif-
Ficult. As new technologies rapidly enter the marketplace, managing the market-
place becomes increasingly difficult. Products that appear to be state of the ant
sometimes prove to be less effective than anticipated following their use with larger
populations. Commitmems to suppliers on the basis of current knowledge must
be made with great caution. At the same time, there are systems that have engaged
in sole-source contracts with manufacturers for technologies that appear to be at
the forefront of the field—at the expense of sustaining relationships.

There is growing consensus that success in securing physician participation is
dependent on incentives that relate to quality of care and preservation of physi-
cian auonomy as well as the presence of financial incentives. In studying
physicians in groups, Conrad and Christianson point out that a variety of finan-
cial incentives must be considered as groups work to achieve improved quality and
better outcomes in an environment that is focusing on health care improvement.
Their work draws heavily on the Institute of Medicine's report, Crossing the Quality
Chasm, which associates alignments with the ability to both the provision of fair
payment for good clinical management of different types of patients and the
opportunities for providers to share in the benefits of quality improvement. ™ In
discussing physician participation in VATs and other quality improvement activ-
ities, directors of purchasing consistently pointed to the legal issues associated with
any cost sharing that might result from cost savings associated with product
standardization in the hospital. In systems where there was less success than others
in achieving standardization, directors of purchasing frequently reported that
specialists seemed to have no problem restricting their choice of products when
practicing in outpatient clinics in which they held some ownership equity. While
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they pointed to their ability to improve physician amenities, they felt that the
degrees of freedom to manipulate rewards were too narrow to be effective.

The ASU/CHME study reveals that progressive practices pertaining to cus-
tomer relationship and customer preference management are dependent on the
presence of medical stall’ who are characterized by a willingness and ability to
exercise leadership with colleagues, the design and use of internal committees,
and external resources and partners to create an environment that values the role
that materials can play in improved outcomes as well as cost savings. This chap-
ter has demonstrated that supply chain management requires that leadership play
many different and complex roles, There must be a concerted effort by hospitals
and systems te articulate and manage a vision of the strategic importance of the
supply chain and build necessary competencies to engage strategically in customer
relationship and customer preference management.®

Finally, progressive systems enter the procurement process with medical
stall product use commitment. As a result of effective internal VATS, those that
belong to GPOs are sometimes able 1o manage with their GPOs or independendy
engage the market themselves in product selection and procurement. These sys-
tems also recognize that physicians have very strong relationships with their sup-
pliers and can help the system engage suppliers on cost issues.®! Asinternal VAT
become more commen, GPO models are adopting new business models to work
with their members to meet their objectives. They are allowing custom contracts
within the GPO as well as providing services, such as the reverse auctions discussed
in Chapter Two, to their participants to engage the marketplace independently 5
Walue analysis indeed provides the information platform for significanty chang-
ing the relationships between buyers, sellers, and purchasing partners throughout
the health sector.
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GROUP PURCHASING ORGANIZATIONS

Shaping the Health Materials Marketplace

ospitals and systems face the enormous task of sourcing and contracting

for over sixty thousand products to accomplish their clinical and non-
clinical goals. Failure to meet the needs of internal customers can, as demon-
strated in Chapter Two, expose the hospital to substantial risk. Progressive
managers seek information and strategy to assess and counter risk. In the com-
plexivy of the hospital and hospital system, such assessment must be conducted
within the context of deciding whether risk-related problems can best be solved
through internal supply management or one of a variety of outsourcing op-
tions.! While a significant focus of health sector supply chain management is
on the internal aspeets of satisfying customer needs, including customer rela-
tionship management (CRM) and internal customer management, such needs
cannot be fulfilled withowt careful attention to sourcing, which includes product
identification and contracting,

Group purchasing organizations (GPOs) are designed to fill this sourcing
need and avert a variety of market, sirategy and demand-related risks, as dis-
cussed in Chapter Two. Yet there is great variability among the ASU/CHMR
study participants about the extent 1o which they felt comfortable relying on
the GPO 10 manage any one kind of risk. This chapter details the variety of
factors associated with decision making regarding outsourcing of supply func-
tions, develops an analytical understanding of GPO characteristics, assesses
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how GPOs contribute to hospital and system strategic purchasing, and
scrutinizes the value that purchasing alliances, such as GPQs, bring to the
marketplace,

The chapter locus is on purchasing partner management and strategy, as
revealed by the ASU/CHMR rescarch site respondents. It is important 1o
remember that the purpose of the ASU/CHMR study was not to scrutinize the
variety of GPO strategies, but rather to locus on strategies that contribute 1o
progressive hospitals’ and systems’ success in supply chain management. The study
identified and analyzed the ways progressive systems weigh the advantages and
disadvantages of strategies associated with product selection, negotiating for
contracts, and other product procurement fenctions,

Since the summer of 2002, GPOs have been under constant scrutiny for many
of their business practices by both the US. Senate and the Federal Trade
Commission. Although a full review of the issues surrounding the GPO inquiry
is outside the seope of this book, their implications for hospital and hespital
systems’ ethical behavier in the purchasing process are considered at the end of
this chapter.?

How GPOs Bring Value

From the perspective of the hospital or system manager, GPO involvement is
best thought of as an activity that requires skillful supplier relationship man-
agement and purchasing partner management. Partnerships imply reciprocal
relationships and appropriate relationship management [rom both parties.
Thus, to ensure hospital and system satisfaction and compliance with GPO pur-
chasing contracts, GPOs engage in extensive CRM activities with the hospi-
tal and system. National GPOs provide stall at the regional and even hospital
level to assist hospital systems in procurement management and build rela-
tionships with their clients across a large nation. GPOs sponsor annual meet-
ings at which their members and clients can share best practices and bring
together their members with a variety of suppliers. While GPOs provide such
services to benefit their broad membership, the hospitals and hospital systems
atiempt to gain advantage by their own skillful customer relationship manage-
ment with end users of clinical and nonclinical products (as discussed in Chap-
ter Three) and with suppliers. Hospitals are increasingly reporting increased
success in working with suppliers to achieve their mutual goals with both com-
modities and clinical preference items.
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GPOs Offer Procurement Solutions

Hospital procurcment operations have several different approaches available to
them. MNollet and Beaulicu contend that a procurement strategy:

* Identifies the area more likely to generate potential savings and then uses the

approaches that make it possible to do so.

Specifies the extent of group negotiations. :
Contributes to the organization not only by reducing costs but also by adding
value through better operational links with suppliers,

Distinguishes eampetitors by assessing product quality.

* Shortens lead times.?

Hospitals and hospital systems expect GPOs to assist them by outsourcing
some part of the purchas'mg function to () purcha,se effectively and elficiently by
consolidating volumes and engaging in aggressive negotiations), (2) buy better
(by optimization of services and increasing service), and (3) bring about betier
product use (through standardization of produets and specifications).*

At the most basic level, hospitals seek alliances with GPOs to carry out ex-
change functions associated with product sourcing, supplier negotiations, and the
contract development and management functions associated with procurement
and materials management.® The value analysis function, elaborated on in Chap-
ter Three, is one potential GPO benefit. Since GPOs are external to the hospital
or sysiem (see Appendix 4A), the services they provide must be considered a col-
laborative exchange model designed to achieve best price and other purchasing
goals. Goals beyond price may include bringing value to a larger community of
GPO members (for example, a cluster of nonprofit or church-related systems), as-
sisting a set of hospitals and systems committed to a given value (for example, pur-
chasing environmentally superior products), or improving the general well-being
of association or affiliates (for example, academic health centers).% In this sense, a
GPO should be assessed by the value it brings to a hospital or system and the var-
ious benefits and vulnerabilities that it represents. At the very least, GPOs must

deliver reduced transaction costs.” According to a recent repart by the Lewin
Group, GPOs:

* Save their institutions an average of 10.4 percent on supply costs, which in-

cludes savings on goods purchased through GPOs, patronage dividends from
GPOs, and labor costs avoided by using GPOs.

= Offer flexibility and commitment with contracts.

* Save the average system approximately $198,000 annually in avoidance of
direct costs of adding purchasing stall,
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whao hoped that the strengths of an affiliative relationship would lead to lower
costs, GPOs also provided advice and services on topics as diverse as facilities
development, process engineering, and nursing recruitment. They are continu-
ously redefining their mission as being substantially beyond contracting and pro-
viding the best product for the least eost. New oflerings include consulting-related
services such as revenue recovery, facilitating benchmarking, managing the value
analysis process, human resource management, and information management. A
review of the proceedings of the agenda for a national meeting of GPOs and their
members indicates that standardization, price, and cost reduction activities con-
tinue to be the primary “wanis” of GPO members, Systems are attempting 10 see
GPOs as their strategic partners that can provide information, communication
services, information on patient safery initiatives, and increased services pertain-
ing 1o system standardization." GPOs are also characterized by extensive in-
volvement in clinical review processes in the areas of “monitering and improving
‘breakthrough' and other novel technologies.”!* Such diversity suggests that GPOs
are becoming mixed-mission organizations.

Dutsourcing product selection of contracting has a long history in the United
States. The first GPO was created in New York in 1910. By the 19705, the US.
health care system had experienced extensive growth that resulied in over six thou-
sand hospitals scnring a nation with a g‘mwi,ng popu.[ation and highl}’ d'i5|1€'|'$l-"d
hospital system. Small and rural hospitals seemned o be especially vulnerable to
supplier pricing strategies in a marketplace characterized by inequities in knowl-
edge, money, and managerial skills, With hundreds of thousands of suppl\‘—lim&
items in muluplc product categories,'® GPOs were seen as an important al.ratcglﬂ
option 1o assist hospitals and hospital systems in achieving their purchasing goals."?

In 1986, GPOs were granted immunity (what is referred to as a “safe har-
bor”) from federal fraud and abuse rules and were allowed to collect limited fees
from suppliers and manufacturers. While this opportunity makes GPOs less re-
liant on hospitals for their revenues, many GPOs from their inception secured
funding in a variery of ways from their hospital and system purchasing partners
as well as from suppliers. Az a result, GPOs have continuously been enmeshed
in a complex and controversial set of business and strategic relationships regard-
ing their ability to act as the agent of their members. GPO positioning in the mar-
ketplace requires that they engage in CRM activities with the hospitals and sysems
customers. They must also engage in FPM activities with suppliers on which they
rely 1o provide products and services to their customers. (Appendix 4A provites
the opinion of the Office of the Inspector General regarding the scope of GPO
activities and their relationships to the organizations for which they act as agents)

Today GPOs find themselves working with hospitals in an environment that
no longer is characterized by a large number of independent hospitals scatered
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across the nation. Mergers and consolidations have created large hospital systems
that themselves bring purchasing power to the marketplace. Even so, these same
hospitals and hospital systems have largely failed to maximize the operational im-
provements and cost reductions they were designed to deliver. Many of the bar-
riers to alignment of incentives with physicians in order to achieve discipline in
purchasing elinical items (as detailed in Chapter Three) persist. The benefits
that many associated with increased size and affiliation have been slow to mate-
rialize due to differences sternming from a lack of sophistication in information
technology, variation across systems in and hospital medical stafl composition,
and cultural differences associated with system and individual hospitals, Perhaps
this partially explains why the vast majority of progressive hospitals and hospital
systems continue to see GPO alliances as one part of their strategy to improve
marketplace performance. GPO membership, [or the industry as a whaole, con-
tinues to grow, “countering the beliel of several years ago that large integrated
dtliu:rg networks were poised to abandon their GPOs and strike out on their
oW I‘“I

Deciding When and What to Outsource

Activities that are central to the operations of an organization should not be
outsourced, but it is often dilficult to develop a list of what should be outsourced
across different hospitals and hospital systems.'® Insourcing and outsourcing de-
cisions are among the most difficult decisions that an individual hospital or sys-
tem must make as it secks to become an “integrated value !.-ystcm."m In assessing
this cutsourcing strategy, hospitals and systems examine a number of issues:

* The investment the hospital or system needs to make to be its own purchas-
ing agent (either fully or partially)

* The extent to which the benefits of outsourcing allow for further specialization
and provide an opportunity for achieving cost and price objtcriws*'

* The extent to which insourcing or outsourcing increases fAexibility in terms of
the size of the organization and achieves an opportunity for managing through
contracts and contractual relatonships

* The extent to which insourcing and eutseurcing affect ransaction costs

Oliver E. Williamson, the eminent analyst of transaction costs, has pointed
out that “there is no one, all-purpose, superior form of organization. Transactions
vary in their attributes; governance structures vary in costs and competencies;
efficient alignment is where the predictive action resides.”*? Study 1 reveals there
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is a duplication of supply functions and transaction costs associaved with huspi:a?l
system and GPO purchasing. Hospitals and systems must clearly understand their
competencics and weaknesses and organize accordingly in order to bring trans-

action cost thinking into alignment with organizational strategy and 1o reduce
redundancies in a variety of costs23

Outsourcing and Core Competencies

Table 4.1 looks at GPO-hospital engagement on a matrix of invelvement. The
left column represents arganizations that have high reliance on GPOs for both
contracting and product selection. These organizations have chosen to reduce
transaction costs as much as possible and have confidence in their sysitem dealings,
The ﬁight column represents systemns where GPOs are key to reducing transaction
costs associated with the business of purchasing and contracting, but where their
GPO influences product selection in a minimal way. The lefi column is populated
by systems that use GPO prices and product identification as reference points
for product selection but frequently enter the market on their own to engage in
purchasing. Finally, the right column reflects systems that fail 1o engage their med-
ical stall or others in product selection and are likely to enter the marketplace
on their own,

Progressive systems generally fall within a zone of collaboration using GPOs
and their own supply chain resources. Frequently their individual elforts are car-
ried out with the knowledge and support of their GPO partners. This raises the
question of what purchasing functions should be outsourced by an erganization.
The extent to which that progressive systems appear to answer this question in
very dilferent ways gives credence 1o the point macde in the Inroduction that health
sector supply chain managers must take a contingency approach to their jobs,

TABLE 4.1. MODELS FOR HOSPITAL AND SYSTEM
ENGAGEMENT WITH GPOs.

High GPO Invelvement Low GPO Involvement
in Product Selection in Product Selection
High use of GPO GPO-dominated Strategic outsourcing of
contracts purchasing contracting
Low use of GPO Strategic manipulation of Purchasing dominated by
contracts purchasing integrated delivery

networks strategic
ocutsourcing of technology
assessment
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deciding how the organizational culture, structure, and other key organizational
factors affect strategy selection.

Reducing Outsourcing Risk Through GPOs

Hospitals are service agencics that provide care by employing finished materials
to achieve elinical geals. Since ne hospital or cutpatient practice is designed 1o
produce products from raw materials, it is conceivable for a hospital or hospital
system 1o decide to fully outsouree the purchasing, distribution, and warehousing
of its materials and even services without even taking ownership of the goods. *
But outsourcing is a difficult decision. Christine Hardand and Louise Knight at the
Centre [or Rescarch in Strategic Purchasing and Supply at the University of Bath
carried out an extensive literature review pointing “clearly 1o the lack of align-
ment between initial objectives and eventual outcomes of outsourcing decisions,
for the public sector and various industrial sectors, resulting from the failure 1o
monitor and act upon the cumulative impact of outsourcing decisions.”** Rig-
orous analysis of the consequences of outsourcing in the US, health sector has
not been forthcoming. Thus, managers [ace significant uncertainties as they con-
lront a wide variety of outsourcing opporiunities, including purchasing options.

As hospital systemns seek (o achieve cost reduction and improved performance
through standardization, they look to GPOs lor some of the needed competen-
cies associated with managing physician stakeholders. There are also a number of
such systems that have sought GPOs 1o assume responsibility for their contract-
ing and purchasing function with the hope that their committed purchasing, com-
pounded with the purchasing of other systems, will lead to even further price
reductions. The challenge for management is to understand the variery of’ mate-
rials outsourcing options. There are three principal questions regarding
outsourcing: 2

* What kinds of services should an organization purchase from outside suppliers?

* What eriteria should be used lor choosing activities to outsource?

* What contingencies make outsourcing desirable in one sitwation but not in
another?

The ASU/CHRM swudy did not identify leading systems that fully outsource
both the purchasing and distribution functions, Interviews were completed with
hospitals and hespital systerns that participate in an outsourcing medel that in-
volves purchasing virtually all of their goods through the GPO. Similarly, inter-
views were completed with hospital and hospital systems that outsourced the
distribution function to suppliers. However, only a minority of hospitals or systems
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FIGURE 4.1. THE ZOME OF STRATEGIC FIT.
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Source: Chopra, Sunil, and Meindl, Peter, Supply Chain Management (2nd ed.). © 2004. p. 38.
Reprinted by permission of Pearson Education, Inc., Upper Saddle River, M),

seem willing to take either option, believing that it is important for them to retain
a larger involvemnent in the management of the supply chain.

Progressive hospitals and systems assess GPOs by the extent to which they
serve their market and reduce risk as they react to the demand for needed prod-
ucts. While few hospitals or hospital systems articulate this process in a formal
manner, it is clear that progressive systems seek purchasing partners that posi-
tion them in a zone of strategic fit, As Figure 4.1 shows, the more uncertainty
involved in a process, the more responsive the GPO needs to be.2” The GPO's
ability to fit its business practices into this zone of strategic fit is an important [ac-
tor when making the decision to sutseurce purchasing activities.

Hespitals and hospital systems continually test the extent to which GPO pric-
ing is superior to their own pricing. This results in a wide range of buy-versus-make
options regarding sourcing and contracting functions. But how such decisions
arc made, cven AcToss progressive systemns, is far from uniform. In some systems, the
decision to eutsource purchasing on commodity goods, where price is the principal
QULCOIME MEASUre, ia.qui.ckl}- relinguished to GPOs. Such systems are comiortable
making the assumption that GPO pricing is sulficiently lew to aveid the ransaction
costs associated with their own scrutiny of the marketplace. Other systems have
identified items that are worth pursuing on their own or in a unique partnership
with the GPO. In such instances, the GPO may bring its expertise in technigues

such as reverse auctions 1o the system or negotiate on the system’s behall,
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With clinical preference items accounting for an inordinately large and in-
creasing percentage of a hospital's materials costs, the ability of hospitals 1o man-
age the acquisition of these products, with or without GPOs, is critical. GPOs
recognize that their ability to bring the hospital or system cost and price reduc-
tions and improved service on such items will differentiate the GPO in the mar-
ketplace. Evidence of this is the degree to which GPOs are touting their success
in working with their customers to achieve standardization on clinical prefer-
ence items and reduce costs. 28

Hospital-GPO Alliances

GPOs serve multiple hospital systems by bringing together many purchasers under
an umbrella that is designed to poal the demand power of the participants to favor
their purchasing goals. In this sense, GPOs are alliances between hospitals or sys-

tems and purchasing entities.?? GPO business models, however, are increasingly
hcl.cmg:‘:ncm.ts, including revenue generation from membership fees, revenues gen-

erated on the basis of achieved savings on purchased items, and even fee-for-service
revenues based on the use of specific GPO services or contracts. Some GPOs treat
all of their participants as equal pariners. Others have developed strategies to
attract or segment only those that hope to benefit [rom the features of a price

exchange based on their high level of committed volumes, Still others bring
together members of a community of hospitals such as a group of hospitals
associated with a religious group. University Health Consortium, for example, rec-
ognizes many of the unique characteristics of academic health centers as it brings
together teaching hospitals 1o engage the marketplace in purchasing. Newer GPOs
are much more ecleciic in their membership: they bring together academic health
centers, investor-owned systems, nonprofits, and large, integrated delivery systems
under one rool. Health Trust Purchasing Group is the GPO purchasing arm of
HCA, the largest investor-owned system in the United States, but it is also open
1o other members seeking GPO services.

Some GPOs have advanced new business models and service lines to dif-
ferentiate themselves from their competitors on the basis of strategy rather than
affinity. These models, and the observation of modest churn (members chang-
ing GPOs) in the GPO marketplace, are challenging GPOs, as discussed later
in the chapter, to carry out duc diligence and consider the value associated with
their organization. Increasingly such value is related 1o objective purchasing
goals rather than to the power associated with affiliation with other hospitals
and systems.

GPO members recognize that GPO-sponsored activities, such as process or
resource management and value analysis teams (VATS), provide added value
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{Chapier Three). Some analysis believe that GPOs have been overly focused on
new services rather than the achievement of better prices. Price differentials in the
marketplace are not so large as 1o be the driving criteria in GPO selection, Thus,
while GPOs auempt to distinguish themselves through a range of new service 'U‘{‘
ferings, they must be mindful that they are participating in a markerplace that is
the domain of a much wider set of consulting organizations. Since these businesses
have many years of experience in providing services that the GPOs are moving
to offer, it is not elear that such lines of service will emerge as major GPO
COMPCLETICICS,

As hospitals and hospital systems consider GPO affiliation, they must be mind-
ful that GPOs have become businesses that exist 1o achieve their own financial
goals as well as 10 support the goals of their members. This succession off goals
may not benefit alliance panicipants. As hospitals and systems scrutinize poten-

tial GPO alliance partners, it is important that they find ones that maich up o
their own needs, goals, and cultures.

Assessing the GPO

The hospital-GPO relationship s a special and changing kind of organization. The
GPO serves as a hospital or hospital system “agent” to the host of suppliers that
provide goods and services. ™ However, the GPO also has its own goals and
ohjectives that may not necessarily be aligned with those of its members. Unless
the GPO provides improved focus as a result of value gained, GPO participation
will be limited. How do progressive hospitals and hospital systems assess strategic
GFO alliances? These agents must be evaluated by the extent to which they con-
tribute o the hospital or system’s risk-reduction strategy to transcend a narrow
price-per-product focus. Evaluation criteria include the capability by the GPO
to (1) improve enterprisewide spending, (2) improve market information, (3) build
a deeper understanding about supplier capabilities, and (4) help the hospital or
syslem 1o improve overall supply management capabilitg®! The ASU/CHMR
study suggests that GPO-hospital allianee development conforms fairly closely to
other supply chain alliance processes in other industries:

= Alliance conceprualization, Alliance conceptualization begins when a hospi-
tal becomes interested in a purchasing partner or changing a purchasing part-

ner and engages in internal discussion and review and assessment of alliance

performance for similar hospitals and systems.

Alliance pursuance. This begins when the hospital or system decides to form

an alliance or scek a new alliance and establishes a set of criteria associaved

with selection of a GPO or other type of purchasing partner,
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* Alliance selection. Alliance partners are reviewed, and one or more potential
partners may be asked to provide proposals that include clarification of alliance
membership criteria, business plan specification, and expected alliance bene-
fits, including price savings expectations.

Alliance implementation and continuity. Strategies are devised to monitor
the allianee relationship with feedback mechanisms to continually administer
and assess performance to determine if the alliance will be sustained, modified,
or terminated. %2

Within this context, successful alliance partners appear to use a feedback
mechanism to assess alliance effectiveness and consider sustaining, rencgotiat-
ing, or abandoning the ongoing alliance.®? Such assessment must be carried out
with an understanding ol how GPOs bring value to the system.

Purchasing Competencies and Progressive GPO Practices

P'rogrv.‘.ssiv: systems enter into GPO relationships with the understanding that
the decision to cutsource aspects of sourcing and contracting necessitates exten-
sive purchasing partner management. Long-term relationships are dependent on
the ability of the GPO to meet the hospital or hospital system’s expectation for
savings and service, as well as expectations that the relationship will be carried out
in a trusting manner. This is especially important as GPOs seck to gain a com-
petitive advantage in a business environment.

Achieving Competitive Advantage

Achieving a competitive advantage requires developing a trusting relationship with
partners.* Trust can be defined as “the willingness to be vulnerable to the actions
of another party bascd on the expectation that the other will perform a particu-
lar action important to the trustor, irrespective of the ability to monitor or con-
trol that other party.3 For the hospital or system to transfer purchasing power to
the GPO, there must be the beliel that the risks of vulnerability are minimal.
For such a transfer of confidence to be effective, trust must exist not only between
the individuals within the group but also in the integrity of the organizations in-
volved.*® Handfield and Nichols have identified five ways to gain trust: reliabil-
ity, competence, goodwill, vulnerability, and lnr'_.'alt].r.s-"

Reliability is defined simply as the ability of a company to “fellew through on
[their] commitments and act predictably.*® Most are aware that actions speak louder
than words. Il a hospital or hospital system has had good business relationships
with a GPO, then it will be more inclined to stay with that GPO. But if the GPO is
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unable 1o deliver on promised claims, custemers will find it unreliable. In many cases,
reliabilivy corresponds o integrity: “the extent to which a person repeatedly acts
according 1o a moral code or standard.® Integrity leads to reliability, which then
advances toward the trust necessary for a supplier-consumer relationship.

Competence is established as the system increasingly understands that it
can allow the GPO 1o act as its agent without continually reviewing GPO be-
haviors, Competencies are requently shared by a hospital or system and a GPO.
In such instances, as wrust develops and there is reduced [ear of incurring risks as-
sociated with purchasing, it seems important that the hospital or system relinguish
some of these shared competencies 1o the GPO, if for no other reason than the
opportunity 1o reduce ransaction costs.

Goodwill or affect-based wust is established through emotions of benevolence
(Is the supplicr working for the good of its consumer?) and openness (How com-
fortable does each party feel sharing information with the other?). " These two
charactenstics’are important in that they express how a customer fecls that the ac-
tions of the GPO are in its behalfl This is one of the greatest areas that GPOs
need to work on, as there are allegations that GPOs lack transparency (in disiri-
bution rebates and other benefits) and are not working for the good of their cus-
tomers.*! Therefore, it is extremely important for GPOs to show that their actions
are in the best interest of their consumers and are truly providing value.

Group Purchasing and Progressive Hospitals

For many hospitals, materials management, while not defined as a core comjpe-
tency, is retained as a system function and is assoeiated with the system’s success. '
In conrast, Swedish Medical Center in Seattle, which does not belong o a GPO,
has structured its purchasing function into the organization as a core competency.
Swedish Medical Center is a unique organization in its dominant position in the
Seattle marketplace. It recognizes that suppliers want to have their products
used in the community and that their size, positioning, and reputation can lead 10
favorable prices. Other organizations believe that their endorsement of a product
carries a great deal of prestige that tips the balance of power between supplier
and purchaser toward the purchaser.

One of the consequences of outsourcing supply functions is the recognition
that ene no longer has core competencies. This can lead hospitals and systems
to feel vulnerable 1o risks associated with having entered into an agency relation-
ship with a GPO. But when trust is present, such vulnerability gives ways to the
positive feelings associated with having developed alliances.

Lovalty is a reflection of successful trusting relationships. Increasingly, with
new GPO business models entering the marketplace, hospitals and systems have
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engaged in due diligence to assess their engoing supply partner relationships. Such
due diligence must be seen as an important business competency rather than a
sign of potential disloyalry:. It allows hospitals and systems to build depth in their
trusting relationships, Having made decisions, acts of disloyalty include not keep-
ing one's commitments to a purchasing partner or a GPQ purcha,sing pariner o
a hospital or system. Such feelings of distrust will add 1o a system’s belief thart it
is vulnerable in the marketplace and can lead to increased scanning of the mar-
ketplace by hospitals and systems for new purchasing partners. GPOs with many
different kinds of members may act in ways that faver one of their member cai-
egories (such as large organizations) over some other catcgory of membership.
Such behaviors may be seen as acts of “disloyalty™ by the less favered category of
members, It takes a trusiing relationship te understand that the GPO may not be
able to act in ways to favor all members all of the time. It is important that GPOs
progressively are more likely to develop strategies to partition members in their
best interests (for example, assisting them to individually earry out a reverse aue-
tion on an item where there is already a GPO contract for all members). Finally,
GPOs increasingly recognize that transparency in their behavior with hospitals
and systems is key to success,

A CEOQ's beliel about GPO value and his or her overall goals for the supply
function is a principal determinant of GPO use, Organizations range from those
where CEOs are committed to high levels of GPO contract purchasing o CEOs
whe believe that GPO pricing is considered the ceilings from which negotiation
outside the GPO should begin. These CEOs were willing o experience much
higher cosis in the purchasing process than those who were willing to take GPO
pricing as acceptable. CEOs frequently identify GPO added-value services as hav-
ing great importance. Perhaps Nollet and Beaulieu are correct in their contention
that *value-added benefits protect GPOs from a threatening environment.™** Para-
doxically, few purchasing managers even accurately identilfy such services.

ASU/CHMR rescarch identified cight characteristics of progressive hospital
system/ GPO practices:

1. Leaderchip dhat &5 willing to manage with the GPO. Progressive systems are char-
acterized by leadership that sees GPO membership as a strategic option and is
committed to “manage with” the GPO. This is especially important for systems
that allow the GPO to assume a wide range of the purchasing platform for the
systemn. It is critical to monitor the extent to which GPO actions bring value 1o a
wide range of stakeholders, including clinicians, finance officers, and materials
managers.

D, Selectivity based on knorwdedge about the culture of the hospital or spstem. As sugpested
in Exhibit 4.1, progressive systems recognize that all GPOs are not alike and all
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EXHIBIT 4.1. PROGRESSIVE PRACTICES.

Progressive systemns participate an GPO value analysis councils and committees
and strive for leadership roles in these arenas.
* Systemns are increasingly strategic in their cheice of a GPO.

Progressive systems seek GPOs that will provide opportunities for bringing y
together the commitments they can bring to the table and at the same time will
accommodate the systemn itself as it engages in aggressive marketplace behavior.
Progressive arganizations recognize the value of data, information, and
knowiedge management.

Progressive systems report regularly assessing their relationship with their GPO,
considering new entrants into the GPO market, and reassessing their
expectations for the GPO,

* Progressive systems are data driven,

will not be a good fit for their system’s culture. They are able to communicate what
is important about their culture to the GPO. A hospital system that has a culiure
designed 1o allow each of its operating unit leaders to determine a separate
materials policy will find success with a GPO that provides Aexibility by differen-
tiating prices for different levels of product commitment or system wide pricing.

3. Recognition of the value of frausfer of Iransaction costs lo the GPO. Progressive
systems reduce the size of their purchasing departments as a result of GPO mem-
bership and understand what functions they would have 1o carry out if the GPO
were not there. These hospital systems can account for the costs that would be
accrued to the organization if specific kinds of purchases were internal. Progres-
sive organizations understand the level of outsourcing they can best manage.

4. Identification of competitive edge pained by GPO participation. Supply chain ana-
lysts have pointed out that although competitive benchmarking is an easy concept
to comprehend, “it is difficult to achieve effectively as few direct competitors are
willing to reveal the secrets of their success to other competitors.”"** Through
GPOs, hospitals can obtain information by which to benchmark their own prac-
tices. While supply chain leaders in progressive hospitals and hospital systems par-
ticipating in the ASU/CHMR study report that they independently follow the
market closely to assess prices, they frequently contend that this is a practice that
is restricted to higher-risk products characterized by complex markets. They rec-
ognize the value 10 be gained by swrategically managing products that have the
potential to make a substantial difference in the organization’s performance as
well as the value o be gained by confidence in their purchasing partner’s ability.

Progressive hospitals and systems seek GPOs that can aceommodate their
level of committed purchasing, They also recognize that GPO competencies in
sourcing, negotiating and contracting can be of value to them in their efforts to
engage the market beyond the GPO contract. This is reflected in their offering a
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new range of member serviees, such as earrying out reverse auctions for individ-
ual systems** and thus reducing a member's transaction costs and perhaps achiew-
ing a lower price for a small group of member hospitals,

5. Recogurtion that hospital systems should wol fully outsource valve analysis and sirategic
detision making Health care delivery systems are characterized by a wide range of
physician-organization relationships, serve dilferent populations, and experience
different levels of risk in attempting standardization. Progressive hospitals and sys-
tems communicate o the GPO the ways in which the GPO can contribute to the
alignment of organization-physician incentives and goals. Hospital and hospital
systems that cannot stipulate the requirements that their physicians seek in
products cannot expect GPO value analysis activity to bring satisfaction to the
medical sualll

6. Relattonship assesonent and management. Progressive hospitals and systems reg-
ularly assess their relationship with their GPO, consider new entrants into the GPO
market, and reassess their expectations for the GPO. These organizations recog-
nize that the best GPOs work to meet client demands for services and provide cus-
tom financial relationships with elients around demands for specific products, price,
and savings targets. They also recopnize the costs associated with exiting one GPO
relationship and entering a new relationship. These costs lead progressive systems
o work Lo sustain productive relationships and build trust with their GPO.

7. Understanding that supplier relationship managenent i5 ertttcal to suecess in working
with GPOs. Suppliers target their marketing to a full range of parties involved in
decision making, including hospitals, systems, clinicians, and GPOs. The services
that suppliers offer, especially for clinical preference items, include education,
rescarch, and assistance with product use at the point of service (including the
operating room), While suppliers introduce new and expensive products directly
into the practice and operating sctting, progressive organizations (as discussed in
Chapter Three) have developed policies wo limit the introduction of unapproved
products. These organizations work closely with both their physicians and GPO
representatives, who also have relationships with suppliers, to clearly articulate
their policies.

8, Knowing suecess wlen you see il Progressive systems are data driven, They have
developed a set of metrics that allow them to monitor the cost of supplies and un-
derstand the extent to which their success relates to meeting the conditions set out
between the hospital system and the GPO. These systems also know that man-
aging within the individual hospital and the hospital system is critical to success
in their overall purchasing and GPO involvement.

Hospital executives are increasingly engaging in strategic thinking as they
consider their organization's engagement with a GPO (Case 4.1). Systems are
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taking what they see as strategic value from their GPOs and making decisions as

te when and how to engage in their own contracting, value analysis, and strategic
sourcing,

Case 4.1 Strategy at Trinity Health and Consorta

Trinity Strategy

Trinity Health is a member of Consorta. When deciding whether to participate in a
Consorta contract, Trinity Health enlists the aid of stakeholders and clinicians to check
a list of eight to 10 strategic criteria. It may go its own way for a number of reasors,
including moving market share, compliance, contract length, firm pricing or discounts.
On the other hand, “If we feel we'd be leaving money on the table without the GPO,
but [find that] its portfolio doesn’t meet our needs, we'd do a custom contract using
our Consorta model,” Lou Fierens, then vice president of supply chain at Trinity, stated:
“If we have reasons to contract totally outside the GPO relationship, we do that.”

Mow in its second year, the contracting program has yielded "double-digit mil-
liens” of dollars of savings and administrative fees for Trinity Health. The IDMN is on track
to achieve its five-year goal of $110 million in savings.

Two other Consorta shareholders have followed Trinity Health on this path. And
others are doing similar things outside of a compliant GPO relationship. Fierens” advice
for them is simple: “It's absolutely key to have top leadership support, and to truly

understand that it will be a three- to five-year precess te build the infrastructure and
change the culture.”

Consorta Strategy

Consorta president John Strong explains that the customized contracting program
isn't for everyone, "You have to be a certain size and have a certain amount of con-
tract volume to make this profitable,” says Strong. *I think all three shareholders would
like to do custom contracts in areas of high clinical preference where it's been histor-
ically ditficult for a GPO to do that and extend real meaningful value back to the mem-
bers. And they would like to do it in cases where they believe they can be mare
committed to one er two suppliers themselves than the rest of the group collectively
is willing to be. In those cases they feel they can get a better cost advantage by daing
a separate contracl,” Strong goes on to argue that customized contracting is really
“customized complexity.”

“I think the reason you don't see a lot of people doing it right now is because it
requires a faidy significant amount of sophisticated management tools,” he says. For
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example, Trinity’s electronic catalog may include all of the Consorta contract partfalio
a5 well as its own custom portfolio, but the rest of Consorta shouldn't have access to
the custom infermation. The same holds true for Ascension and CHI.

Managing customized contracting portfelios concurrent with the general con-
tracting program takes a lot of behind-the-scenes management coordination, too, says
Strong. “We need to know whether someone’s going to opt in or opt out of a con-
tract before we go to market as Consorta the GPO," he says. “We don’t want to tell
a supplier that everybody’s in if somebody’s planning on doing a custom contract
on their own, All three shareholders have been particularly mindiul of the impact on
the other shareholders if they opted out of a certain contract. | think there's a con-
siderable amount of genuine interest in daing the right thing to ensure that the group
ism’t harmed for the interest of a single shareholder.”

Lowrces: “Trinity Strategy™: Richter, 5.M.R. “Trinily Health's Hybeid Contracting Model.™ First Maowves, 17,
July-Aug. 2003, at hip/fvasnw.medicaldistribution.com/rep/fep_2003_August/Rep_ 8202003112 266 him.
“Coniona Strategy”: Barlow, R, “Consorta: Straight Shooter.® FirstMoves, hitp:/flirstmoves. comiview_
rsgaziee. aspTids 236,

The Future of GPOs

GPOs face many challenges in the health care arena of the early twenty-first cen-
tury. New technologics applicd to purchasing challenge GPOs' ransaction-locused
services. The increased ability to purchase through various Internet Web sites
reduces many of the transaction costs that hospitals eould not auack on their own,
While there is research to demonstrate that the total cost of purchasing and owne
ership is important in understanding the value brought wo the delivery system
by GPOs, " many purchasing managers, as well as policymakers and critics of’ the
GPO, continue to evaluate GPO suceess on the basis of purchase cost only

The political environment continues to dispute how GPOs have leveraged
their power in the marketplace. Since 2002, there has been an aggressive attack
on the sale harbor legislation and inereased scrutiny of ethical issues surrounding
GPOs. A number of small manufacturers continue to argue that “anticompetitive
practices in the hospital supply market by the nation's largest group purchasing
organizations threaten the quality of patient care by stifling medical innovation.™¥
As a result of inguiries conducted by the Senate, the Federal Trade Commis-
sion, and the Justice Department, GPO strategies to secure hospital and hospital
systemn business, such as sole-source contracting and bundling of materials, have
been reconsidercd. Vet even il the use of such purchasing strategics is diminished,
such sirategics, including sole-source contracts, guaranteeing cormmitment, and
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secking various rebates, are duplicated by hospitals and systems as they seek, on
their own, advantage in the purchasing marketplace,

Few believe that hospital-GPO collaboration in purchasing should {or could)
be abandoned. Health care is an industry where an extraordinary range of skills
is needed o engage in sophisticated product selection. Also, a wide scope of sup-
ply management talent is needed to source and contract for goods and services.
Suppliers recognize that GPOs streamline the number of transactions that they
have with hospitals and systems across the nation.

How strong is the case for hospitals 1o engage the market through GPO oul-
sourcing? The jury is still out on the extent to which GPOs are successful in of
setting the negotiating power of suppliers, especially with physician preference
items. In other industries, target pricing allows end uscrs, working clasely with sup-
pliers, 1o achieve product costs that contribute 1o the profitability of their manu-
factured goods and services and “continuous cost reductions throughou the
product life cycle."*® Such an accomplishment requires extensive shaving ol in-
formation, collaboration, and high levels of trust. The health environment is char-
acterized by high levels of investment and risk associated with new product
development that make it difficult to assess a price based on costs associated
with manufacturing, including labor, materials, administrative, selling, and other
related expenses ¥

A Government Accountability Office (GAD) study found that price savings
1o hospitals and systems difler by the size of the hospital, with large hospitals (more
than five hundred beds) ofien obiaining lower prices than the GPO contract price.
In contrast, medium and smaller hospitals were more likely to realize savings
through GPO contracts.®® It is interesting that in one metropolitan U.S. market,
the GAO found that GPO contracts resulted in considerably better prices—up 1o
26 percent better than hospitals not using GPO conracts for some madels of a
pacemaker. However, this savings was not consistent for all pacemaker models. For
other models of pacemakers, GPO contract prices were higher—on one occasion,
39 percent higher. Overall, the GAO study found that the median GPO-negotiated
price was higher than the median price hospitals paid without the GPO con-
tract for all six safety needle models examined and over 60 percent of the forty-
one pacemaker models that were in the study.!

In many ways, the GAO findings can be seen as a sign of a diverse and com-
peutve marketplace where hospitals and systems have multiple purchasing options.
Purchasing managers for large hospitals and systems often report they find it
advantageous 1o use the GPO quoted prices as the ceiling from which they can
enter into negotiations with other GPOs and suppliers. Another reason often cited

by hospitals for not using purchasing groups is that the availability of shorter
contracts allows them to take advantage of falling prices,
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GPO and horspital and hospital systern interests are not always [‘u||}.- aligned.
GPOs attempt to buffer themselves from their members’ engaging in non-GPO
purchasing by encouraging members to make commitments to purchase
through the GPO contract, Both GPOs and hospitals seem to recognize that in
the health care industry, sole-source contracts may reduce leverage and agilivy
in the marketplace for products. However, savings must be understood in a con-
text that takes inte aceount nonprice factors associated with transaction and
administrative costs (as discussed in Chapter Two). By purchasing through
the GPO, the hospital will save money by not having to employ the necessary
support stall to test, research, negotiate, and purchase items on their own,??
The GAO study found a disparity in the GPO saving of the two products they
studied, pacemakers and salety needles. To consistently find the best price,
the hospital would have 1o employ personnel to compare prices of every
maodel available. As new models emerged, hospital system employees would
have to assess the value of the new maodels, the costs of converting to new
maodels, and any changed clinical sutcomes. For most organizations, the
increased overhead might not justify the savings that could be ebtained by
buying through the GPO contract.

While there has been no systematic study of GPO financing and manulac-
turer rebates, GPO profits remain a controversial topic. Any decision in deter-
mining the economic advantages of buying through a GPO contract must also
take into account the profits rewurned to its members by the GPO, Reported rev-
enue sharing ranged from 20 to 70 percent for a number of large GPOs. At least
one GPO returns all rebates directly to its hospitals, incorporating these funds into
a model of accountability for the individual units,

The GAQ study of purchasing prices through GPOs has also been criti-
cized for its methodology and focus on a relatively small number of items.
A study supported by HIGPA reports substantial savings as a result of group
purchasing.®® The study found that implementing additional restrictions on
the GPO business model would result in an increase in expenditures in both
private and public health-care-financed programs. For every one percentage
point decline in the rate of GPO-generated savings, HIGPA made these
estimates:

« Medicare—Expenditures would increase by an additional $540 million to 8641
million.

*  Medicaid—Expenditures would increase by an additional $395 million o $468
million.

* Department of Veterans AlTairs—Health care expenditures would inerease by
an additional 361 million 1o $73 million.
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* Department of Defense—Health care expenditures would increase by an
additional $36 10 573 million,

* Workers' compensation—Health care expenditures would increase by an
additional $32 million wo $39 million.

Given research methodologies and in some instances the affiliations and
sponsors of studies, it is difficult to assess the accuracy and levels of bias in
existing research on costs associated with GPO purchasing HIGPA contends that
providers and payers, and ultimately consumers, will pay more for products and
services purchased through GPOs iff their ability 1o negotiate on behalf of their
providers is curtailed by additional restrictions on the GPO contracting processes.
This general contention is supported by observation of the outcomes of negoti-
atons by both GPOs and hospital systems,

Codes of Conduct for Ethical Purchasing

Scrutiny of codes of professional responsibility across a variety of industrics reveals
a series of issues that address various professions in regard to their clients and the
behavier of individuals within the organizations in which they work.H A report
from the Human Rights Research and Education Centre by Mendes and Clark
identifies five generations of corporate codes of conduct.® Ethical business con-
duct is one of the leading issues transeribed in the code of ethics due 1o the over-
whelming public interest and how “ethical business practices help protect
the company’s reputation and ensure fair competition.”* Codes of conduct appear
to go through five “generations™: (1) conflict of interest, (2) business/commercial
conduct, (3) employee and third-party concerns, (4) community and environmen-
tal concerns, and (5) accountability and social justice. > Topics to be considered

in regard to health seetor materials purchasing include (but should not be limited
1o} stalements ensuring:

* Accountability and responsibility, Purchasing agents must see their role as
providing the best product, at the best price, in a timely fashion. Depending on
the reimbursement models by which the organization secures revenues, the out-
come of purchasing can reduce risk from losses from various high-cost materials
over the course of a hospitalization, Overall, effective purchasing can mean the
difference between organizational solvency and insolvency:

* Advocacy role on behalll of elients. Purchasing agents serve multiple clients:
the system, the patient, and the clinician. They must recognize when the interests
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of cach of these strategic constituents take precedence and ensure that each
client's necds are served. This is a delicate balance that requires honesty, trust, and
candor

* Antitrust or trade regulation compliance. When organizations dominate a
market, their purchasing behavior may exclude new entrants. Purchasing agents
should be mindful of how their contracting behavier affects local and national
markets.

* Commission, rebate, fee splitting, gilts, favors, or financial incentives com-
pliance. Purchasing partners should establish and enforce clear policies regarding
commissions, rebates, fee splining, and financial incentives in all purchasing agree-
ments. Policies should extend 1o undisclosed and contingent fees and unreason-
able benefits to any employees.

* Misconduct reporting (whistle-blowing). Policies should encourage em-
ployees to report instances of misconduct or other violations of the law or ethical
principles without fear of job loss or other penalties.

The GPO industry, in response w the several criticisms discussed earlier in
the chapter, has used HIGPA to crafi and put inte place an industrywide code of
conduct that is attentive to the issues discussed above. In addition, many GPOs
have developed their own codes of conduet that inelude the GPO industry eriteria,
The code of conduct requires that all GPOs implement internal policies to correct
questionable business practices to create “peer pressure with other suppliers in the
[system], essentially ereating a ‘shame factor’ for low-performing suppliers.”8
Because hospital systems themselves engage in purchasing for several members
that might be conceptualized as constituting a group, it is impertant for hospital
systems, like their GPO counterparts, to create strategies designed to ensure ethical
business practice.

The development of the GPO code of conduct is an importamt frst step
in articulating expected behaviors aleng the health care supply chain. Given the
diversity o partners in the supply chain and the tendency of employees 1o not
truly understand ethical issues, it is important that the code is developed in
collaboration with vendors and other supply chain partners. The code provides
atiention not enly to conflict of interest and disclosure issues but to the
processes related 1o health system improvement, including safety, cost reduction,
and diversity

To moenitor compliance to the code of conduct, hospitals and systems, as have
their GPO counterparts, should appoint an ethics compliance officer. In addition,
the director of purchasing should declare in his or her annual report that the pur-
chasing function is complying with the principles of the code.
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Summary and Conclusion

Hospital systems occupy a eritical position in the health sector as they collaborate
with their clinical s1afl’ in the selection of materials. Both patients and stafl expect
that the process will produce safe producis that contribute to excellent outcomes.
In an environment characterized by technological change and a large number of
competing products, sourcing and choice are difficult. To the extent that clinician
ugers of the products vary in their preferences and have established relationships
with vendors, the selection process is even more complicated. Finally, there are an
enormous number of transactions involved in bringing the full range of necessary
products wo the system. Owisourcing some aspects of this process is necessary lor
organizations that see their core competency as the delivery of patient care, Even
the one system that had no GPO made the decision to engage in group purchas-
ing for pharmaceuticals. This was an area in which the system did not feel it had
the full range of competencies or need to engage the markeiplace direcily.

Purchasing activity ¢an be linked to broader systemwide goals, such as im-
proving safety and outcomes, to move purchasing beyond “being ‘just’ about con-
wacting and distributing™*® At the October 2004 meetings of the HIGPA, a pane]
of leading GPO executives reported on emerging GPO business activities that in-
cluded a focus on environmentally friendly products as well as products charac-
terized by their ability to erate a sale working and patient care environment.

Effective management of a hespital or hospital system purchasing clearly
requires pariners, such as GPOs, that can help to reduce the number and cost of
transactions. The cthical issues raised regarding GPO purchasing extend to hos-
pital and hospital system purchasing behavior. GPOs are driven by the goals of
their members and clients. Hospital management has the responsibility to ensure
that their purchasing practices meet the eriteria of good ethical practices. The
professional groups pertaining to materials management can be helplul in raising
issues regarding ethical behavier. Hospital and hospital system purchasing ethics
need 1o be part of the broader mission of the organization.

The choice of materials is increasingly being recognized as critical to clinical
success, Products require careful evaluation and assessment within the broad con-
text of safety, outcomes, and organizational performance, There is a growing
recognition of the value that purchasing brings to the erganization and recogni-
tion, throughout the system, that materials matter. At the same time, systems seem
content 1o position materials at a notch below the executive suite. Unless aspects
of materials management are recognized as a point ol strategic intersection far
information pertaining 1o the cost of materials and their effect on the broader per-

farmance of the hospital, it is unlikely that materials will migrate into positions of
broader responsibiliuy,



Group Purchaging Crganizations 123

Appendix 4A: Legal Analysis Regarding GPOs

The anti-kickback statute makes it a criminal offense knowingly and willfully wo
offer, pay, solicit, or receive any remuneration to induce the referral of business
covered by a Federal health care program. Specifically, the stawte provides tha

Wheever knowingly and willfully offers or pays [or solicits or receives] any re-
muneration (including any kickback, bribe, or rebate) dircetly or indircetly, overtly
or covertly, in cash or in kind to any persen o induce such person—to refer an in-
dividual 1o a person for the furnishing or arranging for the furnishing of any item
or serviee [or which payment may be made in whole or in part under a Federal
health care program, or (o purchase, lease, order, or arrange for or recommend
purchasing, leasing, or ordering any good, facility, serviee, or item for which pay-
ment may be made in whole or in part under a Federal health care program, shall
be guilty of a felony

Section 1 128B(b) of the Act. In ether words, the statute prohibits payments
made purposefully to induce referrals of business payable by a Federal health care
program. The statute aseribes liability to both sides of an impermissible “kick-
back™ transaction. The statute has been interpreted to cover any arrangement
where ane purpose of the remuneration was 1o abtain money for the referral of
services or to induce further referrals. United States . Kafy, 871 E2d 105 (9th Cir.
1989); Uniled States v. Greber, 760 F.2d 68 (3d Cir.), cert. denied, 474 U.S. 988 (1985).
“Remuneration” for purposes ol the anti-kickback stamte includes the wansfer of
anything of value, in cash or in kind, directly or indirectly, covertly or overty.
Violation of the staiute constitutes a [elony punishable by a maximum fine of
525,000, imprisonment up wo five years or both. Conviction will also lead to au-
tomatic exclusion from Federal health care programs, including Medicare and
Medicaid. This Office may also initiate administrative proceedings to exclude per-
sons [rom the Federal aned State health care programs or to impose civil monetary
penalties for fraud, kickbacks, and other prohibited activities under sections
1128(b)(7) and 1128A(a)(7) of the Act.

A number of statutory and regulatory “safe harbors” protect certain
arrangements that might otherwise technically violate the anti-kickback statute
from prosccution. See scction 1 128B(b)(3) of the Act; 42 C.ER. § 1001.952, Safe
harbor protection is alforded only to those arrangements that precisely meet
all of the conditions set forth in the safe harbor. The relevant safe harbor
here is the group purchasing organizations ("GPO") sale harbor. See 42 C.R.E
§ 1001.952().

Sowreez OlTce of the Inspector General, Advisory Opinion 98-11, Seprember 14, 1998,
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The GPO safe harbor provides protection for payments by a vendor of goods
or services to a GPO (the “GPO fee™). For purposes of this safe harbor, a GPO
iz defined as an entity authorized 1o act as a purchasing agent for a group of in-
dividuals or entities who (i) are furnishing services for which payment may be made
in whole or in part under Medicare or a State health care program and (i) are nei-
ther wholly owned by the GPO nor subsidiaries of a parent corporation that
wholly owns the GPO (either directly or through another wholly-owned entity).
The GPO fee must be paid as part of an agreement 1o furnish goods or services
te the group of individuals or entities for which the GPO is the autherized agent,

The GPO must have a written agreement with each individual or entity that
will purchase items or services from the vendor The agreement must accurately
refiect the amount of the GPO fee by satisfying one of the following two condi-
tions. First, the agreement may state that the GPO fee will be three percent or less
of the purchase price of the goods or services sold by the vendor to the individ-
ual or entity. Second, if the GPO fee is greater than three pereent, the agreement
must state the specific amount of the fee, expressed cither as a fixed sum or as a
fixed percentage of the value of the purchases made from the vendor by the mem-
bers of the group under the contract between the vendor and the GPOL I the
amount of the GPO fee is not known at the time the agreement is signed,
the agreement must state the maximum amount to be paid to the GPO by the
vendor. In addition, where the entity that receives the goods or services [rom
the vendor is a health eare provider of services, the GPO must disclose in writing
to the entity at least annually, and to the Secretary upon request, the amount
received from each vendor with respect Lo purchases made by or on behalf of the
entity. See 42 C.ER. §1001.952(j).
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CHAPTER FIVE

INVENTORY AND DISTRIBUTION
PROCESS

The Search for Strategy

Fﬂm a systemwide perspective, “supply chain management is a set of
approaches used to efficiently integrate suppliers, manufacturers, warehouses,
and stores so that merchandise is produced and distributed at the right quanti-
ties, 1o the right locations, and the right time in order to minimize systemwide costs
while satislying service-level requirements.”! Such an orientation has been very
dilficult in an industry where health care has not traditionally viewed distribution
and inventory as an expense for which value is clearly defined or as part of their
strategic investments. Nevertheless, it is an investment due to the extent of assets
involved. Recent studies have shown that tremendous cost savings and potential
revenue can be generated with strategic management of distribution and inven-
tory. Wal-Mart and Dell Computers have become industry leaders because of their
distribution and inventory processes. This is not wo say that a hospital or system
will make these processes their core competencies. However, it is a strong argu-
ment that distribution and inventory can become a strategic force.

Al the time the fieldwork for this book was initiated in 2000, rescarch on
the hospital sector projected that a hospital could reduce its total expenses by
about 2 percent through better inventory and distribution processes of finished
medical materials.? While some very large suppliers and manufacturers, such as
Johnsen and Johnson, manufacture many differemt products, many suppliers man-
ulacture only one or two unique items. As Burns and DeGraall’ have pointed out,
*There are 12,000 medical device manulacturers. hMost of these manufacturers
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at lower prices. At the same time, each hespital requires materials on a daily basis,
with demand being driven by patients, clinicians, and the vanety of system sourc-
ing strategies. This means that atiention to inventory and distribution should
be present at the micro (point of use such as a hospital nursing service or surgi-
cal suite), meso (hospital or other operating unit), and macro (system) levels of
analysis,

Supply chain researchers point out that “volatility of demand and inventories
in the supply chain tend to be amplified as one looks farther "upstream’—that is,
away from the end user.”? Hospitals and hospital systems are characterizee by a
high level of uneertainty for many kinds of products and relative consistency in
demand lor others. This bimodal feature of product demand in the sector makes
managing the internal supply chain difficult for hospitals, Products and processes
in health care that are characterized by increased rate of change, predicting
demand further up the supply chain, is even more dilficult. For example, when
drug-eluting stents were introduced 1o the market, there was still uncertainty about
their intended use by surgeons. This made it difficult for suppliers o forecast
demand. Anticipation of demand is made even more dilficult as surgeons develop
new, ofHlabel applications for products. When these stents first came onto the mar-
ket, some hospitals reported difficulty in securing any quantity of the product,
while competing hespitals, some of which had long-standing relationships with
the manufacturer, enjoyed case of access.

The velatility of demand for supplies is described as the “bull-whip effect” or,
more recently, as “volatility amplification.”® This phenomenon leads suppliers
to usc distributors to buller (by holding inventory) them against the demands an
the hospital or other end use level, AL the same time, clinical end wsers, faced with
process-related increases in the processes surrounding their work (or what Fine
describes as clockspeed amplification),? rely on distributors 1o develop commu-
nication systems that provide aceurate product demand information te suppli-
ers. This collaboration is critical to ensure a smooth working environment through
elfective inventory management. Such distributors may be distinet organizations
{for example, Cardinal and Owens and Minor) or the supplier's own distributor
organization eflorts.

The Role of the Distributor Organization

Ower twenty thousand suppliers, spread out across the world, manufaciure healih
care materials.'? It is noteworthy that purchasers, distributors, and hospitals exist
in an environment where there are multiple suppliers for similar items {especially
commadities), Distributors assume a stabilizing role by linking hospitals 1o the
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many suppliers.!! For hospitals and systems, 80 percent of materials flow through
distributors. Service olferings can be judged by the range of produets offered
and the satisfaction associated with moving producis to the hospital or system
(including frequency of delivery, repackaging of goods, and provision of
information technology te track use and demand). Just as GPOs manage rela-
tionships bewween purchasers and manulacturers for product selection, price
negotiation, and contracting, the purpese of distributor organizations is generally
to manage the inventory issue by taking control of many supplies and moving the
supplies from the manulacturer to the users,

Few systems are in the position to influence supplier control prochuction sched-
ules and to move sufficiently large quantities of supplies to the hospital. There-
fore, the distributor has taken on this role in order to aid in the placement of
products and to smooth the demand for goods. The traditional rele of the
distnbutor is to:

= Aggregate supplies from many manufacturers
= Customize orders 1o meet customers’ necds
* Dispense or deliver the product 1o the consumer and move it within the Geility

The decision to use a distributor is one of the strategic aliernatives that com-
prise supply chain sirategy for both suppliers and for hospital and system buyers.
Few supplicrs, however, want 1o take on the distribution function. Sysiems theo-
retically could purchase a significant proportion of their goods direcily from man-
ufacturers and take ownership and move goods from the manufacturer to the point
of service themselves. However, the incredible number of potential partners and
ilems constiiuies a daunting task for the supply chain management function. Thus,
the vast majority of systems outsource some aspect of their inventery and
distribution 10 one or more of the several large distributors serving hospitals in the
United States. To the extent that hospitals and systems develop strong relationships
with some of the distributors, hospital distribution relationships take on the features
of alliances discussed in Chapter Four

Level

of Distributor Penetration into the Organization

There is significant variance in how progressive hospitals and systems balance
their own participation in distribution and inventory. Many of the ASU/CHMR
participating hospitals and systems have significant stores and strong distributor
relationships. They also believe that it is not in their best interest to manage the
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hundreds of invoices or to receive the thousands of goods directly themselves,
However, a number of systems studied by Burns and DeGraall engaged in
“disintermediation™: the elimination of distributors as middlemen firms in their
supply chains.'? Their motivation was to (1) increase flexibility in contracting,
(2) leverage manufacturers’ willingness to underprice national buying groups,
(3) generate new sources of revenue, and (4) recduce the cost of supplies.!® The
regional service center developed by LeeSar Health Trust Partners has a fifty-
thousand-square-foot distribution center that allows it 1o couple self-distribution
and sell-contracting in order to insource both distributer and GPO functions.
But such regional cooperatives have been difficult to form, and they require,
beyond a strong business plan, an ineredible level of trust and institutional
coammitment.

Consistent with the discussion of strategic fit in Chapter Four, the
ASU/CHMR progressive hospitals and sysiems scek a mix of distributor services
that best meet their circumstances. ' A number of progressive systems at the time
of this study were considering extending their warchousing and internal disirib-
ution capabilities. The decision to take on this function adhered 1o the extent that
insourcing of the funetion would allow them to save transaction costs and betier
meect predicted demand. Paradoxically, other progressive systems were inter-
ested in the idea of more fully outsourcing aspects of distribution and developing
strong diswribution alliances. While many articulated a fear of losing part of a hos-
pital or sysiem's competency, there appeared to be a growing view that inven-
tory and disinbution management might not be a hospital's core competency. The
University of Nebraska Medical Center (discussed later in some detail) was
the only system visited that can be characterized by a comprehensive inventory
and distribution sutsourcing strategy.

Figure 5.1 describes the flow of items from manufacwarer or supplier wo the
hospital Aoor. As detailed in Table 5.1, inventory can be held or manipulated by
the distributor and the level of distributor of penetration into the hospital (levels
00 and 0) or distributor (levels | to 4). Levels 00 and 0 distribution actually per-
tain to products where the supplier holds inventory at its own stores or at its own
sites or ils agent's site near the hospital, The penetration of distributor services
into the hospital varies considerably in progressive systems. It is noteworthy that
level 1 and successive levels are characterized by lunetions that are lrequently
additive. Thus, in level 1, the distributor receives the item from the manulac-
wrer and generally holds the item for some period of time in a warchouse and
distributes quantities to the hospital warehouse or stores as needed. Level 4 dis-
tribution involves the full assumption of inventory and distribution functions by
the distributor’s employees.
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FIGURE 5.1.
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TABLE 5.1.

LEVELS OF DISTRIBUTOR FUNCTION.

Lewel

Distributor Function

Hospital Function

Level 00

Level 1

Level 2

Level 3

Level 4

Supplier-held and -managed
preducts through supplier-
employed distribution
agents.,

Supplier-held and -managed
products through third-party
logistics companies to reduce
transportation costs and
management and o better
connect to suppliers and dis-
tributors.

Distributor brings ordered
goods to hospital warehouse,

Distributor breaks down or-
ders into quantities needed
on ditferent floors and brings
ordered goods to hospital
shipping dock.

Distributor carries out levels 1
and 2 functions and trans-
ports goods to the floor,
Distributor carries out levels 1,
2, and 3 tasks and places
goods into floor stockrooms
and dispensing systems,

Hospital frequently does not take
ownership of such goods or goods
enter into hospital accounting and
inventory system after they have
been used.

Hospital acts as a receiver of the
product and deploys the product
into use or inventaory,

Hospital employees break down
orders into quantities that are
transported by hospital employees to
individual hospitals in a system and
onto floors for storage,

Hospital employees transport goods
to floors and stock goods into floor
stockrooms and dispensing systems.

Hospital employees place goods

into floor stockrooms and dispensing
systems,

Hospital employees have minimal
role in transporting goods and
servicing dispensing systems,
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At a minimalist penetration level {level 1), hospitals and systems use distrib-
utors o bring goods o the hospital warchouse. From there, hospital-employed dis-
tribution teams take ownership of inventory and manage its transportation to the
point of service. Successive levels are characterized by distributors’ transporting
goods to the point of service on the hospital floor. This amoeunts to a partial out-
sourcing of the distribution funetion.

Lewvel 2 distributions may include products that have passed through both
the distributor and hospital warehouse but are now delivered in quantities that
are relevant to their eventual destinations. In many progressive hospitals, one
can observe containers that have been delivered from a distributor or hospital
central store and are now awaiting someone to move the product to the point
of use,

Level 3 distributions involve the distributor’s employees actually delivering
produets to the Moors. This is an advanced alliance in which the agents of an out-
side entity are carrying out an internal function. It requires that the distributor
hire individuals who have both the technical skills necessary for such a role as well
as the ability to be “guest workers” within the hospital. This level of distributor
penetration requires a major investment in information systems and personnel.
Hospitals are in business nwenty-four hours a day every day of the year, and the
demand for products is continuous. Level 3, when carried out effectively, serves
all hospital shifis and is characterized by a service focus that is compatible with
the hospital's own personnel and expectations. As “guest workers” in a hospital,
a distributor’s cmployeces must understand the hospital’s culture and variable
demands that will be made on stores at dilferent times.

The most extreme example of distribution penetration and alliance develop-
ment is level 4, which is characterized by the outsourcing responsibility for the
holding and mevement of a good with the distributor, which actually retains
ownership of materials to the point of use. The University of Nebraska is a level
# organization; it has outsourced virtually its entire materials management func-
tion to Cardinal Health. It has reported savings of $1.2 million per year due to
less inventory shrinkage, bewer product mix, and more cfficient inventory man-
agement."* Some of the benefits associared with such outsourcing include the free-
ing up of capital to invest in new ventures, recuction in the need for the hospital
to directly supervise a large number ol supply management employees, the ability
of those who are employed by the hospital to engage in strategically focused
activities, and the opportunity to continuously impreve the inventory and distrib-
ution function at a state-of-the-art level. In addition, the hospital appears o ben-
efit significantly from the presence of distributor stall who continuously provide
consultation to the hospital on its use of materials. These benefits must be assessed
in relationship to the fees paid to the distributor, the ransaction costs involved in
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managing the relationship between the distributor and the hospital, and the
hospital’s true benefit from not having funds ted 1o inventory.

Distribution, Inventory, and Their Assoclated Costs

As hospitals strive to serve their customers and avoid stock-outs, they present them-
sclves as a complex mix of inventory and distribution models, While predicting
the need for linen and laundry is not very complex and casily outsourced o a dis-
tributor or local laundry organization, many hospitals have their own linen siocks
and carry out their own laundry functions. A hospital that carries out a signilicant
amount of orthopedic surgery might have a high level of eomfort that distributer-
held inventory in a very competitive local market can reliably serve the hospital’s
needs. A hospital with a similar volume of surgery in a market that it dominates
might find it much meore convenient to demand that a supplier provide the
inventory on an owned or consignment basis. What all of this complexity means
15 that it is very difficult to assess the cost or return on investment of invenory
strategy and inventory-related technology.

Inventory Owned by the Hospital. A wraditional way o asscss a hospital’s in-
ventoery is to assess the quantity of a material being held in its own warchouse,
in gperating unit storage rooms, or on hospital Aoors themselves. The average in-
ventory and the rate of inventory turnover are a function of the reorder gquantiry
Smaller replenishment arder quantitics resull in a lower average inventory. Several
factors affect average inventory and order quantity, including the shell’ life of prod-
ucts, purchasing discounts, minimum order and lot sizes, storage requirements,
transportation economies, and a willingness to manage the inveniory.

The capacity to track inventory and replenishment strategies determines in-
ventory and order quantity. In the health secior, as in other industries, an exact
order quantity policy can be determined by balancing the cost of ordering and
the cost of maintaining average inventory, Given the tens of thousands of items
available to an average hospital, under coneitions characterized by uncertainty
regarding demand, ensuring that the correct products are available at the correct
time, and for the lowest price, has been challenging A hospital or system that has
invested in extensive technology to track inventory and report use, both internally
and to a distributor, will enjoy a wider range of inventory options than a hospi-
tal or system with inadequate information. In addition, inventory options are

affected by geographical factors, including proximity to a distributor’s warehouse
and the dispersion of hespitals in a system.

Inventory Held by Others. To the extent that costs incurred along the supply
chain are passed on to those who pay for care, costs associated with inventory that
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is not owned by hospitals are paid for as part of wal price and must be consid-
cred as part of inventory and distribution costs. In the health sector, as in other
industries, suppliers and distributors themselves take on the responsibility of man-
aging a part of the hospital's necd for inventory, Some of these inventory stores
may be close to where products are manufaciured, but many are characterized by
products held close to their point of use. Suppliers of highly specialized clinieal
preference items, for example, employ individuals whe work clesely with clini-
cians, bringing products directly from a local supplier-owned storage site into
the hospital on the day of a procedure. Understandably, some of these items may
never be logged inte a hospital's inventory system, Therelore, hospital or system
costs associated with local storage, transportation, and services are not being
accurately accounted for,

Inventory Technology and Strategy

While there is livle formal research related to return on investment (ROT) for health
sector supply chain technology and innovation, a wide range of’ technology-related
information is providing improved transactional efficiencies and, in many instances,
lowered operating expenses, '™ The use of automated inventory control cabinetry
systerns, such as Cardinal's Pyxis, provides inventery control including inventory
updates aned automatie billing records, Such technology allows hospitals and
distributors to track product use and reorder status. Cardinal’s use of its own
systems at the University of Nebraska Hospital provides value to the outsourced
relationship and reduction in costs. While progressive systems report that over
80 percent of their transactions are electronie, with a continued decrease in the
orders processed using lax and telephone, many hospitals and systems continue
to hand-process many orders to their distributors.

Different Environments, Different Strategies

Progressive systems are not consistently characterized by any one level of inventory
and distribution management. This is consistent with the central idea associated with
contingency management as emphasized throughout this book: that there may no
be one solution for all circumstances or products. Two of the Mayo Clinic sites
(Rochester, Minnesota, and Scottsdale, Arizona) provide an intevesting example of a
progressive system that has eenwalized a number of s supply chain leadership and
operations functions, but employs very different distibution and inventory strategies
and tactics. The Mayo Clinic Scottsdale hospital, which is relatively small (just over
two hundred beds), uses sophisticated computer technology that monitors inven-
tory an each nursing service and communicates, based on preestablished levels,
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replenishiment orders to the distributor, Its point-of-use scanning technology guides
a just-in-time [ JIT) inventory systern that allows the hospital to be characterized by
minimal warchousing and storage of materials within the hospital. By definition, JIT
“means that components and raw materials arrive at a work center exactly as they
are needed . . . providing the right part at the right place at the right time.”!? One
of the expected cutcomes is that the average inventory in this hospital is extraordi-
narily low, and inventory wrnovers are extrasrdinarily high when compared to
hospitals thai do not use the JIT program. In addition, the predetermination of
replenishment levels dramatically simplifies the planning and control function.'®
Traditional inventory management metrics, such as number of’ inventory wrns, may
not describe the performance of hospitals with JIT systems. Such hospitals may want
e look closely at how companies such as Dell, which holds imventory for very short
periods ol time, benchmark their own performance.

Hospitals that elfectively use JIT inventory models are frequently able o
achieve their goals because they are in markets where distributors that serve
multiple hospitals in the market have fairly deep stores at the regional level and
are able to respond quickly to the information that is received on a fairly real-time
basis. Hospitals in a more isolated market, with the same technology, might have
much larger inventory in order to bulTer itscll’ against the cycle time between
posting an order and actual delivery,

The Mayo Clinic in Rochester, Minnesota, a complex mulithospital system
in a relatively isolated geographical area, has a substaniial warchouse and distri-
bution system. Between St. Mary's and Rochester Memorial, the home site has
over two thousand beds. Mayo's centralized supply management leadership rec-
ognizes that variability in circumstances determines differences in strategies and
tactics. Other hospitals within Phoenix and similar markets have not invested in
electronic inventory systems to ensure JIT delivery. Such hospitals are character-
ized by larger orders at dilferent points of inventory depletion. They must be
Jjudged on their ability to manage a low-cost warchouse and distribution system
based on factors such as bed size and labor costs. Thus, the appropriate average
inventory is truly a product of marketplace, resources, and overall sirategy:

Sysiems and even hospitals within systems finel themselves in very different
operating and geographical circumstances. A rural hospital cannot expect the
same level of distributor response as an urban hospital where a distributor is using
inventory to service multiple customers, Thus, a low-level inventory approach may
be useful in one setting but not another. This means that while a system may have
a strategy that anempts 1o integrate its cost-containment goals, policies, and action
seguences into a cohesive whole, tactics may differ.!? Because of this, no one
approach to inventory and distribution improvement in the progressive sysiems in
the ASU/CHMR study was revealed.
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Improving Inventory and Distribution Systems

Frazelle has identified five initiatives that lead 10 both increased rewurn on in-
ventory and inventory availability: (1) improved forecast accuracy, (2) reduced
eycle times, (3) lower purchase order and setup costs, (4) improved inventory
visibility, and (5) lower inventory carrying costs.®? Few of the systems in the
ASU/SCHME study were engaged in systematically profiling their crganizations
on optimal decision variables associated with these initiatives (such as economic
order quantity, unit Al rate, optimal safety siock levels, reorder points, or order
up-to-level points).?! Rather, the progressive systems tended to articulate their
inventory and distribution systems as a serics of trade-offs and tactics around
availability and cost.

Progressive systems assess the trade-offs between availability and costs of ma-
terials as well as plan and carry out supply chain tactics 1o meet their goals for sup-
ply chain performance. Perhaps of greatest importance is the ability of managers
in such systemns to manage the uncertainty of demand and assess the advisability
ol employing dilferent tactics, such as evernight shipping, 1o ensure the seamless
operation of the hospital.

Trade-Offs Exist Between Availability and Cost

In general, the greater the availability of a geod for immediate use, the greater
is the good’s cost. The trade-ofl i3 the service that a product’s availability brings
ta the hospital or system and the revenue generated by the product’s availabilig
In general, a product should generate revenue greater than the cost. When in-
ventory is reduced, cost is reduced, but customer service is potentially sacrifieed.
Therefore, there must be a careful management of these trade-offs,

A number of factors significantly alfect how ASUYCHME materials man-
agers view rade-olls across and for unique portions of their systems. Systems in
major metropolitan markets are able o take advantage of stockpiles by distribu-
tors within a geographical envirenment and work to approximate a JIT environ-
ment, The strategy is much more problematic for hospitals in more geographically
remote arcas. Systems that engage in extensive standardization find that problems
with seeuring goods are significantly streamlined. This is especially mue when com-
pared to their counterparts with a wider range of clinical preference items that
must be made available on demand.

Asset return in organizations is frequently seen as a function of risk
management, with hospitals and systems attempting to deploy their assets in a
manner that will create the greatest returns with the smallest risk, As discussed
in depth in Chapter Two, in the health arena, risk of’ overpaying for inventory
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exists in order to ensure availability. The trade-ofT to overpaying would be suf-
fering loss of clientele due o poor customer service, inferior clinical outcomes,
and decreased revenue when the asset is unavailable,

Reimbursement models that limit the amount of compensation to a fixed
amount, such as diagnosis-related groups and capitation, provide incentives for
the system to engage in efficient purchasing Consider an example where medical
device A costs $500 and device B costs $1,000; bath lead to similar outcomes. The
amount of reimbursement, no matter which implant is used, is fixed, Therclore,
using a higher-cost device will lead te reduced revenues for those under such global
reimbursement schemes.

The hospital materials departiment wraditionally manages the availability-cost
tracle-ofl by having an extensive safery stock, maimained in order o protect against
demand uncertainty, The focus on average inventory is built on a formula of aver-
age demand plus a percentage of added salery stock, This is used as a risk-averse
strategy but could also be construed as a poor use of assets. In one of the
ASU/CHMR research sites, the added percentage for most products was a 50 per-
cent salery stock. Yet no formula for de termining the appropriate level was available
for review. In the Scotsdale Mayo hospital, par levels are established and inventory
replenished as such levels are depleted. Hospital evaluation of rizk in the distribu-
tion environment, trust established with distributors, and ability to manage demand
all influence how hospitals will approach the issue of safety stock.

Economic Order Quantity Models

Economic order quantity (EOQ) models in many industries provide a specific
order quantity that balances availability and cost componenis. Management is
then able to identify the minimal total cost of inventory by determining the EOQ)
and dividing it into annual demand (the frequency and size of replenishment
orders).? The issue in health eare is that annual demand is irregular, which makes
it difficult to determine the EOQ, In addition, irregular circumstances, such as a
multiple train-car accident or act of terrorism, are significantly beyond the
capability of everyday models employed by hospitals. Yet these models, when
applied in health care, help to identify the appropriate levels of buffer inventory
necessary to prevent stock-outs. Perhaps it is best to think of “bufTer level™ as
that level of stock that reduces risk and turns what is apparently irregular into a
better level of prediciable material.

Effective management of inventory requires that simulation models and other
statistical techniques are appropriately applied 1o the health sector. However, the
“complexity ol probahilistic models increases greatly when lead times, usable
quantities received, and inverory shrinkage rates, and so on, also vary under
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conditions of uneertainty, when nennormal distributions are observed and when
the variations change with time."?* However, few health care materials manage-
ment depariments employ individuals who can elfectively calculate and strategi-
cally use the findings of such simulations, let alone carry them out.

fnuentory carry cosi, the expense associated with maintaining inventory, is cal-
culated by multiplying annual inventory carry cost percentage by average inven-
tary value. Inventory carry costing includes obsolescence and storage. The cost of
obsolescence oecurs when the product ages beyond a recommended sales date or
a new product replaces the need for an old one. Storage costs are the facility
expenses related to the product.

The inventory issue is especially acute with hospitals due to economies of scale.
Few hospitals are large enough to have an inventory function that can earry all of
the diverse product lines. Imagine the thousands of products that a hospital con-
surnes in an average month. Standardization assists in reducing the number of iterns
te be carried in inventory. Progressive systems, for example, have identified areas
for such reductions (such as sutures) and find dramatic cost savings associated with
their actions.

Greater challenges stem from the complexity and unigueness of clinical spe-
cialty products er rare pharmaceuticals with a short shelf-life. One solution,
ohserved in virtually every hospital in the United States woday is the use of
evernight shipping, or drop shipping. These shipments are costly and (requently
represent the inability of the system to manage demand and the distributor to
manage client’s needs.

Hospitals must also consider the chance that prices will increase over time and
develop sirategies to meet increases. Long-term contracts, which specify the range
of allowable increases, are one strategy. Other strategies include the actual
purchase of additional inventories and the costs incurred by such decisions.*

Swings in product demand, frequently deseribed in the supply chain man-
agement literature as the “bulbwhip effeet,” influence the availability of goods and
the efficicney of manufacturers.?? Distributors buffer inventory problems by
carrying substantial quantities of goods in warchouses. The inability of their
hospital customers to predict product demand leads, as in many other indus-
tries, 1o a wide range of upstream inefficiencics. As the inability 1o predict demand
intensifics and as orders transmitted from end user o supplier remain unpre-
dictable, supplicrs may engage in relatively irrational manufacturing patterns to
meet perceived (il not real) demand.

The costs of these irregularities in the health sector remain relatively unex-
plored, but there is a strong belief that the robust distributor and hospital ware-
house systems ereate “a buller between the supplier and hospital or system trading
parmers.”* Burns and DeGraall suggest that “direct contracting between buyer
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and seller,” or what was discussed earlier as disintermediation, “continually
confronts any wholesaler/ distributor, " 3PLis a term that refers 1o the use of out-
side carriers that ransport items to a business. Hospital loading docks are char-
acterized by a constant parade of delivery trucks moving goods, principally direetly
from the supplier to the hespital. It has been pointed out that such firms offer value
to hospitals and hospital systems. According to one analyst, a medium-sized system
can spend 5500,000 a year in both inbound and outhound small package deliv-
ery. Manulacturers estimate that a twelve-hospital system can spend up to
$800,000 a year in overnight shipping 28
In many instances, the use of 3PL is an efficient response to meet necds that
are difficult to anticipate and for goods that are too costly to maintain in a ware-
house situation. Interviews with one of the nation’s largest suppliers, Johnson and
Johnson, suggest that in many cases, however, 3PL deliveries represent a break-
down in the ability of hospitals to manage their own inventory needs efficiently:
Greater study is needed to assess the costs and benefits associated with 3PL.
However, the increased sophistication and reliability among 3PL systems has en-
hanced the ability of the health care system to reduce inventory, meet demand,
and satisfy a number of clients.

Strategic and Tactical Questions

Progressive materials managers use a strategic approach in the development and
management of inventory and distribution within a complex supply chain, These
individuals scrutinize their asscts (time and money) to obtain the greatest value at
the lowest cost. On the basis of this discussion, a series of strategic and tactical
questions assess value, control, and power in the management of the supply chain.
{Readers are cautioned that these questions cannot unifermly be answered in a
way that will meet the needs of all systems )

Strategic Questions

Different strategies are needed 10 maximize assets, system structure, geographical
constraims, and elinical sirategics,

What Do Inventory and Distribution Value Mean? During the ASU/CHMR
case studies, it was found that most managers have difficulty defining value lor
inventory and distribution. It may almest be true that the phrase adding value has
become a cliché that is used to fit nearly everything, To quote a long-term observer
of the health care supply chain, “The term *value’ has become so over used that
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it has created an interesting paradox.”® The reason that it means almost nothing
or has created a paradox is that most health care executives, while invoking “value™
as an attribute of a relationship or transaction, do not have a definite meaning
and measurement for it

The strategic value of inventory is to both increase service and decrease costs,
However, trade-offs exist in a rather contradictory manner. While the strategic
value of an itemn determines the trade-ofls, the attributed value of a produet will
determine how much a system is willing to pay for the service being provided by
inventory.

The strategic value of a distributor must be assessed by the elficiencies
achieved in the movement of goods and strategic advantage gained through
distributor information such as market intelligence. Distributor value is also
related to the financial services associated with distribution and product
ownership,

In the absence of clear definitions pertaining to value, it is not surprising that
few systems have a scorecard to assess each of the value proposition items, How-
ever, the service acquired from the distribution may help 1o define the expected
value,

How Important Is Control over Inventory and Distribution? As discussed in
Chapter Four, strategic management theorists question the extent that “a non core
competency could become a competitive advantage among its peers.”30 If all sys-
tems are outsourcing their distribution and inventory to third parties, could a eom-
peting system develop a differential advantage by developing greater in-house
capabiliiies?*!

As hospitals and systems consider distribution options, it is imporant 0 con-
duct a total cost analysis of all insourcing and outsourcing alternatives. In this
process, systems must consider the current cost of insourcing and how those costs
eompare to additional costs that might be incurred through switching o out-
sourcing. The costs must be weighed against potential monetary savings.

Distribution and inventory may not be core system competencies; however,
assessment of the hospital's knowledge regarding the value of inventory and dis-
tribution should be considered in systern strategic development. Figure 5.2 sug-
gests that there is a continuum of strategic locations for managing distribution and
inventory, Each type of parinership can result in different value propositions, A
variety of partnerships can flourish in contract outscurcing, as demonstrated by
the suceess of newer GPOs. [t would appear that such partnerships rest on trust,
relationship customization, retention of intellectual property, determination of
strategic direction, and recognition that parmerships cannot be translated into
abdication for responsibility.
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FIGURE 5.2. CONTINUUM OF DISTRIBUTION CONTROL.
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Distribution is not a core competency of a health care provider, but when a
process is outsourced, some level of control over both expenditures and customer
service may be lost. The hospital is essentially hiring an agent for its diswribution
and inventory; however, the agent is alse managing many other customers. The
hospital must assess the extent to which its agent will express an appropriate
level of concern for internal and external customers,

Management needs to consider the strategic relationship that exists between
control and intelleciual property. When a process is completely owsoureed, the
related knowledge is outsourced as well. Eventually it makes it dilficult 1o evaluate
the service obtained. It is important to fully measure the internal intelleciual
capability necessary to continually assess those areas that are outsourced. One of the
key observations from examining one system that engaged in a great deal ol distri-
bution outsourcing was the difficulty it experienced in assessing the value of services
provided by the distributor.

While organizational culture, availability of managerial talent, and interest
in building strategic advantage must guide decisions regarding distribution and
inventory outsourcing, it is important that systems develop a sufficient under-
standing of the outsourced functions to assess performance on both a day-to-
day and a long-term basis. At the University of Nebraska Hospital, which has
outsourced a significant portion of its inventory and distribution, the system has
retained strong internal leadership with such capability Qutsourcing a function
does not give a system autherity to stop managing the function; rather, it should
monitor its relationships and ensure that it continues to sustain advantage.

What Is Your Power Within the Supply Chain? Research has indicated that
equal collaboration is seldom, if’ ever, present in a supply chain, One party gen-
erally has a dominant level of power.®* One way to visualize the distribution
process and power in the health care supply chain is within an hourglass that is
cxlrem-c!}- large at both ends [Fig'ure 5.3). Hundreds of manufacturers and thou-
sands of hospitals seck distributor partners. Yet a very few diswributors control the
flow of materials and infermation. Both hospital systems and distributors are
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FIGURE 5.3. HOURGLASS MODEL.
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characterized by their power to influence the health eare supply chain, but the
power balance differs from one situation to the next. Although distributors and
manufacturers exercise power by presenting a unified face to the hospital
increasingly there are tensions between suppliers and distributors. Suppliers, for
example, have resisted paying fees as distributors find their avenues for income
reduced and hospitals and systems have sought new services for alfiliation with
distributors, Thus, it is not clear i the hospital systerm or the manufacturer can be
classificd as more impeortant and having more power with the distributor.

In the health sector, distributors seek fees from both hospitals and suppliers,
Distributors believe they are providing valuable services 1o both groups and gen-
erally have established a comifort level with the subsequent tensions that arise in
working with an organization that has gain from both its suppliers and its cus-
1omers. Perhaps this is because the distributer is aciually serving two sets of very
fragmented markets. Any service provider likes to serve [ragmented markets be-
cause the customer generally has less power. While this may be the ideal situation
that any service provider desires, distributors continue to operate on fairly low
marging. Suggested reasons for this include intense rivalry among distributors and
that distributors have not clearly distinguished themnselves with a new set of either
added- or needed-value products.

Progressive systems elesely follow the opportunities alforded by changes in
distributor and supplier relationships and work to secure supplier services to
assist in their management of the supply chain. IC the system does not receive
serviee, it can seek an alternative distributor. The hospital system ean also pur-
sue structural or operational changes to make it more attractive 1o a distribu-
tor partner, The system might, for example, ask the distributor 1o distribute not
to the hospital loading dock but 1o provide added service by delivering mate-
rials directy to the floor. Alternatively the system might invest in better software



142

Strategic Management of the Health Care Supply Chain

1o give the supplier a better understanding of the system’s utilization and
demand patterns.

What Strategies Can Systems That Lack Leverage with a Distributor Use? Nat
all hospitals and systems appear to have great leverage with distributors. Some,
for example, have not brouglt great discipline to their purchasing aned order rel-
atively low quantities on an unpredictable schedule. Distributors have worked
closely with these ovganizations wo improve performance, not always with success.
Small hospitals, by their very nature, have difficulty providing distributors with the
kind of volumes they prefer to manage for any one customer.
Among the pessibilities are these:

* Lacal alliance formation to improve power with distributors, One system
took the approach of forming a partnership with a large, freestanding hospital
in another city. Because the two cities were relatively near each other, they could
form a viable inventory system that was not seen as a competitive threat.

* Collaboration with distributors. A small network formed a close collabo-
ration with a large distributor. It gave up much control in order 1o make itscll’ an
attractive partner. When the distributor took over the system’s inventory man-
agement, it offered value 1o the system by serving as a model in its promotional
efforts.

* Insource-selected distribution functions. An example of becoming equal
partners is provided by two systems that individually lacked power but were able
to gain power by forming a collaborative inventory and distribution system that
could compete with the distributer. Because of their inereased volumes, the two
systems could generate much additional power in their negotiations with the
distributor and they formed a viable partnership,

Building Partnerships. An important note here is that for many years, business
experts have advised manufacturers to treat their distributors like pariners in
revenue creation.®® Unfortunately, the same has not been strongly advocated for
health care providers, as they have generally abdicated their business control to
the distributor. Analysis of the ASU/CHMR study sites indicates that strategic
questions revolving around value, control, and power are infrequently addressed
by health care exccutives, However, before it is possible to improve distribution
and inventory, it is necessary to define strategic value, Then it is imperative 1o
determine the extent of control the exccutive team wants over the expenses and
services represented in these processes. In addition, the depth of desired knowl-
edge must be determined. Also, the power within the supply chain must be
assessed. The information provided from these strategic issues, in addition o
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EXHIBIT 5.1. TACTICAL QUESTIONS TO IDENTIFY DISTRIBUTION
AND INVENTORY STRATEGIC IMPROVEMENTS.

Can you identify and classify all externally acquired goods and services?
What is your inventory turnawer?

What is your percentage of inventory waste?

What is the cost of a stock-aut or a poor fill rate?

Ta what extent can an integrated and centralized distribution and inventory system
be used for the system?

How effective are your standardization efforts?
What are your distribution and inventory information capabilities?
What are your distribution and inventory personnel capabilities?

the lellowing eight tactical issues, will develop a strategic approach to the supply
chain.

Tactical Questions

Strategy is implemented with tacties. The current state and maturity of tactical
efforts, however, help determine appropriate strategic directions. The eight tac-
tical gquestions or issues addressed in this section and summarized in Exhibit 5.1
provide directions for strategy development.

Can You Identify and Classify All Externally Acquired Goods and Services?
Distribution and inventory strategy must be considered within the context of
individual products and product portfoliss. The average hospital makes about
filicen thousand annual purchases of pharmaceuticals, medical devices, surgical
supplies, and capital equipment. This is in addition to other eperational services
and supplies, such as office supplies, caleteria services, and janitorial services.
Expenses resulting from external expenditure quickly add up.

To understand the external acquisition, movement, and inventory of goods,
it is helplful to classify goods in several different ways, such as by dollar, service,
and criticality. The dollar value is probably the easiest classification to develop,
but even this can be difficult. In hospitals and systems, a spend analysis may be
dilficult because different suppliers use different product numbers and brand
names for similar produets. In addition, the same system may use different infor-
mation systems in various hospitals, making it difficult to determine the aggregate
spend. To complicate the situation even more, in even the most progressive sys-
tems there is purchasing of many contracted items through noncontractual
sources. In the area of olfice supplics, for example, a major hospital business unit,
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located elose to a retail office supply company, purchased many supplies through
the local unit rather than wsing the existing eontract. This not only leads w pay-
ing differemt prices for many items, but it leads to many avenues for items to enter
the hospital. Even in the face of such difficulties, it is important for a hospital or
systemn to determine the aggregate spend for a product or class of products in order
to know il it is possible to establish a separate distribution process for a product.
If the spend is high, the manufacturer may be much more willing to discuss
alternatives for direct distribution.

A classification system also clarifies the importance rate by which an item is
replenished (the fill race). Availability is more vital for some items than {or others.
IT availability is important, it may be more justifiable to pay extra for the inventory
than if the service is less eritical. A highly related question asks about the ultimate
wser and the value of the item to the user. Even when the idemity of the user is
known, the nature of that user is often not known,

A hospital that does not know how much it is spending on an itlem or a fam-
ily of goods cannot develop a strategy. Most of the hospitals in the ASU/CHMER
study are beginning to form a spend analysis. However, the major issuc was that
iterns were difficult to classily because each company would put a slightly unigue
atribute on an item so that it would appear o be different. The goal of market-
ing is to make products appear differentiated even il they are similar. Meanwhile,
the goal of the hospital's supply management is to identify the product com-
monalities and standardize them. This creates a conflict of interest between the
two parties, making it difficult to use advanced supply chain purchasing tacties.

In summary, all inventory and distribution analysis depends on the classifica-
tion of items and a family of goods. Organizations that fail w conduet a strategic
analysis of distribution and inventory often fail at this first critical step.

What Is Your Inventory Turnover? This question could be stated another way:
What is current inventory costing you? The ASU/CHMR research indicates that
haspitals have only a general idea about their inventory costs. An important note
is that inventory can officially be classified as materials that are in a warehouse or
central inveniory area. However, it may also be stored near an operating room
or other distributed locations, These areas are relatively easy to monitor. Inven-
tory may also be in a “cache” such as a nurses’ station, where it is no longer found
in the hospital’s records or officially classified as inventory.

An example of unofficial inventory was seen in an emergency room where
many supplies were there “just in case,” but nobody had any idea how much
was there or how long the supplies had been there, One indication of misman-
aged inventory was that large packets of gauze discontinued over six months
ago could still be found along with gauze from the new supplier. This was a
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symptom of both poor inventory control and understanding of the inventory turns.
For large systems, this is not a trivial issue, IF the inventory turnover for individ-
ual supply or a class of supplies cannot be determined, neither can its cost or value.
Furthermore, it is not possible to determine how to improve a process when the
current state eannet be identified.

What Is Your Percentage of Inventory Waste? How much inventory comes
through the front door but is never used? Some items are not directly charged to
a patient account, and other items simply disappear. In an academic health cen-
ter, a materials manager explained how many personal toiletries disappeared. He
assumed that the residents took them lor personal use, When asked about the cost
of this, he simply explained that it was considered *a cost of doing business.”
When considering the wotal cost of supplies, these toiletries are not a large
expenditure; however, it is a symptom of poor controls.

Waste occurs when unused but still viable products are thrown away for no
reason. For example, when walking through a storeroom, a materials manager su-
pervisor took an item from a table and threw it in a wastebasket. When asked what
it was, he explained that it was returned [rom a floor because it had mistakenly
been opened.

The greatest waste probably ocours when only a small portion of a surgical
kit is used and the remainder is either returned or discarded. When asked about
this issue, another materials manager replied, “[ know there is a lot of money walk-
ing out the door in these situations, but I don’t know what we can do about it. Tt
really isn't anything new.” This is a difficult situation but again an example of poor
inventory and distribution control. This may be one of the greatest opportunities
for immediate cost reduction.

What Is the Cost of o Stack-Out or a Poor Fill Rate? The irregular demand cycles
for most hospital supplics make stock-outs an especially difficult issue. Therefore,
the place to start with managing the cost of stock-outs is to develop a clear
understanding of demand cycles, This should be done in combination with
the product profile mentioned above. For some of the items, a 100 percent fill rate
may be extremely important and a stock-out costly. Unlortunately, an accurate
assessment of the inventory service cannot be determined unless the items are eval-
uared in a quantifiable manner.

It is difficult to determine the cost of a stock-out because it 15 an attempt to
quantify an intangible anribute: service. However, it can be accomplished with
different levels of accuracy, One system developed a method for putting dollar val-
ues on stock-outs that provided concrete feedback o the distributor and top-
level management. Although the accuracy of the system could be debated, they
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saw this as a first effort to quantify service levels. In another situation, an effort
was made to calculate the amount of labor required to expedite an item when
it was not in inventory. The main finding was a surprisingly high number of
expedited items and high labor expense. This labor cost subsequently justificd
hiring an inventory management professional,

Te What Extent Can an Integrated and Centralized Distribution and Inventory
System Be Used for the System? While there has been much speculation about
the advamages and disadvantages of centralization of services through a sys-
tem, many have not been recognized.®® The assumption is that centralization of
distribution services and inventory management within a large, integrated deliv-
ery health care system would lead to economies of scale and scape.:ﬁ Chapra and
Meindl identify a variety of advantages related to the economies of scale, including
the ability to exploit fixed costs, the exploitation of guantity diseounts, and shori-
term discounting. As volume increases, it would be possible to rationalize a larger
number of services and manage inventory over more items.3® The application
of quantitative methods for forecasting demand in larger systems, such as queus
ing theory (which considers the entry and exit of numerous demands into the sys-
tem), EHP'&?I’&S why !argc hﬂsp'tlal systerns can carry smaller inventories as a
percentage of sales than smaller sysiems 1o maintain a fixed rave of stock 1o avoid
outages.*?

"The potential value of centralization depends on several things. First, it is im=
portant that there be centralized coordination of four systems: control, informa-
tion, inventory, and distribution, It would be of no value to have a centralized
information system if’ no centralized control exists. Also, it will not be possible to
have any centralized distribution and inventory without a centralized contrel and
information systems.

Second, it is important to understand the extent to which common supply
needs exist across the system. If each unit has highly dissimilar necds, economies
of scale will be more difficult and the power of centralization limited. The
importance of a centralized standardization process therefore is important to
determine the extent of common supply use,

The third consideration is geographical proximity, It will be much more dif-
ficult to develop economies of scale and scope as the units become more geo-
graphically dispersed. Centralized distribution and inventory is probably more
likely for a system situated in an urban envirenment than one based in a rural arca.

How Effective Are Your Standardization Efforts? A purpose of distribution
is 10 aggregate products from different manufaciurers and deliver te ane point
of use. However, the possibility exists that highly similar products are being



Inventory and Distribution Process 147

obtained from twoe dilTerent manufacturers. If they were being purchased
from the same manulacturer, it would not be necessary 1o aggregate across
manufacturers. In addition, il volume was great encugh with one manufac-
turer, it may be possible to work directly with the manufacturer rather than a
distributor.

It was not the purpose of the research reported here to identily precise cost
savings amounts. However, other rescarch indicates that an estimated savings of
5 to 6 percent can be experienced with the average standardization program
and 5w 7 percent on substitution |:|nrc|ngra1'|'.|s.‘"]I This is regardless of the model
used, such as a vendor direct 1o the hospital or a distributor. The hospitals in this
stucly recognize the potential in standardization and are attemnpting to develop, as
with pharmaceuticals, a materials lormulary. HCA, with its several hundred
hospitals, has moved in this direction. In most other systems, however, standard-
ization in even most commedity items is not being realized. As one executive in
the ASU/SCHMR study said, “At times there scems to be no common grounds
between great ideals and basie implementation.” Standardization is a basic
implementation that must be achieved for any distribution and inventory strategy
o be suceessful. Even when it is accomplished, systems seem 1o slip back vo hav-
ing numerous items for those that were lformally standardized. The logical
explanation is that many institutions still do not recognize the importance of stan-
dardization. As a result, in many instances, adequate personnel resources are
not heing dedicated o the process.

What Are Your Distribution and Inventory Information Capabilities? Infor-
mation technology is identified as the number one facilitator of supply chain im-
provemnent.*! While there is an accelerating adoption rate of online exchange
opportunities, enterprisewide supply chain systems, and other Web-based appli-
cations, they have not yet become the most influential dynamics in the distribu-
tion market and have not led to distributor disintermediation.

A 2001 consulting study on the value of e-commerce in the health care sup-
ply chain concludes that value can be created in the range of | to 3 percent of
total provider supply costs of fully using e-commerce capabilities.™ This conclu-
sion was based on the lollowing information:

+ Electronic data interchange (EDI) use is only about 31 percent of the total
paossible electronic invoices.,

* An e-commerce solution could reduce processing errors by as much as 32 percent
(accounts payable rework and inveice reconciliation).

+ Providers can overpay suppliers by 2 to 7 percent.

+ Extensive time is spent on manual processing of transaction,
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To quote an executive from a major, highly respected system, “Technology is
the next itern on our agenda. We have just begun to look at this issue.” This state-
ment seems 1o summarize the situation for many providers, A number of reports
indicate that health care lags in [echnalogy expenditures, and supply chain in-
formation technology is still looking for a clear direction. ™ To quote a white paper
from a major consulting firm, “Supply chain integration requires significant IT
investment.” But to quote a CFO from a ease research site, “Show me the money!”
A definite conflict exists.

Progressive systems carry out due diligenee in assessing distributor informa-
tion capabilitics associated with market demand, point-ol-use information, the
speed and clarity of information, and electronic interchange ability.

The adequacy of market information about the changing nature of producs,
pricing trends, and use changes. In the current environment, many distributors
promote the value of their information for their hospital customers. However, the
extent to which distributors provide market information must be questioned. Their
ability to provide in-depth, unbiased analysis is limited because they are being pail
by the manufacturers as well as the hospitals, The distributor may not be moti-
vated 1o conduct penetrating research on the price trends that could make a man-
ulacturing customer loak less competitive than others in the industry

Major distributors have been developing point-of-use inventory management
systems. These handheld scanners allow caregivers 1o gather and record supply
use information through bar codes. The systems have met barriers, such as clini-
cian acceptability, that many new technologies may face. However, as the barri-
ers are overcome, the result is an accurate inventery record. The problem is that
many hospitals have not Tully implemented a bar coding system, and although
there is substantial improvemnent in code standardization, full industry standard-
ization is still on the horizon, albeit nearer.

EDI and other forms of interchange can be characierized by the accuracy,
clarity, and speed of communication between the distributor and the manu-
facturer.*® While a great deal of attention has been given to the ability of
hospitals and systems 1o engage in electronic exchange in the process of or-
dering materials, much of the focus is on providing valuable information for
distributers rather than the suppliers themselves. It is difficult 1o estimate how
information has been transmitted upstream and how such information has
aflected preduction sehedules, stockpiles, and costs. Disiributors have frequently
purchased large quantities of goods at relatively low prices 1o be able to increase
their profits and buller themselves against supplier price inereases, Beter fore-
casting models have the potential to lead to cost and price reductions in the

health sector only il there is transparency of information across the entire
supply chain,
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The capability of the EDI system for managing all invoice and payment term
information accurately and in a timely manner appears to be limited in even the
mast progressive sysiems. In fact, in 2001, 40 percent of buyers' time and 68 per-
cent of accounts payable time was spent on the manual processing of transac-
tions. 46 Although there has been radical improvement in reducing the number of
nonelectronic exchanges, the opportunity exists for some radical improvements.

What Are Your Distribution and Inventory Personnel Capabilities? As the pre-
vious questions were addressed, the need for improved technical competencies
in hospital inventory and distribution personnel emerged. Supply managers who
find it difficult to hire competent distribution and inventory personnel were the
maost likely to consider outsourcing of inventory and distribution functions. It
appears that this is compatible with the strategie direction that distributors are
attempting to generate as they put tremendous resources into the development of
new business services such as the activity-based costing systems ollered by Owens
and Minor, one of the larger distributors. Such competencies are difficult for hos-
pitals or systems to match with their current level of professional expertise,
When outsourcing is seen as the strategic aliernative, health care providers'
employee expense is simply being transferred 1o a different aperational expense
category. Therefore, the ultimate decision should be based on whether outsoure-
ing this human resource is providing greater value. What would it cost to hire
the personnel necessary to manage the entire process rather than eutsource it?
Would it be pessible 1o select eurrent personnel for these positions? These are basic
questions that must be addressed when developing the strategic options.

Managerial Understanding of Inventory and Distribution

While the real and potential savings associated with inventory and distribution are
recognized by management, there continues to be uncenainty regarcing their real
purposes and impact on the health care organization. Management recognizes
that failure to have the appropriate product at the time of demand subjects the
system, the hospital, and the patient 1o a wide variety of risks, And they also un-
derstand that having a surplus of materials is another kind of risk: the system is
not elfectively using its financial assets. But they have not attached a srategic value
to improved financial performance as a result of supply chain efliciency,

Perhaps the situation deseribed is attributable to the fact that hospital inven-
tory is not seen as constituting “value.” Manulaeturing, retail, and other service
industries are able to turn inventory into eash by using inventory for the devel-
opment of new produets or reducing inventory by offering special pricing for
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immediate purchase. Surpluses of hospital materials are not easily managed
outside the confines of disease-related patient demand, which is frequently diffi-
cult w predict. Materials, in the eyes of health care executives, do not equal as-
scts. Thus, as new processes improve inventory performance, top managers tend
to see that a costly area is “now under control.” However, management rarely sees
the greater value these processes bring to the organization and its future perfor-
mance. Managers also observe that lean shelf’ stock is frequently backed up by
stores residing in the warehouses of distributors or the system. This means that
the trade-ofls between system costs and low inveniory levels at the point of service
are not well understood. What is frequently described as just-in-time inventory
distribution in the health delivery sector is actually an approach to replenishment
of point-of-use materials to reduce shell’ stock.

The few instances where inventory is recognized as part of an organiza-
tion's asset portfolio were generally related to the association between materials
and a center of excellence where materials are a significant portion of the pro-
cedures invelved. In cardiclogy or orthopedics, for example, senior management
recognizes opporiunities to erganize materials and distribution around ecrtain
product lines, thus transforming materials [rom being an expense 1o a part of
the asset repertoire necessary for success. Managers in the ASU/CHMR swudy
point cut that specialty hospitals, due to their focus on few procedurcs and their
ability to standardize, were able to think much more sirategically about their use
ol materials. This led them to make better-informed decisions about inventory
and distribution options and made them more effective negotiators with both sup-
pliers and distributors.

Senior managers also point out that the day-to-day pressures associated
with their jobs do not push them to think about inventory and distribution. Pro-
gressive systems have achieved working levels of product availability and dis-
tribution that do not jeopardize the system's operations. As a conscquence, there
are few instances where materials outages are a factor in being unable 1o deliver
services.

Scnior management start to think about inventory and distribution as they
and their supply chain managers consider the balance of insourcing versus
outsourcing for inventory and distribution functions. Some systems have stock
delivered in bulk o their central warchouse. Others have siock delivered by
the distributor to each hospital's loading dock within the sysiem. Yet ather sys-
tems have distributors bring stock to the foor and even shelve it. Progressive
systems increasingly consider outsourcing the inventory and distribution fune-
tion: working closely with the distributor 10 ensure that the goals for out-

sourcing arc met and that the system derives the benefits associated with the
wransfer of lunction,
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Summary and Conclusion

This discussion began by asking how to improve distribution and inventory services.
The answer can be looked at in a simplistic manner. It is a trade-ofl between
service and costs. In fact, all strategy may be considered a matter of economic
trade-offs.*” Progressive managers continually evaluate their behavior by consid-
ering il the trade-oll between services and costs ean be improved with distribu-
tion and inventory processes? I the answer is yes, increased attention to inventory
and distribution is warranted, as well as additional investments in technologies
that will make these areas work o the benefit of the hospital or system.

Hospitals and systems have too lrequently viewed distribution and inven-
tory as an either-or question pertaining to insourcing versus outsourcing, The
two potential answers are to completely outsource the processes or manage it
all internally.*® However, based on the ASU/CHMR case studies and obser-
vations across the field, it appears that a more finely tuned approach must be
taken in which the economic values of trade-offs must be considered. It must
be determined which distribution and inventory process improvements can cre-
ate revenues through greater economies of scale and scope. Finally, i one side
of the cither-or question is taken and the processes are completely outsourced,
the outsourcing must still be monitored and mnnngcd to ensure that workers
from the distributor erganization fit into the organization where they are “guest
workers,"”

This chapter was designed around the observation that most hospitals and
systems do not strategically look at both sides of the trade-ofls. As a result, the dif-
ferent variables associated with distribution and inventory are not being analyzed.
The hospitals are looking at either the cost or the service issue and do not recog-
nize what they should be examining in the processes.

For senior management to elfectively provide leadership in the materials as-
pects of their organizations, they must address the issues of value, control, and
power within the supply chain. The answers to these questions will vary from
situation to situation depending on the distributor and the structure of the sysiem
or hospital.

Strategy is a matter of sclecting the correct options in order to take advan-
tage of existing assets. For inventory and distribution to become strategic, it is first
necessary to determine their expected value. In addition, it is vital to establish the
amount of organizational contral desired over the proeesses because potential
weaknesses exist by having te share company-specific information. For example,
if the processes are completely outsourced, there is a possibility thar intellectual
property could be lost,
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The value that most systems seem o he seeking in their deliberations
regarding inventory and distribution is woal dollar savings. As they approach the
determination of savings, they do not consider the alternative use of dollars
accrued or the costs associated with bringing an outsourced function back into the
system. Finally, few systems systematically calculate the total cost of ownership of
goods but tend to focus on one discrete aspect of the contracting, distribution, and
inventlory process.

Inventory and distribution within systems and hospitals is complex duc to a
number of unique conditions, such as product proliferation, irregular demand
schedules, and high customer demands. Senior management has frequently seen
inventory and distribution as areas to be efficiently administered, not critically
managed. Materials managers need to be hired who have the skills, cnmpcl:r:ncica
and capabilities to cope with the intricacies of a system’s materials challenges
rather than providing leadership necessary to move 1o a more strategic level of
development.

The purpose of the ASU/CHME siudy was not to study the wide range of
preducts and services offered by distributer organizations. Broadly, distributor
selection should be on the basis of the abilicy of the distributor 1o add value "5
and match customer value with the services provided.? Distributors have found
that it is necessary to provide more value than just movement of goods. As
Crawford and Mathews suggest, “To succeed a company needs to be dominat-
ing in one attribute, differentiate itsell’ on another, and be adequate in all of the
rest, but not below that.”3! The health care distributor has greatly increased
its role to include support services for the movement of supplies and the devel-

opment of new technologies for deployment of the supplies in the hospital.
These services typically inelude:

= Communication among members of the supply chain, such as sending and

receiving orders and resolving customer issues

Billing, including sending invoices and receiving payments

= Financial issucs, such as assuming the risk of future payment and activiry-based
costing sysiems

= Sales and marketing support, including demand analysis and use

To quote a supply chain manager interviewed in this study, “When I used to
think of report generation and market information, I thought of a truck moving
goods. Today [ think of a total business service.” Distributors appear to be suc-
cesslul in creating models that provide value to the hospital end users and, in turn,
to the hospital and the system. At this peint, it is unclear if’ it will be the distributor,
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the GPO, or another information technology provider that will provide the data
to reflect the hospital’s use of products and process.

A number of keen observers of the field of supply chain management have
observed that there are four basic ways for a firm to ensure that logisties funetions
are completed: (1) internalizing the processes, (2) acquiring capability, (3) engag-
ing in arm's-length transactions, or (4) strategic alliances between partners willing
to take risks and share rewards.*? There is a growing consensus that in an era of
vendor-managed inventory, it may take the development ol a strategic alliance
between distributors, suppliers, and hospitals to improve hospital and system
performance. The hospital gains additional benefits as the supplier takes en the
costs of warchousing and excess merchandise *? Suppliers gain efficiency by having
a stronger handle on use and an expected demand for goods,

Pi‘_'rha.pi it is important to recognize that distributors are increasingly becoming
knowledge management companies: allowing progressive managers o monitor
their compliance with contracts and better manage standardization, understand
use, engage financial modeling, and categorize materials, I they are able 1o con-
tinue along this line, they may become knowledge-creating companies.®*
Sophisticated distributor informaties provide systems with charts pertaining te top
product categories (such as wound sunares, woven and nonwoven goods, adhesives,
bandages, dressings and sponges, and surgical instruments). They also provide
systems with data pertaining te purchase price and manulaclurer contraet
information.

As progressive hospitals and systems seek to improve their own perfor-
mance, they are clearly recvaluating an environment where their pursuit of
strategic direction and strategic alliances is linked to the changing roles played
by purchasing partners. Distributor organizations are separate from GPOs in
the LS. health care system. Without doubt, the presence of GPO contracts
(Chapter Four) helps signal to suppliers that there will be a demand for their
products and provides hospitals and systems with a potentially reduced range
of iverns for accomplishing their goals. Hespitals also purchase GPO contracted
products, as discussed in Swudy 1, through non-GPO sources, choosing 1o deal
directly with a supplier and frequently purchasing goods that are not in a GPO
contract from the lists of supplies offered by distributors.?” In addition, hun-
dreds of new products come onto the marketplace annually, many never
securing a place in a GPO contract catalogue of goods. For this reason too, a
significant amount ol purchasing continues to be carried out directly with sup-
pliers, and transactions with distributers are for a very large range of produets.
Distributoers alse may have their ewn label brands that compete with the prod-
ucts oflfered by GPO contracts. Thus, the nexus of purchasing partners is clearly
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not fully aligned, and it is not clear thar the envirenment, where hospitals and
systems are still considering the possibility of taking on inventory and distrib-
ution functions, will consistently lead to sirategic alliances 1o strengthen the sys-
tem. There is no question that inventory and distribution issues are complex
issues that require carefully strategic consideration. The complexity described
in this chapter, however, must be considered in relationship to a sector of the
economy that has not yet given careful consideration to where arder and LTS
ply errors occur and how such errors affect system performance, even in the
presence of enhanced information technology.
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CHAPTER SIX

ORGANIZATIONAL DESIGN
FOR HOSPITAL AND HEALTH
CARE SYSTEM SUPPLY CHAINS

his chapter assesses the extent to which organizational design and environ-

ment can be structured to facilitate exeellence in hospital and hospital supply
chain performance. The idea of the managers as architects of the organizational
design is, of course, not new in the field of management. In the early 1960s Alfred
Chandler provided sirong evidence that an organization’s sirategy is a strong
determinamt of its structure.! The ASU/CHMR study found that progressive
supply chain managers are able to articulate a strategy for their efforts. They
understasd that there are a variety of strategic aliernatives related o their use of
purchasing partners as well as their investment strategies for supplies. They also
understand that the supply strategy must be a strategic fit for their organization’s
culre, and in achieving this level of fit, they must account for the various difler-
ences within the hospital and the system. In somewhat different werims, supply man-
agers in progressive organizations see themselves as orchestrators of the supply
function and seek structures o facilitate their suceess.

Supply chain departments ean be thought of as boundary erganizations thae
must manage bath the internal erganization of the hospital and the various up-
stream trading partpers that are necessary to achieve supply chain management
and strategy goals. Organizational design for a supply chain must thus be respon-
sive to the dilemmas of a boundary organization that interacts with the very
dilferent environments of its internal and external customers.? The health care
supply function must be designed to link with external supplicrs and markets to
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deliver value to the company and to operationally link elinicians and other internal
customers to “provide internal functions with external supply market intelligence
and actionable opportunities,*?

The ASU/CHMR study revealed that progressive hospitals and hospital sys-
tems are characterized by their diversity in organizational design, giving credence
to the observation that contingency management is a key skill for health sector
value chain.* While supply chain finction centralization is touted in several sys-
tems as the key to high levels of savings and standardization on both clinical and
commadity items, a number of decentralized systems attribute their success in cost
reduction to being able to work at the local level, Peter Drucker wrote “that there
is no one right or universal design but that each enterprise needs to design around
the key activities appropriate to its mission and its sl;ratcgies,”5 Hospitals and health
carc organizations are characterized by very different missions and strategies. They
differ by market conditions, access to financial and human resources, financial
structure (for example, investor owned versus nonprofit), regulatory environment,
and geographical location. Mastery of understanding an organization’s environ-
ment is one key to success. Study 3, an analysis of a large metropolitan hospital,
describes the design characteristics of a hospital system following a merger. I
clearly reveals the extent to which a hybrid form of organization is necessary ina
system where members have very dilferent missions and competencies,

Organizational Environment

Organizational environment is defined as the sum total of the elements that exist
outside the boundary of the organization and have the potential to afTect all or part
of the organization. It has been suggested that ten factors (Exhibit 6.1) ean influ-
ence the organization and the system. For the hospital supply chain, environment
includes the legal and regulatory structure that affects both the hospital and the sup-
ply and distribution channels upstream from the point of delivery. What capital-
level items can be purchased by a hospital continues, in many siates, 10 be regulated

EXHIBIT 6.1. ORGAMIZATIOMAL
EMVIROMMENT FACTORS.

Industry dynamics Economic conditions
Raws materials Government regulations
Human resources Sociocultural factors
Financial resources Technology

Market conditions Intermational conditions




Organizational Design for Hospital and Health Care Systern Supply Chains 157

by the existence of certificate of need laws. The external environment, which
also determines standards relating vo infection rates and the shielding of employees
from dangerous materials, affects the purchasing of goods and services,

The supply chain includes both the internal and external envirenment within
the system. For instance, the market conditions el the physicians may affect the
physicians’ willingness 1o be supportive of hospital cost-containment and quality
enhancement ellorts. Environmental conditions may also include socioculiural
factors, such as a hospital's linkage to a religious order with a strong commitment
to bring health care 1o the poor

These environmental conditions should be considered along several dimen-
sions. The simple-complex dimension in Figure 6.1 refers to the degree of het-
erogeneiry in an organization's operations. Hospitals and hospital systems generally
operate in a complex environment with a large number of technologies and that
is a focal point for cultural and value changes. At the departmental or specialty
level, hospital environment is actually heterogeneous. It spans the range from sim-
ple to complex. A hospital laundry, for example, is a fairdy simple environment,
while a surgical floor is complex in its technologies, mix of stalll and range of ser-
vices. The environments of such different organizations demand diflerent strate-
gies, as well as different structures. The hospital also has a complex mix of human
resources and interfaces. Hospitals by their very nature serve a number of diverse
customers, unlike most other industries.

System complexity alse pertains to the mix of hospitals and other delivery
units within the system. There are systems that are highly dispersed nationally,

FIGURE 6.1. ENVIRONMENTAL COMPLEXITY.
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such as the Mayo Clinic, which has major operating units in Rochester,
Minnesota, Scottsdale, Arizona, and Jacksonville, Florida, and HOA, with hos-
pitals in over half the states and abroad. While centralization of the pur-
chasing function characterizes the Mayo Clinic lrom a system-level perspective,
its geographically remote operating units in Arizona and_jm:lcsn-nville have sub-
stantial locally based supply chain management functions and different designs
to meet the strategic goals of the different units. This kind of centralization is
very different from the ceniralization that characierizes the supply chain fune-
tion at HCA, which is increasingly built around a national materials formu-
lary. It is also quite different from centralization at B]JC HealthCare, which
serves thirteen hospitals relatively near St. Louis, where a similar distribution
model can be applied to the system's hospitals or the even smaller system
detailed in Study 3. Centralization seems to mean dillerent things to dillerent
systems,

The stable-unstable dimension refers to the extent to which elements in the
environment are dynamic, An environmental domain is stable il it remains
the same over a significant period of time. Hospitals are somewhat unstable
because governmental regulations, reimbursements (eeonomie or financial con-
divons), and technology are constantly changing: In addition, overall demand may
be predictable (number of admissions), but the exact type of care is somewhal less
predictable from day 1o day, Figure 6.1 demonstrates how the stable-unstable and
the simple-complex dimensions generate the concept of uncertainty, that is, that
decision makers do not have sulficient information about environmental factors
and have dilficulty predicting éxternal changes. Uncertainty increases the risk of
failure for erganizational responses and makes it dilficult to compute costs and
probabilities associated with decision alternatives.

A good example of the difficulty that hespitals have planning in an un-
stable environment is associated with the decade-long controversy associated
with the development of specialty heart and nrthopcdic surgical! hﬂspimls.
Harvard University professor Regina Herzlinger has argued that such hospi-
tals (or “focused lactories”) have the opportunity to become centers of clini-
cal as well as administrative excellence (see Case 6.1 for policy hackground).®
Even in the face of cyclical government-enforeed moratoriums restricting the
building of such hospitals, it remains uncertain that the environment will
tolerate a set of new clinical efforts that are perceived to infringe on financially
profitable units of comprehensive medical centers. For those who would design
specialty hospitals or contemplate expansion of traditional hospital services,
this is an uncertain environment. For thase who would manulacture products
for such services, anticipating the demand for capital items and materials for

cardiac and orthopedic services is very difficult. Hospitals are complex. In such
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an environment, where supply management and strategy decision makers face
a large degree of uncertainty, organizational design and strategy must be suft
ficiently Aexible to facilitate the meeting of goals.

* *

Case 6.1 Specialty Hospitals

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 in-
cluded an 18-month moratorium on the development of new physician- and investar-
owned surgical facilities. These facilities, generally known as specialty hospitals, typically
focus on a few areas of surgical practice such as heart surgery or erthapedic surgery.

Specialty hospitals offer high-quality health care in a setting outside of the tradi-
tional general haspital, care that often is delivered at lower cost, But specialty hospi-
tals have drawn intense criticism from the general hospitals they compete with, who
successfully lobbied Congress to include a moratorium on construction of new spe-
cialty hospitals in the Medicare Prescription Drug, Improvement and Modernization
Act of 2003,

When the moratorium expired in June 2005, the Centers for Medicare and Med-
icaid Services refocused its efforts on ensuring that payments to such hospitals would
not disadvantage general hospitals. The continued concern with such hospitals is
grounded in a number of issues, which are discussed below.

Self-Referral

Cine major concern expressed by the American Hospital Association (AHA), which rep-
resents general hospitals and health care networks, is that because speciaity hospi-
tals are typically owned by doctors, there is an incentive for doctors to refer patients
to a specialty hospital in order to generate profits, regardiess of what is in the best
interest of patients.

Two different studies conducted in 2003 by the Government Accountability Office
(GAD) tound a substantial majority (70%) of phiysicians with admitting privileges at
specialty hospitals had no financial interest in the hospital. Of those physicians who
had a financial interest, most owned & percent or less of the hospital.

Greg Scanlon, a health policy expert at the Galen Institute in Washington, D.C.,
expresses doubt about the charge that doctors improperly direct patients to clinics
in which they have an ownership stake. Scanlon writes, “Given the scandalous track
record of hospitals in patient safety and guality, it is entirely possible that physicians
invest in facilities in order to assure better quality, and naturally refer their patients to
facilities in which they have some influence over the quality of the care provided ”
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Limited Service

Another criticism leveled by the AHA is that specialty hospitals “do not have emer-
gency departments,”

The GAD research confirmed this. While 92 percent of general hospitals have
emergency departments, fewer than half—45 percent—of specialty hospitals
have emergency departments.

Health care experts, however, say this charge misses the point of specialization.
“These hospitals are more efficient exactly because of specialization. They deliver the
highest standard of quality care since they are not expected to be all things to all pec-
ple by offering everything from an ER to a maternity ward,” says Conrad Meier, senior
fellow in health care for The Heartland Institute. “This is like a supermarket trying to
shut down a drugstore because it doesn't sell fresh meat and produce, but it's ok for
the supermarket to sell prescription drugs.”

Many specialty hospitals, including MedCath, a chain of 13 specialty hospitals
focusing on cardiac care, do have emergency departments. Those departments are
open 24 hours a day, are staffed by physicians, and have an average of seven beds
each. MedCath's emergency departments treated more than 60,000 patients over the
past year, nearly two-thirds of them for non-cardiac-related conditions,

In a letter to Congress dated October 12, 2004, MedCath CEOQ John Casey and
CFO James Harris point out that even large general hospitals typically don’t offer every
possible type of medical care, such as trauma er bumn care. They note, “by focusing
on cardiovascular disease and creating a center of excellence , . . MedCath hospitals
have been able to improve the guality of care, reduce the average length of stay of
our patients, save Medicare money, and achieve a high level of patient satisfaction.”

Cherry-Picking

Critics say doctors at specialty hospitals refer healthier, more profitable patients to their
own facilities while sending less healthy, more expensive patients to general hospitals.
Because they do not operate emergency rooms, critics charge, specialty hospitals
get a better mix of patients and serve fewer Medicaid and uninsured patients.

Caraoline Steinberg, vice president of policy at the AHA, said, “Preliminary data from
MedPAC . . . shows that cardiac surgery has greater profit marging compared to other
types of surgery, and if you adjust for the severity of patient illness, orthopedic and gen-
eral surgery also show greater profit marging, up to 15 percent more profit.”

The American Surgical Hospital Asseciation (ASHA), a trade group for specialty
hospitals, strongly disputes those charges. They say their members provide services
to Medicaid and uninsured patients. They also note the nonprofit status of
most general hospitals allows them to better absorb the costs associated with

lower-paying Medicaid and uninsured patients, compared to a hospital that roust
pay taxes on revenue.
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Research by the Lewin Group alse contradicts the charge that specialty hospi-
tals are treating only the healthiest, most profitable patients. In a study of MedCath's
12 hospitals, Lewin researchers found Medicare cardiac patients treated by Med-
Cath had a Case Mix Index (a measure of patient severity and case complexity)
20 percent higher than their counterparts at general hospitals, indicating MedCath
facilities were generally treating patients less healthy than those of competing
hospitals.

It is not difficult to understand why doctors might refer their most difficult cases
to specialty hospitals, where they feel the most confident about being able to offer
the best care to these patients. Linda Gorman, who follows health care policy for the
Colorado-based Independence Institute, noted, “specialty hospitals may provide an
alternative for doctors who are dissatisfied with the quality of care, efficiency, and
bureaucracy of general hospitals.”

Medical outcomes for cardiac patients at MedCath hospitals would seem to sup-
paort that idea. Although MedCath patients generally enter the hospital sicker than av-
erage, they have shorter stays, lower mortality, and fewer complications whan
compared to patients at general hospitals in their peer group.

Draining Resources

Critics also charge that by focusing on procedures that attract higher reimbursement
rates from insurance companies and government programs fike Medicare, specialty
hospitals drain away from general hospitals revenues that would otherwise be used to
subsidize medical treatments reimbursed at less than cost. Cardiac, orthopedic, and
general surgery are among the procedures with the highest reimbursement rates com-
pared to cost, according to the AHA,

ASHA notes, however, that a survey of its 71 members shows they provide senvices
in six different specialties on average, not just the three high-reimbursermnent specialties
noted by AHA. Only five ASHA members are single-specialty hospitals.

Scanlon also notes specialty hospitals can hardly be blamed if general hospitals
accept reimbursement from insurers and the government at less than cost for some
procedures. He guestions whether such internal cross-subsidies are appropriate. “Is it
really fair or rational to have maternity or cardiac patients singled out to pay for the
costs of a traumna center?” he asks. “If trauma centers are a valued community service,
shouldn’t the whole community subsidize the costs?”

Laws, Tougher Regulation Sought

Citing these complaints and others against specialty hospitals, the AHA, Federation of
American Hospitals, state affiliates, member hospitals, and allies are fighting to stop
the growth of specialty hospitals, They are seeking tougher and more widespread Cer-
tificate of Meed (COMN) laws, lobbying to make permanent the Medicare reform law's
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moratorium, and denying admitting privileges to doctors invelved with specialty
hospitals.

COM laws require that the construction or expansion of any medical facility be
approved by government officials. Health policy experts say efforts to expand and
strengthen COM laws are nothing more than using the government to stifle compe-
tition. “Certificate of Need and other anti-competitive regulations inhibit innovation
and protect the market position of existing players,” charges Scanlon.

A July 2004 report from the Federal Trade Commission and Department of justice
confirms Scanlon’s criticism, finding that COM laws “are not successful in containing
health care costs, and . . . pose sericus anticompetitive risks. . . . Market incumbents
can too easily use COMN procedures to forestall competitors from entering the incum-
bents market.”

Resistance to Innovation

Specialty hospitals are what many health policy observers term a “disruptive innova-
tion,” delivering health care in a new way that disturbs the status quo and reduces the
market share of previously dominant players. A Horvard Business Review article in 2000,
titled “Will Disruptive Innevations Cure Health Care?” notes, “health care may be
the maost entrenched, change-averse industry in the United States.”

Specialty hospitals undoubtedly represent a change that threatens to disrupt
the market dominance enjoyed by many general hospitals. By offering medical facili-
ties that specialize in a few specific pracedures, specialty hospitals can improve the
quality of care while alse reducing price through competition. It should come as lit-
tle surprise that the dominant players, general hospitals, are fighting back and paint-
ing out what they perceive as the negative consequences of upsetting the status quo.

Sowrce: Pamell, 5, “Specialty Hospatals,” Mealth Core Mews, Dec. 1, 2004,
L I

Organizational strategy is a plan for interacting with the environment 1o
achieve goals. Goals define where the arganization wants to go, and strategies de-
fine how it will get there. For example, the goal might be to achieve 5 percent
net income, while the strategy might be to reduce materials costs, improve oper-
ational cfficiency, and improve employee productivity Strategies can include any
number of tactics to achieve the goal. Michael Porter developed a popular method
for categorizing organizational strategies.” Each of the strategies (Table 6.1) at-
Lempls 1o maximize the organization's sirengths in order to develop a competitive
advantage within its cnvironment, and in order 1o accomplish this goal, different
organizational designs are required.
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TABLE 6.1. ORGAMIZATIOMNAL STRATEGIES.

Strategy Tactic

Low-cost leadership: Increase market Tight cost control
share by increasing low-cost com- Process engineering skills across
pared to competitors. departments

Hospital example: Community hospital Intense supervision of employees,
that competes by being the lower- including professional staff
cost, higher-quality alternative. Frequent and detailed control reports

Intense efforts to reduce costs of
product and service delivery
Differentiation: Attempt to distinguish Strong marketing emphasis

products or services from others Atternpt to develop unique capabilities
in the industry, Purchase of high-guality capital

Hospital example: A haspital that equipment and development of
promotes its specialty, such as unique specialties
ancology. Emphasize research

Focus: Concentrate on a specific Combine the above tactics but focus on
regional market or buyer group. a unigue market

Hospital example: A systern focuses Atternpt to promote one specialty over
an obtaining dominant market share the others

in a focused geographical region.

Organizational Design and Structure

Before proceeding with this discussion, it is important to differenuate berween or-
ganizational design and structure. The design is the overall look of the organiza-
tion, including its formalization (the extent to which expectations regarding the
means and end of work are specified and written), the centrality of authority and
decision making, the complexity or number of distinctively different job titles or
occupational groupings, and the number of distinctly dilferent units or depart-
ments in an erganization.? As depicted in Figure 6.2, organizational design
emanates from dynamic strategic management, which takes into account an
organization’s culture, goal and work arrangements.

Organizational strueture ineludes such items as:

+ Division of work: Enhances the individual’s proficiency in performing his or
her work and thus improves the efficiency and effectiveness with which the work
can be performed

+ Departmentation: The grouping of work and workers into manageable units
or departments
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FIGURE 6.2. STRATEGIC CHOICE.

Seraregic Management
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Environment {Structure) Design

= Authority and responsibility relationships: Assigning individuals the responsi-
bility and authority for the completion af work

= Span ol control: Grouping workers according to the number of subordinates
reporting directly to a manager

* Coordination: Assembling and synchronizing work 1o function harmoniously
in attaining organizing ohjectives?

The appropriate structure fAlows from the goals, and the organizational design
is required to implement the strategy in an efficient and effective manner.'® The
structural design of a supply chain requires;

* An “extra” design of the struciure that is an interface with the outside world
of supplicrs and markets (“extra™ here means focusing outside the company).

= The “inter” design, or the structure that is an interface with internal units, sites,
and projects. (“Inter™ here means interdepartmental across the company)

* The “intra” design, or structure inside the company that translates, coordinates,
and integrates the extra- and inter-designs. (“Intra” here means within the
supply organization.)!!

The ASU/CHMER research project was initiated arcund determining the best
organizational design for the supply function. Early in the research, it became
apparent that a hybrid approach, drawing on aspects of both centralization
and decentralization, characterizes the most progressive systems. A review ol
the classic liverature on organizational design indicates that both centralized and
decentralized structures have advamages and disadvantages within supply chain
management (Table 6.2). Both are characterized by facets of formalization and
complexity. Managers conternplating design features will also see that trade-offs
exist with each of the dimensions of organizational design—for instance:

= With centralization, it may be easier 1o develop a larger spend volume by

coordinating across hospitals, BUT individualized specialized needs within a
hospital may be lost,
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TABLE 6.2, ADVANTAGES AND DISADVANTAGES
OF CENTRALIZATIOMN.
Advantages Disadvantages
CENTRALIZATION

Greater specialization of buying
process: may specialize on a
certain type of commaodity, capital
equipment, or physical preference
iterms

Consalidation of supply requirements,
resulting in greater buying clout

Bundling of suppliers so that fewer are
required; improved administration of
suppliers

Primary decision makers physically
close to each other

Ability to develop critical mass of
expertise in gne location (economies
of scale)

Strong focus on strategy

Improved contral and universal
policies and procedures

Lower administrative cost of
purchasing

DECEMTRALIZATION

Easier coordination with hospital
users

Faster response to local needs

Effective use of local sources

Autonomy of local unit and pride in
local efforts

simple reporting lines

General job skills

Better understanding of local cost
structure

Less ability to use generalized job
skills across suppﬂ}r commodities
or functions; greater propensity
to become bored with job

May overlook specialized needs
in different hospitals

Smaller and umique suppliers required
for specialized services may be
overlooked

May lose physical contact with users
in different hospitals

Critical mass may become
psycholegically isolated from
users

Less focus on individual needs within
the hospital

Individualized needs lost to universal
control as a result of universal policies
and procedures

Higher visibility of administrative costs
of purchasing

More difficult to coordinate with other
business units

Become accustomed to responding on
an ad hoc basis, with little planning

Focus on local sources without using
coordinated sources without using
other units

Lack of commitment to entire system’s
objectives

Poor coordination with the systemn

Functional complex specialization
maore difficult

Poor understanding of total cost
across the system
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* As jobs become more complex, a greater level of specialization may develop,
BUT fexibility is lost as personnel do not know how to quickly adapt to a local
supply needs.

»  Formalization may allew for a consistent way of recording and eantrolling costs,

BUT the understanding of costs within a hospital unit may be difficult 1o

understand.

Local reporting lines of authority and responsibility make it casier to relate

to local internal and external customers, BUT it is difficult to take advantage

of leveraged buying across the hospitals.

Assessment of an organization’s strategy should Aow from the organizaiion’s
assessment of its environment and its goals and the necessary trade-olls 1o ensure
success.!? A primary reason for these wrade-ofls is that most systems seldom have
the same organizational environment and the same goals and sirategics across
system members. An example provides clarification for this statement. Consider a
large system that has several large community hospitals, a small suburban com-
munity hospital that specializes in oncology, and another hospital that focuses on
children, and still another with a large cardiac care center, In addition, the sysiem
has an assisted care center and a community outpatient clinic. Each of these
facilities operates in a distinctively different community and clinical environment.
Even the two large community hospitals have slightly different markets due to dif-
fering sociocultural factors within their regions. In addition, each hospital has
different technology and financial environments. These are very complex systems. '
Because of the different environments, each hospital has a different sirategy for
meeting these goals, One of the community hospitals, in a lower socioeconamic
region, gains strategic advantage by attempting to be the low-cost provider within
the community. Meanwhile, the other community hospital attempts to dilferentiate
itsell through customer satisfaction. It puts a lot of emphasis on prometional
campaigns designed to develop an image of providing patient convenience and
comfort in addition 1o quality care. The cardiac care and oncolegy centers focus
on providing specialized treatment.

The dilferent strategies should theoretically lead 1o different erganizational
designs, but a dilemma exisis: How is it possible 1o have a separate organiza-
tional design for each unit within the system and a consistent design for the sys-
tem as a whole? Charles H, Fine has advanced the concept of clockspeed to
understand the rates of evolution in different industries. ' He refers to the extra-
ordinarily rapid clockspeed of the entertainment industry, the somewhat slower
clockspeed of the semiconductor industry, and the even slower clockspeed of
the aircraft industry. Each of these industries, given the changes within its envi-

ronment, has a very different organizational design and very different structures
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and strategies assaciated with their supply chains. Fine suggests four keys 1o
understanding supply chain architecture: (1) geographical proximity (physician
distance), (2) organizational proximity (the relationships between customers and
suppliers and their alignment of ineentives and processes), (3) cultural proximity
(commonality of language, business mores, and ethical standards), and (4) elee-
ronic proximity (the extent to which parties are connected through technology).!®

Fine's classification of industries on the basis of such analysis brings together
the aspects of clockspeed associated with products and technology, processes, and
organizations. Taking a paticnt's ailment as the focal point for a health care prod-
uet, Fine sees the architecture of the health care indusiry (except for emergency
care] as dispersed, modular, and slow in both time and space.'® But there are many
dilferent ways to look at health care. The hospital industry, while still having a
large number of “gencral plants” in the form of hospitals, is increasingly char-
acterized by outpatient elinics, relationships with contracting partners for services,
and increased use of technology for communication. When the hospital becomes
the focal point, with its various lunctions and services relating to the need for sup-
ply {(both services and products), there is a very dilferent view of the health in-
dustry. Perhaps what is most remarkable about the hospital is the various
clockspeeds associated with different departmenis, products, and relationships.
The clockspeed on an internal medicine or psychiatry ward may be very slow,
with the introduction of few new, dislocating technologies. This is very different
from the clockspeed in cardiac surgery, where new products, processes, and
expeciations continually challenge both the organization and the individual
players. The supply funetion engaged in soureing and contracting for [ood cater-
ing for patients, employees, and visitors has a very dilferent clockspeed rom the
supply function engaged in sourcing and contracting for capital equipment on an
enterprise systemwide basis,

In many ways, the introduction of new technologies changes the clockspeed
of many different aspects of the hospital. A deskiop specimen analyzer, for ex-
ample, may allow a physician to diagnose and weat a patient in the same visit. This
may lead to the dissolution of the relationship berween the hospital and an out-
side laboratory that formerly did the test, It may also necessitate the availability
of materials for a just-in-time intervention that is now possible as the result of the
new information. The ripple of such an innovation can change many diflferent
things. What were once very modular patient encounters, requiring several visits
to many dilferent specialists, are now tight, integral procedures that require avail-
able products, expertise, and a highly coordinated organizational structure and
elfort.

The dilemma of the health sectar supply chain is the very diflferent clock-
speeds and changing clockspeeds of units across the hospiial and in ambulatory
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care. Beeause of this dilernma and the trade-offs already noted, it may be that the
perfect fit is difficult to achieve, The centralized, complex, formalized organiza-
tion does not fit all siuations. However, the opposite of this—the decentralized,
informal, or simple organization—does not fit all situations either. As a result, a
hybrid form of organizational design is often more appropriate. In a hybrid
organization, activities, responsibilities, and accountabilities are shared between
operating units and the corporate office. Some activities are centralized at the sys-
tem level, while others are decentralized 1o individual hospital units and even sub-
units within the hospital. For some situations, there may be extensive policies and
procedures, and in others, individual Aexibility is fostered, Some aspects of the
supply chain structure may be complex, with many levels of hierarcly and rigid
reporting relationships. Other parts of the organization may be fat, with loose re-
porting relationships. Consistent with research in other industries, the progressive
hospitals and systems serutinized for the ACU/CHMR study reveal that a hybrid
organizational design is the most eflfective. !’

Hybrid Organizational Design

Hybrid organizational design comprises a combination of centralized and de-
centralized, formal and informal, and complex and simple leatures. A hybrid
design is an open system that does not seal itsell’ off or exclude other possibilitics.
It may be said to be a loose-tight fit, with loose formalizations in some aspects of
the organization and tight procedural controls in other parts. A number of pro-
gressive systems, for example, have tight, centralized control for use of a GPO for
commuodity items but loose control for physician preference items,

A hybrid system has the capacity to continuously adapt to its environment
by combining organizational design elements with agility across parts of the system. '
Combining elements is difficult because it means that ambiguous parameters may
exist when considering control, responsibility, and accountabilivy. A hybrid orga-
nizational design also requires communication and coordination where roles
are not always clear. Perhaps what is mest important is that the management of
the supply design cannot be relegated to the hospitals tacticians; “rather it must
be part and parcel of the organization’s key strategic thinking."'? Fine advises,
however, that to accomplish design, “you need to have a clear image of what
our supply chain design looks like, who is doing what for whom, and where the
“clockspeed botlle-necks” are occurring ™ Progressive hospital supply managers
monitor the different hospital environments by employing clinical resource

specialists 1o act in linking pin roles between supply chain department or other
operational units.
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Requirements of an Effective Hybrid Organizational Design

Information derived from the ASU/CHMR case studies as well as the current
research literature, indicates that important attributes are necessary to have an
effective hybrid organizational design in health care. These include an open Sy5-
terns approach in which there is Hexibrﬂity in roles and rcqun\-.it,i]ili:,, clarity of
goals, and high levels of employee communicatien and coordination,

Open Systems Approach. This approach requires a combination of external
focus, operational Aexibility, and interaction. The entire organization is seen as in-
teracting systems open to the inputs and ourputs of each other. This interaction
requires that employees understand the importance of interaction and mutual
dependency.

In an open system, the goals and outcomes of one unit are dependent on the
goals of another unit. They are exclusive of each other. In operational terms, this
means a physician, a quality control manager, and a supply manager depend on
each other to meet their individual and erganizational geals. In eontrast, in a
closed system, the supply manager may meet his or her goals by reducing the
purchase price for an item such as a stent, but it may ultimately affect quality or
physician satislaction. The supply manager works to maximize his or her own goals
without regard for others in the organization.

The open system in heath care is related to chaos theory, This theoretical
approach states that employees live in a complex world full of randomness and
uncertainty, This is true for complex health care environments, which are char-
acterized by surprise, rapid change, and confusion. As a result, managers cannot
measure, predict, or control in traditional ways the unfolding drama inside or out-
side the organization.?! The open, hybrid organization recognizes this random-
ness and disorder and atempts 1o adapt to the chaos rather than completely
change.®

Flexible Roles, Responsibilities, Authority, and Clarity of Goals. A supply chain
executive in an ASU/CHME progressive organization pointed to the impor-
tance ol fexibility, agility, responsibility, and clarity of goals: “In the past, we
defined ourselves by who we reported to. This is no longer the case. Now the
important thing is to meet your individual, organizational, and project goals.™
This individual was expressing the importance of goals rather than just keeping
the supervisor happy. In a rigid, closed, bureaucratic organization, often it is
more difficult to meet systemwide markets than it is to align behaviors toward
organizational goals. In an epen system, goals dominate, and roles and re-
sponsibility must remain flexible in order to remain consistent with organiza-
tional eulture.
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Agiliry in reporting is an important attribute of progressive health care orga-
nizations. In one of the ASU/CHMR systems, the supply manager reported to
the facilitics manager when the hospital was refurbishing the birthing center,
But on the next preject in which the hospital was reconfiguring the storage arcas
and receiving dacks, the facility manager reported to the supply chain manager.
Responsibilities were reversed from one project to another. In one progressive
ASU/CHMR swudy organization, it is clear that such a reporting scheme can lead
to confusion among employees. : '

Some of the confusion associated with such reporting is expressed by a nurse
who worked on standardization projects but reported to the supply management
group: “Who [ repert to is not important, and those who think that it is will have
trouble in this system.” She went on 1o say, “When someone starts to ask me aboul
my ‘credentials’ I know that they don't get . And not everyone does at this point!”

Employee Communication and Coordination Skills. Greater communicaion
skills are required in an open systern than in a closed system because it is neces-
sary to be able o influence others without line authority. In waditional burcau-
cratic organizations, influence is based on rules and procedures in addition o
hierarchy of autherity. In the hybrid system, authority is more likely 10 be based
on technical knowledge, motivational abilities, and charismatic leadership. A senior
manager who earned a master's degree before entering the workforee provided
an interesting and humorous comment during one of the ASU/CHMER inter-
views: “I was forrunate to be well educated and join the workforce at a relatively
high level back in the 1970s. It was great because people would listen 1o me. But
now I realize they only listened 1o me because of my position, Now I have 1o
convince them that what I am saying has merit, That is not always easy!! It has
prebably forced me to be a much better communicator®

Communication and coordination are vital for both vertical and horizontal
linkages. As one supply executive of a large system commented, “Sometimes |
wonder what keeps this place ogether. Not long ago, I realized that it was the com-
munication that keeps us stuck wgether—the glue that keep the ship together, and
sometimes it seems prewy wobbly!”

Characteristics of Effective Teams in Hybrid Organizations

The use of multidisciplinary teams made up of a wide spectrum of professionals
is vital in a hybrid organization and has already been discussed 1o some degree in
Chapter Three in the diseussion of value analysis teams (VATs). VAT: and other
team efforts are generally characterized by the heterogeneiry of membership and
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are cross functional. Such teams, which are important for both horizontal and ver-
tical coordination and implementation of sirategy, require carefil design around
several [actors: ¥

= Team composition. The correct members must be included. For instance,
a standardization committee on orthopedic implants without key users such as an
orthopedic surgeon would have limited effectiveness.

= Team skills. The weam members must have sulficient team skills, In several
of the ease studies, many of the participants had dilficulyy separating individual
perspectives and the team goal. This is a particularly intense issue in health care
because many of the key decision makers have had limited team-building train-
ing experience. OF course, the success of the cross-funcrional reams could be
largely identified as superior team and leadership skills of everyone involved.

+ ‘Team incentives, This characteristic is highly related to the other rwo, The
correct incentives must be in place for both individual and team contributions and
[or clinical and business contributors. This is not an easy task, but it is an essen-
tial one.

Strategic Questions for Organizational Design

The following strategic questions are designed 1o provide guidance in determin-
ing an appropriate erganizational design for the supply function. It has already
been stated that the hybrid approach is generally the most effective; however, it
is necessary to determine the extent of eentralization, complexity, and formaliry
required.

s [What are the primary envirormental faclors that affect the supply chain organizational
design? A supply chain concurrently operates within two enwvironmenis: (1) the in-
vernal elinical and business customers that it serves and (2) the external health care
customers, political groups, governmental regulators, and financial markets. The
relative importance and power of these environmenits must be determined. In
some situations, it may not be pessible to offser strong wraditions of a particular
internal group such as nursing or 1o counter the influence of physicians who have
allegiances in multiple hospitals. An external group member, such as a major
donor, may have an inordinate level of influence on erganizational decision mak-
ing In other situations, it may be necessary to attempt to overcome these strong
political barriers, which may stand in the way of an effective design. But a fair
assessment cannot be made until the political environment is assessed,
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Another crucial environmental factor is the market forces associated with the
health sector, which can have an impact on both external relationships and in-
ternal dynamics. For instance, physicians who have high market demand, bring-
ing a great number of admissions to a hospital, may have a different impact on
supply decisions from physicians with low demand.

*  How do the goals and sirategies of the system and each unil within the system qffect
the supply function? 1t is within the context of mission that organizational design can
make the greatest contribution to the system’s goals and strategy. While the
importance of linking the supply chain organizational design to the strategy
cannot be overstated, only the most progressive hospitals and systems are char-
acterized by written documents that link supply chain strategy and design 1o
broader system strategy and design.

In the absence of clearly stated goals and mission, it is quite possible that con-
fusion exists between the contending targets, such as low-cost and differentiation
strategics. When strategies are developed to meet multiple goals concurrently, the
organization is attempting to achieve “satisficing” goals rather than a maximum
level of performanee with a single goal,

The best way to satisly goals is to thoreughly understand the goals and sirate-
gies of each hospital or unit within the system, which leads to the next question,

*  What are the goals and sirategies of each unit within the system, and how can they be
integrated? Integration of strategies is extremely difficult, but supply management
may be able to maximize integration opportunities much betier than other fune-
tions. For instance, this may be accomplished through centralization of GPO and
distribution policies while decentralizing implementation procedures.

*  What are the current siructural elements of (1) division of work, (2) deparimental-
izafion, (3) authority and responsibility, (4) span of conirol, and (5) coordination? Also, what
are the current organizational design dinensions of (1) formalization, (2) centralization, ard
{3} complexity? In order for an organization to answer these questions, it may require
a thorough mapping process throughout the system. The map that results from
process analysis should provide an indication of the level to which the supply chain
is supporting the organization's mission. It is particularly important to consider
the difference between units and the interorganizational processes within the
system. The result may indicate how the integration of goals could be better
supported through supply chain design.

This process mapping may also indicate where communication linkages are
deficient. For instance, it may be found that supply waste is ocourring because
one unit does not understand how excess supplies can be transported to another
unit. Or it may be that one unit has lower GPO compliance because it is not aware
of standardization processes that oceurred in another unit.
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FIGURE 6.3. DIVISION OF WORK, AUTHORITY,
AMND RESPOMSIBILITY.

Clinical
Cast Business Specialisc

Leadership Snecialists

= What is the apprapreate division of work along with autherity and responsibility betrween
the supply managemeni processes and the elintcal process? This could be restated as, “What
is the role of the elinical stall’ within the supply process? Should the elinical stall
be part of the supply process, or should they be separated?”

Figure 6.3 can assist with the answer to this question. On one end of the con-
tinuum is the cost leadership strategy. To meet the objective of this strategy, pro-
fessionals are required with a strong background in cost analysis, strategie soureing,
and logistics management. These are highly specialized experts who have a lot
of authority and responsibility within the supply process. But in a focus strategy,
the supply specializations should be shared to a greater extent with the clinical
stall.

In neither case docs total autharity and responsibility rest with one pary. It
is divided bevween the elinieal and supply stafl. Also, the division may vary within
one hospital or throughout the system for different commodities and physician
preference items. A hybrid organizational design is required in order 10 account
for these dillerences,

Summary and Conclusion

Fellowing Drucker's contention that erganizational design begins with building
blocks, this discussion has reviewed these building blocks within the context of
environmental issues and strategy. Based on the current liverature and the resulis
of the case studies, a hybrid organizational design is recommended for most
hospital supply chain situations. Because of the environmental complexity, dif-
ferences in strategics may exist [rom one unit to another within a system. The idea
of a hospital as an organization with units alfeeted by a variety of elockspeeds
further supports the need for a hybrid system with an open, fexible approach o
organizational design.
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It is noteworthy that hospitals, while characterized by different clockspeeds
across departments, are also characterized by having units that are at very differ-
ent stages in their life cycles and thus require different kinds of management.®*
One hospital participating in the ASU/CHME project described the difficultics
of managing an ourpatient center that had very rapic turnover of patients and a
demand pattern for materials that was quite dilferent from in-patient units car-
rying out similar procedures. Another ASUSCHMR study site hospital, for ex-
ample, had recently acquired a robotic surgical system that resulted in [ewer
complications, a shorter length of stay, and reduced complications. The technol-
ogy was described as changing the demand for the surgical suites and sl

Hospitals are a curious combination of continually growing and aging de-
partments, processes, procedures, and technologies. New kinds of laboratories
emerge to meet new technologies, and processes are outsourced due to changing
time demands by patients and providers. Mo one supply design or strategy will
fit all of a hospital's units.

The progressive supply manager must be prepared to assess not only the best
strategy and consequent design for the overall supply function, but the strategy and
design necessary to meet the demands of a variety of internal and external cus-
wemers. In each case, the supply manager will find it necessary 1o determine the
centralization, formalization, and complexity that is required within each unit,
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CHAPTER SEVEN

LEVELS OF DEVELOPMENT FOR
THE HEALTH CARE SUPPLY CHAIN

he ASU/CHME study reveals that hospitals and systems vary considerably

in their inclination, ability, and approach to eontrolling their supply chain,
Crver the eaurse of the study, it became clear that progressive systems, commit-
ted to the control of the supply chain and cost reduction, have undergone a mat-
uration process to adapt to the variety of pressures in their environments and the
different clockspeeds that characterize their products and processes. This chap-
ter describes the features of hospital and hospital system supply chain manage-
ment characteristics ebserved in the course of the ASU/CHME study
Management consultants have recognized that the foundation for understanding
any organization is an assessment of the organization’s level of development in
its various business processes. On the basis of such analysis, they are able to make
recommendations to improve strategic fit and advance the firm'’s ability 1o engage
its environment at a more mature level. While tools to assist in such efforts have been
designed for other industries,' no wol has been adopted by hospitals and systems
to assess their current level of supply chain management sophistication.

Each level in the supply maturation process is characterized by diflerent swate-
gics asseciated with internally managing in the hospital {for example, inventory
control mechanisms, distribution schemes, and engagement of clinicians) and ex-
ternally with the system's purchasing partners. The idea of levels or maturation
also implies an active process, with the possibility of change over nme. Following
the organizational life eyele idea,? some organizations exist at an infaney or

175
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emergent level, cxp{:ri::n-l:i:n'g rapid periods of growth and adjustments in their
supply chains to meet the contingencies of everyday practice.

As hospitals and systems become mature, they are able to put into place
processes and procedures to reduce the burden of everyday management.
Ohjectives include managing external partners, preventing suppliers from bringing
unauthorized materials into the hospital, and internal decision making relating te
physician product use.

Hospitals, hospital departments, and processes are characterized by very
different structures, strategies, and clockspeeds pertaining to processes and orga-
nization. Strategies also dilfer across a system. One of the larger systems scruli-
nized is characterized by a value analysis team that was praised for its efforis 10
reduce the number of orthopedic implant manufacturers in one of its hospitals.
In another hespital in the same system, the value analysis team has purposively
worked not to reduce the number of suppliers but to standardize on price, thus
having a ceiling or cap on how much it would pay for defined implantable items.
The same manager heralded both efforts as great successes. Two dillerent strate-
gies in one system! In a third hospital, the system has not achieved cooperation
from its two competing orthopedic groups and could not engage in standareliza-
tion an either products or prices. Those that recognize this diversity and aspire 1o
achicve excellence in their performance will require mature but aglh: supply chains
e meet the challenges of the indusury.

Figure 7.1 identifies the levels of development that the ASU/CHME study
uncovered for hospitals and hospiml system supply chain management. While the
ASU/CHMER study goal was not to classify the systems studied on the basis of

FIGURE 7.1. LEVELS OF DEVELOPMENT.
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their hospital and system network integration, many of the auributes of pro-
gressive practice supply chain hospitals mirror the attributes of well-developed in-
tegrated delivery networks,? including the presence of highly committed and
integrated physician groups and multiple sites with a wide range of services.*
Yet progressive supply chain practices are not always part of larger, highly inte-
grated systems. Single hospitals and small sysiems seem to be able 10 come to-
gether to establish progressive supply chains. Furthermore, some large sysiems,
characterized by high levels of integration of adminisiration, governance, payer
alignment, and complexity of components, are not observed as progressive sup-
ply chain systems. Thus, one of the features of this chapier is a more extensive
discussion of intcgration as an organizational design featuré. As Burns and Pauley
point out, “There are diseconomies frem overcentralization ol hospital systems
and a need to blend both centralized and decentralized [orms of management
in such systems.”® As suggested in Chapter Six, progressive systems recognize and
are able to achieve such blends in both their design and other areas of their strue-
ture and operations.

Figure 7.1 challenges the reader wo think about the various factors alfecting
health supply chain matration and to begin 1o articulate, from experience, the
factors that affect suceess. While it is possible to characterize hospitals and systems
along a continuum or in terms of the developmental levels, a number of the
supply chain management characteristics present in very mature organizations
are also present in organizations that might be judged as being rather nonpro-
gressive. Al the same time, very progressive organizations requently are charac-
terized by some practices that ene would not associate with organizational best
practices, In a number of instances, large sysiems are characterized by hospitals
that are all very progressive in their supply chain steategy and management. Some
progressive systems, however, are uneven in the extent to which system hospitals
and departments progressively engage their supply environment. These contra-
dictions constitute a significant challenge for the supply chain executive.

Levels of supply chain development are best thought of as ideal types that are
understood by the extent to which they reflect a strategic fit between a hospital
and a systemn’s environmental situation in relationship to its unique competencies.®
A level of development eonstitutes a well-crafted strategic fit when it is suceessful
in aligning the goals of the hospital and the system with the opportunities they
encounter in their marketplace.” Achieving strategic fit is especially important in
the health sectar, where organizational cultures are very strong and clinician en-
gagement is central to the production of successful outcomes,

The strategic fit between a hospital or system’s level of development and its
unique situation extends to how it manages and encounters its purchasing partners,
including GPOs and distributors. When purchasing pariners de not allow the
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organization to achieve its goals or to purchase within the framework of its culture,
the hospital or system may attempt to change its existing purchasing pariner’s
strategy or will seek different partmers. An organization’s purchasing strategy there-
fore represents its best attempt at resolution of this tension at a given period
of time.8

Chapters Four and Five explored the idea of strategic fit for hospital
relationships, respectively, with GPOs and distributors. In that context, sirategic
fit relates to the demand for products and the responsiveness of the supply chain
to provide needed goods, in a cost-effective and timely manner, to hospitals and
systems.” As hospital and system supply chain maturity is discussed in this chap-
ter, a more macro and dynamic view of strategic fit is implied. This view takes into
account the broad speetrum of Lssues associated not just with purchasing partners
(such as GPOs or distributors) but with managing the variety of internal customers,
processes, and designs of the organization itself.

The generic model of dynamic strategic fit identified by Northwesiern
University professor Edward Zajac and his colleagues, introduced in Chapter
One, provides guidance for looking at how health care delivery organizations
should approach their decisions regarding improved organizational performance
{Figure 7.2).10 Figure 1.2 identified the presence of a "system of exchange” asa

FICGURE 7.2. STRATEGIC FIT FOR HOSPITALS
AND HOSPITAL SYSTEMS.
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key factor in the a hospital or system's ability to secure needed goods or services
in the marketplace in which it exists. Figure 7.2 replaces the box labeled “system
of exchange" with a box labeled “GPO" model. This reflects the observation that
a system or hospital that lacks the organizational competency or inclination to
gain the collaboration of its medical stafl may find itsell’ unable to be an active
participant in a purchasing organization that demands compliance in using a lim=
ited number of products. Decisions must be made on the level of change required
for improved performance, and decisions regarding organizational change will be
successful only if’ there is ample consideration of organizational competencies and
commitments.

Finally, adjusting organizational strategics is not a one-time decision. For some
decisions, such as engaging the medieal stafl’ for increased collaboratien, timing
miay be very important. In February 2005, just prior to the completion of this
book, the federal government announced that it would reinterpret on 2 case-by-case
basis laws regarding hospitals sharing savings with physicians (Study 4). Some systems
report that this now provides them with a new set of incentives to align physi-
cians with the organization’s goals and advance the system’s ability 1o reduce costs
for physician preference items. A system that has had difficulty in achieving collalb-
oration with medieal stall’ may find that changes in the legal climate will facilitate
their ability to move to a more advanced level of supply chain management
developrent. Because changes in legal opinion regarding gain sharing are variable
over time, there must be continuous vigilance by hospitals and systems toward their
strategic decision-making process.!!

Strategic Fit in Health Care Supply Management

Hospitals and hospital systems are differentiated by their organizational culares,
competencies, and aspirations. They are heterogeneous on the basis of levels of
competition for patients, geographical dispersion, expectations by key stakehold-
ers, medical stall organization and structure, focus (academic versus teaching),
and power to influence their environment. Furthermore, they differ by their recog-
nition of the eentrality of supply, sophistication of purchasing executives, and the
potential value of information technology.

As hospitals and systems develop strategies 1o solve elinical and business chal-
lenges and advanee their missions, they must consider how their decisions and
resulting practices combine to ensure strategic fit in managing its supply chain, A
hospital with comprehensive surgical services in cardiology and orthopedics, for
example, will have very dilferent opportunities to negotiate directly for extensive
supplier serices and price concessions than a hospital with limited services in these
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arcas. To the extent that volume can be leveraged to achieve better prices, hospitals
may use contracting and purchasing options in different ways.'?

Levels of Development and the Question of Integration

Owerall hospital and system maturity is associated with the organization's level
of horizontal and vertical integration. Heorizontal integration occurs when two or
more separate firms, producing either the same service or services that are close
substitutes, join to become either a single firm or a sirong interorganizational
alliance.'® Howard Zuckerman and Arnold Kaluzny describe alliances as being
either serviee, epportunistic, or stakeholder focused; each requires different ways
of thinking about organizations.!* They require skillful management and an un-
derstanding of what each party hopes to achieve. Truly integrated supply chain
parmerships are very complex, involving interrelationships of shared activitics,
processes, interests, objectives, and competitive information.'® The p:'illl:i]?a|
drivers behind these horizontal linkages are potential economies of scale and a
desire 1o increase market share.

Consistent with the discussion of organizational design for supply chain in
Chapter Six, horizontal integration should involve consolidation of many dupli-
cated resources among the organizations with the goals of increasing elficicney
and taking advaniage of economies of scale. The achievement of improved or-
ganizational performance through horizontal integration on operations is not clear
While there is continued debate regarding the extent to which mergers save
hospitals money,'® research by Dranove and Shanley!? and Spang and her
colleagues'® concludes that hospital mergers do not result in lower production
costs. The results of hospital consolidation require [urther study to assess impli-
cations for patient care and competition; ! nevertheless, in one of the progressive
systems in the ASU/CHME study, there were significant cost savings associated
with the reduction of supply chain personnel costs as a result of mergers, the
centralization of the supply lunction, and the reduction of costs associated with
standardization on items across the system.

Vertical integration refers to the bringing wogether of two more firms whose
products or services are inputs 1o, or outputs from, the production of one another’s
services. Two reasons generally exist for vertical integration: to lower transaction
costs between the units by substituting and exchanging within the organizations
and to reduce average production costs by sharing common inpuis (such as physi-
cians and nurses) across related production processes. Extensive research has
verified the benefits of vertical integration in a number of sewings, including
reduced transaction costs and collaborative savings associated with mutual problem
solving 2 Such integration can streamline products into lines of services and new
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business for a hospital or system. In many instances, more informal alliances, or
“virtual integration,” can achieve the advantages of firms coming under common
ownership,

While the extent to which horizontal or vertical integration specifically affects
supply chain operations, however, remains unexplored. It may be speculated that
the extent of impact is related to the level of the integration.?! A good articula-
tion of the characteristics of integration, which follow quite closely with the
ASU/CHMER features of progressive supply chains, is found in four stages of
imeg:al:ion as developed by MNCLE

Supply Chain Functional Problems and Prerequisites

Four principal problems, or functional prerequisites, must be solved and achieved
by all hospitals or systemns in order to carry out every day functions: (1) strategic
sourcing and product selection, (2) contracting strategy, (3) managing with the
GPO, and (4) inventory and distribution.?? While these have been discussed
individually as important aspects of supply chain management in the preceding
chapters, it is their orchestration at the hespital or system level that will determine
the performance of the overall supply chain.

Strategic sourcing and product selection, as discussed in Chapier Two, is
the process that identifies the need for the product, describes the product’s
autributes, identifies the potential suppliers, and evaluates them in combination
with their products. This process invalves the selection of the final supplier and
product and the negotiation of price in the absence of a GPO. This process
generally includes, as discussed in Chapter Three, the use of product selection
teams such as value analysis teams (VAT). The supplier management plan may
also be included in this strategic sourcing process.

Afiter the product is selected, it is necessary 1o determine the best approach for
contracting with the supplier. The question lies in whether this should be done in-
dependently (Chapter Three) or in collaboration with other organizations. This
frequently depends on the nature of the product and whether it is a local, national,
or international market. For instance, cleaning services may be a local market that
would require contracting of local providers, so it would not be functional to use
a national purchasing pariner. However, il it was a systermn contracting for the clean-
ing of thirty dilferent hospitals across five dilferent states, a national service may
be possible. Meanwhile, an international market is applicable to a product that has
limited suppliers in the United States and abroad. Contracting strategies may also
invalve the employment of technologies such as reverse auctions to facilitate a more
open and competitive marketplace. It is necessary to have a contracting strategy
to determine the best approach for each of these itlems.
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The third process is managing with the GPO (Chapter Four). On average,
approximately 70 percent of the goods that a hospital purchases is through a GPOL It
is for this reason that we have inserted the idea of the GPO model into Figure 7.2,
It is vital, as we suggested in Chapter Four, that systems and hospitals select a com-
patible GPO from the variery of models that are grounded in some combination of
alliance, price, moral, and communal characteristics.2* In short, the GPO should
be compatible with the overall supply chain sirategy. This may be an arm's-length
relationship that strictly focuses on price, or it may be a strategic development and
collaborative relationship. GPOs miay also facilitate independent purchasing for mem-
bers by assisiing with reverse auctions or advocating regional purchasing,

Whether contracting through a GPO or independently, distribution and
inventory are necessary (Chapter Five). Distribution includes movement of the
materials [rom the manufacturer to the end user in the hospital, Therefore, it
includes transportation of materials to the hospital dock, material handling within
the facilicy, and management of the item at the point of use. Most hospitals and
systerns use third-party distributors such as Cardinal or Owens and Minor 1o vary-
ing degrees and only in rare cases carry out these tasks completely independent
of third-party providers.

Risk, as discussed in Chapter One, is also associated with each of the supply
chain processes, thus requiring careful analysis and management. Strategy risk
eccurs when an inappropriate strategy is used for a good or service. For instance,
a GPO may be used when it would be more appropriate to contract independently,
or vice versa. The second vype of risk is market risk. This occurs because the mar-
ket may Auctuate rapidly without the knowledge of the supply chain professional,
As a result, an inappropriate price may be paid for a commoedity, the incerrect
good or service may be acquired, or inferior goods may be purchased, resulting
in inferior service. Demand risk, the third rype of risk, develops because of fluc-
tating demands. Demand changes may mean that too much or too littde of a
commeodity is available. The final risk, implementation risk, results when the
appropriate strategy is atemnpted, but it is implemented incorrectly, resulting in
high prices, poor clinical outcomes, or inferior customer service,

Successfully salving the four principal problems reduces the risk of organi-

zational failure by ensuring that the appropriate products are selected, contracted
for, and made available at an appropriate price.

Levels of Development

The ASU/CHMR study serutinized the ways that hospitals and systems attempt
to solve the four functional prerequisite problems associated with ensuring an
effective supply chain through cost and value analysis, employment of information
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technology, and collaboration and integration. This section characterizes how pro-
gressive systems simultancously work to solve the functional prerequisites for sup-
ply chain management, The characterization is completed with the recognition
that issues such as marketplace dynamics associated with managed care and sys-
tem integration,?? differences in a hospital and system’s definitions for success, 26
and system, geographical, and hospital diversity®? will aiTeet both supply man-
agement and strategy.

Level 1: Managing Operational Supply Support

Level | arganizations are characterized by:

+ Commodity-level focus

+ Reactivity

+ Emphasis on purchasing fundamentals

+ Price metrics

* Unintegrated information systems

+ Mo recognition that different units operate at different elockspeeds

At level 1, purchasing operations are managed at the departmental level, and
few or no formal written strategies exist for working with GPOs, suppliers, dis-
tributors, or physicians. Furthermore, little collaboration exists among these enti-
ties. A total cost perspective is not used, and information systems are not integrated
across [unctions. Although some strategic approaches may be used, they are not
formally developed and articulated, Value analysis or product standardization is
eonducted on an ad hoc rather than a systematie basis. Benchmarking on prices
and processes is limited to departmental-level activities. Mo attention is given to
the various types of supply risk.

This level of development is likely to characterize freestanding hospitals or
geographically dispersed systems. Both vertical and horizontal integration are low.
Supply management receives little or no attention from the organization’s top-
level executives, and supply management employees have littde formalized man-
agement or supply chain education. The supply process has extremely limited
visibility within the organization,

Level 2: Managing and Monitoring Operational Supply Support
Level 2 organizations are characterized by:

+ Purchasing strategies that dominate supply management thinking
* Inwegration that rarely exists beyond a unit
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* Limited visibility of spend data

*  Material management erientation (tactical)

*  Price and limited cost metrics

= Minor recognition of the differences of unit clockspeeds

Level 2 is characterized by a facility-wide supply locus rather than just a de-
partmental or commodity focus. The key concepts are the internal and external
attention 1o supply management, as basic collaboration exists with the GPO and
disuributor. Both vertical and horizontal integration are beginning 1o emerge. For-
mal written sirategies may exist, but they may not be thorough or related 1o sys-
temwide corporate objectives, A price orientation exists rather than a total cost of
ownership perspective. Formal VAT are in place, but they may have limited key
physician input, and compliance remains weak. Traditional supply chain trans-
actional metrics (for example, number of fulfilled orders or stock-out rates) may
be shared with various executive levels, but they are not tightly integrated with
corporate metrics.

Level 3: Supply Chain Management Strategy Development
and Implementation

Level 3 organizations are characterized by

*  Unit-level, process focus

= Integration across the unit

= Total integration with suppliers, a sharing of vision and goals

* Integration with the eorperate vision on resource use

* Global and strategic vision

* Total cost and strategy metrics

Recognition of important clockspeed differences across units with manager-
ial strategy developed for unique units

At this third level of development, the emphasis is on strategy. At the previ-
ous two levels, strategies may have been used, but at this level, the strategies are
thoroughly developed and articulated among key constituencies throughout the
hospital or hospital system. The strategies include thorough collaboration with
GFOs, distributors, and key stakeholders within the system or hospital. Suategy
eflectiveness may be determined by total cost measures.

A this level, information systems are likely integrated across units; however,
they are not robust. Also, extensive use of electronic purchasing (e-procurement)
is beginning 1o emerge, but it is not fully implemented. Strategy implementation
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is still not at the optimal level due 1o information management limitations as a re-
sult of their ability 1o engage in collaboration and information systems that have
a major impact on integration across the system.

Level 4: Supply Chain Value Integration
Level 4 hospitals and systems are characterized by:

*  System-level, strategic, and value enhancement focus

*  Proactive eflorts to obtain competitive advantage

*  Systemwide policy formation

* Integrated supply strategies with corperate strategy

* Integration of sysiems

*  Physicians sharing the vision of the supply chain management team

* Long-term value metrics; value driven

* Clockspeed awareness that drives both strategy and tactics and leads 1o decision
making at advanced levels

Strategy and implementation span the entire supply chain at this advanced level
of supply chain development. The GPOs, distributors, and supplicres have a high
level ol collabaration with the individual units within the system, but the strategic
relationships are generally developed at the centralized corporate level. Transaction,
administrative, and product analysis takes a towal cost perspective. VATS are highly
structured, with key clinicians taking an active role in decision-making processes.
Compliance is high throughout the system. Au this level, a centralized information
system is in place that provides real-time demand information.

The primary factor that dilferentiates this level from the others is that value
is thoroughly analyzed in relationship to the system's overall mission and objec-
tives. When considering value, supply risk is considered in relationship to clinical
oulcomes.

Advancing the Supply Chain Development Process

It is valuable to think of the four developmental levels in life cycle terms of orga-
nizational infancy, growth, stabilization, and matrity However, developmental
levels are nat necessarily good or bad or indicative of an appropriate strategy.
Rather, they are descriptive of supply function at a given time. The appropriate
supply chain developmental level depends on the organization's history, enwviron-
ment, capacity, and aspirations. Each erganization will vary, and the processes within
the system will vary as well. But regardless of the current level of development, itis
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important to continue to advance in strategy and tactics in order to develop and
miaintain a competitive advantage and achieve strategic fit berween the organiza-
tion and its environment.

Solving the Principal Problems of Supply Management

Three principal tools or competencies are observed to be employed by man-
agers in progressive systems to solve the challenges associated with each of the
functional prerequisites:

1. Price and total cost analysis
2. Employment of information technology and e-commerce
3. Proactive efforts to manage collaboration and appropriate levels of integration

Although these tools and competencies are useful in solving the major fune-
tonal prerequisites, they are employed dilferently, depending on an organization’s
structure, strategy, and level of sophistication. In addition, each of’ the prereqgui-
sites requires a number of unigue managerial competencies and wools. Tables 7.1,
7.2, and 7.3 consider each set of management tools and competencies for each
level of development (lefi-hand column) and how the competencies help 10 meet
the functional prerequisite (top row) problems,

Cost and Value Analysis

Cost and value analysis at the most elementary level is viewed lrom an expen-
diture perspective (Table 7.1). How much must be spent to get something
accomplished? While product price is frequently the focus,®® at a more sophisti-
cated level total cost analysis utilization takes a long-term perspective in order to
understand all related cost and price issues. Also, cost is considered within the
context of value, which may include aspecis of safety and clinical outcomes. Total
cost of ownership is defined as the sum of all expenses and costs associated
with the purchase and use of equipment, materials, and services. To use a total
cost approach, a firm must define and measure a purchased item’s major cost
components.?? In writing about total cost of ownership (TCQ), Ellram has
pointed out that there “is no one standard ‘model’ or algorithm for understand-
ing TCO across different types of buys, éeven within an organization.” While
unique models are required for major purchases, organizations are able to use

“the same or very similar models for all purchases of production capital, or all
low-value items. "
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Table 7.1 reveals the range of applications of cost analysis across the prob-
lems that hospitals and systems must solve in managing the supply chain. The most
progressive systems use high-level cost of ownership and value analysis processes
to solve each of the four management problems. In attempting to solve the prob-
lem of strategic sourcing, the progressive systems integrate total cost, including
clinical outcome costs, when making product selection decisions. The information
is carried into the contracting process to assess GPO opportunities and wo make
insourcing and outsourcing decisions. The analysis also provides metrics 1o un-
derstand volume-related purchasing and risks associated with stock outs. This ap-
proach contrasts dramatically with level | hospitals and systems that consider only
price and have virtually no strategy for using cost of ownership dala 1o assess
the value associated the opportunities the hospital or system can eommand in the
marketplace or the relative added value brought by the relationship with a GFO.
Level | organizations take a very nonanalytical approach to assessing the cosis as-
sociated with warchousing, distribution, inventory, and sirategic options associ-
ated with cutsourcing distribution functions. These organizations are likely to make
mistakes in their assessment of opportunitics in the environment.

Information Technology and E-Commerce

Information technology and e-commerce continue to grow in importance because
there is a need to coordinate supply chain activities across many locations, assume
an organizational rather than a functional perspective, and take on complex and
strategic responsibilities, Internet-based systems that integrate processes within
and berween are recognized as critical 1o suceess.*! In hespitals and systems in the
United States, information management ranges from a simple spreadsheet at
the most elementary level to total enterprise resource planning systems (ERPs).
Supply chain management is also augmented by related transaction systems sup-
port from information management companies (such as Neolorma and Global
Health Exchange) and by reverse auction technology provide by both GPOs
and other technology vendors, Progressive systems report that ERP systems, while
having had success in the area of general financial management, human resource
management, and standard financial areas, fail to meet the needs for managing
the core supply functions and linking these functions to the financial and clinical
performance of the oerganization. Providing reports on use of materials, materi-
als cost, and materials performance to support strategic initiatives with physicians
is reporied by even the most progressive systems as beyond the capability of their
systermns and the systems of their purchasing partners,

Table 7.2 reveals the range of applications of information management
that hospitals and systems must solve in managing the supply chain. To address
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the problem of sourcing, the most progressive systems customize information from
multiple sources in order to provide dara for VATs and to assess their materials
spend. This information then is carried over into contracting decisions. i

Information on commodity itemn spend and performance is easier o obtain
from GPOs and suppliers. This information provides the rationale for aggressively
pursuing contracting decisions for commodity items, Information for these pro-
gressive systems has high payellz, They are able to monitor their compliance with
their own contracts and potential GPO contract opportunities. They are also able
to engage in the most advanced inventory practices on the basis of undersiand-
ing product demand and supply channels. Such information may be gathered
through a hospital or system’s own information system or outsourced 1o a third-
party vendor that can provide such services and frequently benchmark the hospi-
tal or system in relation to the broader markei.

The level 4 information technology demands and capabilities are in stark con-
trast to level | organizations, which have no internal or external (such as GPO-
spensored) VAT: or standardization efTorts 1o engage their medical stall, Level |
hospitals and systerms do not carefilly moniter the value that various contrmct s
bring to their bottom line and toward the improvement of care. There is a con-
tinued employment of information and information sirategics to advance the
hospital or system.

Collaboration and Integration

Collaboration and integration is defined as the process by which two or more par-
ties adopt a high level of purposeful cooperation. This is not just the issue of
whether a system is an integrated delivery system; it is whether the system expresses
behaviors in which partners can find incentives and reciprocate through collab-
oration. This is the territory of customer, supplier, and purchasing partner rela-
tionship management. The relationships, when mature, arve bilateral; both parties
have the power to shape its nature and future direction. As demonstrated in
Table 7.3, mutual commitment to the future and a balanced power relationship
are essential to the process. Collaborative relationships are not devoid of conflict
and must include mechanisms for managing conflict.3? Developing trust in such
relationships is a key to reducing transaction costs.

Level 4 hospitals and systems work closely with physicians 1o develop formal
and informal standardization processes. These systems recognize the value that
bath cosmopolitan and local physicians can bring 10 the management of resources.
The level 4 capabilitics are in stark contrast 1o level 1 organizations, which have

ne informal or fermal plans in place to actively manage medical stall or engage
suppliers.
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Strategic Fit and Levels of Development
in Progressive Systems

The purpose of this discussion is to assist managers in understanding the current
level of development of their supply chain management processes. Consistent with
the focus on contingency management throughout this book, the appropriate
strategies and tactics will vary from one system or hospital to another depending
on how the levels across the four processes vary and the development of the three
factors of total cost, information systems, and collaboration.

Regardless of the current level, making the transition from one level of
development to the next frequently requires a systematic change effort. Unfortu-
nately, many managers may believe that one or two tactical adjustments are all
that is necessary 1o achieve a more sophisticated supply chain managerment eflort.
This is generally an incorrect approach. Tactical adjusiments may be ellcctive in
moving an organization from level | to the beginning of level 2 because the various
processes are basic. Sustained progress requires a more complex and continuous
effort.

To move beyond level 1, an adaptive and flexible organizational culiure is an
essential driver for a systematic change. If the culture is not congruent with the ad-
vancement of the supply chain, little movement will accur. The reason that the eul-
ture i important is that it is the underlying values, assumptions, beliels, and thought
processes within the hospital or systern. ** Hospitals and systems typically have
cultures that are very different from business enterprises because they provide
services that are unique in society and are humanitarian in nature** The tensions
between the culure of business and the culture of professions represent a profound
dilference between health sector organizations and nenhealth counterparts, A
cultural conflict also may exist between the business aspect of supply chain
management and the humanitarian focus of the health care provider in general.

While a patient-centered or humanitarian perspective from the supply chain
managers may exist, for most of systems invelved in the ASU/CHMER study, cost
containment was an interesting mix of superordinate and subordinate supply chain
goals. Several systems clearly articulated a goal that recognized and managed sup-
ply chain to the advantage of the “physician as expert.” At the same time, there
was a growing recognition that even the culture of professionalism is undergo-
ing change. This was probably best articulated by managers who advocated
working closely with cosmepolitan physicians and building, within this group, an
even stronger recognition of the positive aspects of effective supply management.
This conflict is understandable, for eulture is the historically develaped sense of
the institution’s legacy—what it is, what it stands for, and what it represents for the
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people who work within the institution and the community it serves. ¥ The hos-
pital stands for hummanitarian delivery of’ health care rather than cost containment.

The balance between a cost-efficient and a patient-focused and responsive health
delivery culture is not casy. But it is vital for senior executives to develop and main-
tain this balance as they develop an everarching goal that meets the many compet-
ing and dilfering values within the hospital or health care delivery s].rstcm..:“ A lew
enlightened executives observed in this study were able to articulate strategies to de-
velop the balance between patient-centered and cost cultures. One of the ways that
this is accomplished is that the executives have strong and tangible ways of expressing
the visions to the executive group and 1o athers. In some instances, they cleary stated,
and presented wangible evidence, that the supply chain could have a direct impact
on clinical sutcomes, improved salery, and the ability of the systemn, through savings,
to serve the community beter. In additdon, progressive executives clearly form strate-
gies for change efforts designed to advance the level of the supply chain processes
to contribute to the hospital’s performance. Both written and spoken messages
support and provide detailed change management programs.

It is impertant o trn vision inta reality through consistent behaviors, Firsy, the
support must be present for hiring well-qualified people. This requires the appro-
priate [unding so that highly qualified, experienced peaple ean be hired for eritical
positions. To quote one director of supply chain in a large system, “We are almost
alraid to hire well-qualified people at their market salary because we know that they
would be the first to be laid off when the board wanted to reduce salary levels.”
The appropriate culture for wansition to a higher level of development was not pre-
sent in this systemn. Compare that to another systemn where the viee president staed,
“We were told that it was eritical wo get the best. When the CEQ set the goals for our
supply management group, he made it very clear that we should pay above the going
market rate for experienced health care supply chain professionals w ensure that we
could hire the best. But in addition to giving us the green light to hire the best, he
made it very clear that he wanted results that would hit the bottom Line.™

The second symptom of the appropriate culture is the organizational struc-
wre and where supply chain management is placed within it. At level 1 and level 2
organizations in which livle visible evidence exists that much movement will
be made, the supply chain effort is buried in the baserment both fguratively and
literally. In one case, the top supply management professional had the title of ma-
terials manager. His office was in the basement next to a warchouse, and the
hall outside his office was cluttered with storage boxes. The image was that of a
tactical support service for acquiring and moving materials with no strategic vision.
He reported wo the director of facility operations. Although this hospital was a unit
within an integrated delivery network, the systemn was only a loose federation tha
had no central supply function.
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Compare this to another hospital in which the top supply manager had the tile
of director of supply chain management. She had two direct reporting
relationships: one was to the CFO of the hospital facility and the other to the vice
president of supply chain management for the system. The vice president for the
system reported direcily 1o the system CEQ. Her office was in the same general area
of the corporate officers, The supply chain elforts in this case had a much greater
visibility and culural importance as a result of its organizational position.

Summary and Conclusion

In the dynamics of the twenty-first century, hospital and hospital sysiem supply
chain processes have increased their influence on other functions of the hospital,
a result of greater professional skills and visibility within the m'gauizaliun. There
is great interest in addressing progressive practices in order to confront the four
problems all hospital and system supply chains face: strategic sourcing, contract-
ing, managing with GPOs, and inventory and distribution. In this environment,
there is also greater recognition of the need o develop a managerial tool box for
problem solving, Tools associated with cost management, information manage-
ment, and collaboration are recognized as the key to improved performance.

To move ahead in supply chain management will require investments in
people and technology. In particular, total cost medeling requires sophisticated
professionals who understand both the financial aspeets of the hospital and the
limitations brought about by clinical processes. Expensive and agile technology
will be necessary lor information management and collaboration needs, This is
especially true in an organization characterized by units with many different elock-
speeds and processes.

To advance supply chain practice, a preliminary understanding of the levels
of development for supply chain processes can be a valuable 1ool. By idemtifying
a system's placement within one of the four levels, it is possible to benchmark an
organization and determine strategics for improvement. An analysis of the three
management factors within the different levels provides specific opportunities. It
is important to point out that not all hospitals or systemns are expected to reach the
same level of maturity in the management of their supply chain. Some will nd
themselves as a system (or part of a system) to be too geographically isolated
and unable to take advantage of environmental factors that contribute w© inte-
gration. Others will be poorly managed or make a conscious decision o achicve
goals that are not focused on the management of the supply chain.

An example is provided by the analysis of risk. A woal cost of ownership
model should reveal the potential for supply risk. No doubt exists that risk is an
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important consideration throughout the health system.*® However, this research
revealed that risk management was considered only in systems at level 4 of de-
velopment. Other hospitals or systems should be able to use the analysis presented
here to determine the type of initiatives they should use to develop risk analysis
and management systems. In addition to wtal cost, collaboration and information
systems can assist supply chain managers understand their supply risk levels.

This chapter has been designed o provide the supply manager and strategist
with the ability to take both a cross-cutting view of the supply [unction as it now
exists in a hospital or systemn as well as a longitudinal view, assessing where the hos=
pital or systern has been and where it is capable of moving: It is a perspective that
is consistent with the continuous quality improvernent movement in LS, health
care. What is curious is that quality improvement most [requently is applied to
clinical outcomes, not the outcomes of organizations and their processes. [uis also
fot a pérspective that has seen improvement in matenals as leading to improve-
ment in outcomes, safety, and overall organizational performance. In the most
progressive systems, this is changing. Progressive systemns question the strategic
fit of their purchasing function with the overall strategies of the organization and
work to determine how to improve its quality by analyzing its current level of
development and determining how 1o advance 1o the next level,
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BUILDING SUPPLY CHAIN LEADERSHIP
AND RESOURCES FOR THE FUTURE

SUPPI'&' chain leadership and management in progressive systems is orches-
trated by individuals empowered by management 1o ensure that the sup-
ply chain [unction operates at a level that brings value to thé hospital and
system. Although they are charged 1o secure the best products, for the best
price, at the appropriate location, their performance is assessed by their con-
tributions to the organization’s strategic goals. In many instances, these goals
are related to cost savings. However, other goals, such as ensuring technolog-
ical excellenee, improving safety and outcomes, contributing to the organiza-
tion's commitment (o environmental protection, or ensuring high levels of
physician satisfaction are also seen as principal ways that they bring value 10
the hospital or system. Ohio Health describes its goals for its medical resources
management as (1) maximizing organizational performance by reducing
processes to reduce clinical variation, (2) developing the business by facilitat-
ing the evaluation and introduction of new technology, and (3) locusing on and
expanding the delivery system by supporting programs to meet financial goals
for continued investment in (acilivies. These goals are beyond just the transac-
tional aspects of materials management.

Scnior supply chain leaders are skilled at positioning the supply function to
influence the organization’s mission regarding safety, patient outcomes, and ac-
ceprance of new technologies. A significant aspect of their job is to work diligently
to ensure that the strategics they devise fit the organization’s design and culture.
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Making and managing insourcing and outsourcing decisions regarding supply
functions are key aspects of these senior-level positions.

Progressive systems are also characterized by a group of clinical resource spe-
cialists or service line specialists who work with clinicians 1o assist in the selee-
tion and use of materials. These individuals, who frequently had very successful
careers in nursing and pharmacy, are recruited on the basis of their ability wo work
with clinical stall. In larger systems, elinical resource specialists may report directly
o a corporate director of clinical resource management who occupies a posi-
tion between the vice president and various clinical resource specialists. In some
instances, the clinical resource specialists represent fairy narrow service lines (such
as cardielogy), whereas others may have responsibility for werking with a wide
range of specialists. Regardless of their positioning, these individuals cccupy the
linking-pin roles that support suceessll value analysis teams and the implemen-
tation of supply strategy within the hospital. Together, supply chain management
executives and those in operations work to reduce a hospital or system’s exposure
to risk (Chapter Two) including strategy, market, demand, and implementation
risk.! Progressive supply chain leaders effectively categorize risk, create risk sup-
ply assessment tools, and include risk in supplier selection and evaluation.? As sug-
gested throughout the book, risk reduction and other key supply challenges are
fislfilled through performing the three supply chain maecro processes ol customer
relationship management (CRM), internal supply management {ISM), and sup-
plier relationship management (SRM),? as well as key issues pertaining to pur-
chasing partner management (PPM).

This chapter takes an in-depth look at the human resource skills and support
funetions that are needed as health care facilities work to advanee along the health
care supply chain management eontinuum. In addition, it assesses the extent to
which information technology can provide the solutions for health care managers.

Supply Chain Management and Leadership

In progressive systemns, the leadership role of supply chain managers is evolving
into an expanded role that includes a perspective of the entire health care sup-
ply chain. Table 1.1, which was developed as a result of a set of focus groups with
supply chain managers at HCA, demonstrates how this fundamental shift in think-
ing is occurring. The materials manager of the 1990s was transaction focused,
with relatively little interest in orchestrating the overall materials management
processes. In somewhat dilferent terms, Table 1.1 revealed a vision of the mod-
ern supply chain manager position as a career in which the manager works to align
the supply chain operations with the overall goals and strategy of the organization,
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Itis a career in the sense that it must evolve over time, in a succession of positions,
to prepare the individual vo satisfy a wide variety of strategic constituent needs
and demands,

As the supply chain management focus ranscends the more transactional ma-
terials management focus, individuals are approaching their jobs with a new set
of lenses (Chapter One), allowing them to act strategically on behalfl of a vari-
ety of stakeholders and the organization. Given the diversity of the hospital en-
vironment, it is not surprising that the work of supply chain managers is played
out along service lines that in many ways constitute organizational silos that are
differentiated on the basis of their clockspeed, level mix of commodity and physi-
cian preference items, and complexity of processes. Yet in the most progressive
systems, executive-level supply chain management has a focus across the organi-
zation in a role that resembles other olficer-level functions. This complexity sug-
gests a need to balance, in staffing, the operational aspects of the supply lunction
with the more strategic levels.

A beuer understanding of the strategic supply chain role is achieved through
a comparison of the ASU/CHMER. progressive respondent roles and eapabilities
in relation to their counterparts in both finance and informatics (Table 8.1). The
supply chain strategic role is, withowt question, a cross-cutting role that requires
the CFO's skills as an “architect of change"® in combination with the CIO's newly
found power to lead and infuse materials that can transform how the business of
the hospital is done.® Just as it is no longer sulficient for the CIOs role to focus on
keeping the company’s data centers up and running or the CFO to ensure the

TABLE B.1. FUNCTIONAL AREA OFFICER ATTRIBUTES.

Chief Financial Chief Information Chief Supply
Attribute Officer Oficer Officer

Value-based management X
Activity-based management
Risk management
Streamlining

Shared services

Systerns

Change management
Leadership
Transformational visioning

e A
0 C DE D D e D
MMM AN

Sources: Pricewaterhouse Coopers. Financial and Cost Maonagement Team, CFO; Architect of the
Corparation’s Fulure. Mew York: Wiley, 1997, Deloitte and Touche. /0 2.0: The Changing Role of
tihe Chigl Information Officer. Mew York: Deloitte Development, 2004, hitp:/fwww.delaitte.com/
ditfarticle/0,1002,sid percent253026551 percent2526cidpercent 253065595, 00, himil,
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accurate recording of transactions, it is no longer good enough for the materials
manager to sustain a uniquely transactional role. The supply chain strategic man-
agement role brings tegether both the inward- and outward-looking aspects of the
role that drives the modern chiel financial officer, chiel’ information officer, and
chiel supply officer 10 be a service pariner, business partner, stralegic partner,
and entreprencur.’

As one looks across the hospital or system (the horizontal view), supply makes
everyday performance possible by ensuring that the components for patient care
and the business function are close at hand, Doing this efficiently and effectively
has and will always be the minimum requirements for performance. Efficient trans-
actions do matter! It is, however, at the vertical level where the new supply chain
function wruly brings value to the system in its role as erchestrater of change. By
managing risk, organizing value analysis and technology cvaluation teams, and
understanding the life cycle returns of product investmenis,® the supply chain func-
tien is a key to the hospital as an engine of clinical excellence and improved effi-
cicru:y. Carr}-'ing out this function is achieved through a clear understanding of
the variety of individual actors within the supply chain as well as these actors
within the context of a network.

Supply Chain Management as Network Management

Perhaps what differentiates the progressive chiel supply officer (CS0) from his or
her counterparts in finance and information management is the continuous focus
on managing networks of strategic stakeholders. Issues of trust in the supplier/
buyer/customer/end-user relations, for example, are complicated by the presence
of diverse internal, external, political, and clinical interests. These complexities
call for concerted efforts by managers to strategically align suppliers and buyers
with the organization’s goals and abilities. Johnsen and others identify three core
components of networks: resource tying, activity linking, and actor bonding?
Discussions with managers at the ASU/CHMR research sites reveal that these
factors require a great deal of hands-on management to coordinate elforts between
parties, develop risk and benefit sharing, and regulate confliet resolutions.'?

Harland and Knight identify six key roles required to proactively manage
nevworks: '

Metwork structuning agent. Monitors and influences the competitiveness of
supply markets. Acts to protect critical suppliers from the detrimental
consequences of [ragmented purchasing. Restructures supply routes to
work directly with manufacturers rather than wholesalers.
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Coordinalor. Acts o manage both ongoing and completed prcﬂ'ccl! with
network partners.

Advizor, Provides advice on supply policy and strategy matters to internal
network partners,

Information broker. Collects, analyzes, and disseminates information to
network partners in order to better manage the interests of the relationship
as well as fecus on key issues and performance metrics.

Relationship broker. Facilitates inter-network communication and negotiation

as well as encourages change to deal with speci_ﬁc pcr.l‘ormam:e-relmcd
issues,

Irnovation sporser, Promotes and facilitates product and process innovation.

These roles demand skills that create and help establish a sense ol trust and
eollaboration ameng the various parties invalved with the network, which include
clinicians, GPOs, distributors, and manufacturers.

Information systems enable both sides of the relationship to benefit. Ona
more subtle level, managing relationships involves the use of information: how 1o
gather it and how to use it, With the establishment of measurable metrics and the
use of information technology data, suppl.:.r chain managers will not just he able
to view their own progress, but will establish responsibilities and accountability for
all members of the supply chain. For example, by working with suppliers to
implement long-term solutions, both parties can beneht from capuured clficien-
cies such as reductions in the number of orders or order mistakes. A smoothly
functioning network relies on members acting wgether o produce the greatest
benefit for everyone involved.

To caprure the greatest amount of efficiency and value from supply chains,
health care organizations must put into place a system that imvolves cr:ali.ng a full
integration of network resources.!? This process combines an understanding of
supply chain management techniques with the organizational concepts of policy,
strategy, management, and operations."® These efforts need 1o be coordinated
across departmental lines, while supporting the service line differences within the
hospital and at the same time ensuring that a silo mentality does not prohibit
the organization from achicving its larger systemwide goals,

Health care systems are still having troubles developing the processes neces-
sary to capture the advantages of an integrated system. ' Today's hospital system
or integrated delivery network (IDN) can consist of acute care hospitals, outpas
tient clinics, physician practices, surgery centers, long-term eare facilitics, health
plans, and a varicty of community and social services that span across cities or
even states. Helping to bring these various interests and abilities together can be
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a daunting task, but therein lies the greatest potential to capture the real benefits
of an integrated network through standardization, stock-keeping units and con-
tracts reduction, committed purchasing programs, benchmarking, and integration
of information technology systems.

Network Leadership

MNetwork leadership involves a manager's ability to motivate his or her team. This
includes establishing a solid base of structured responsibilities, accountability,
expectations, and goals. Strong leadership requires the development of a strate-
gic plan that provides a clear vision for the direction of the division as well as
the processes that need to be followed.'® While flexibility and adaptability are
certainly necessary in today's hybrid organizational designs, the ability to main-
tain a focus on the goals ol the organization keeps tasks and projects from
deteriorating into disorder.

Network Management Skills

Separate from leadership, managerial skills enable supply chain managers to mon-
itor and direct the resources in their department. In the most progressive systems,
this involves developing a set of metrics that are translated inte markers for sup-
ply chain performance and useful for managing both upward to these to whom
the supply chain executive reports (most frequently a chiel Anancial officer) and
laterally and downward to those in clinical specialist reles. There are a number of
necessary skills.

Financial Management and Accounting. These skills allow one to deduce the im-
plications of sourcing and contract decisions, the impact of noncontract spend, and
the resulis of cost wracking and internal auditing. For reports and presentations, sup-
ply chain managers can extrapolate the costs of holding versus removing inventory
or dernonstrate the need for process changes revealed by activity-based costing. This
allows the manager to develop a broader picture of the cost of doing business.

Computer and Information Technology. Knowledge in this feld allows greater
dialogue and use of enterprise resource planning (ERF) systems, unique supply
chain management platforms, e-procurement, bar coding, universal product num-
bers, e-auctions, supply replenishment automation, automated report generation,
and auternated ordering and invoicing. These tools offer great opporiunities for
more effective cost management by using technology to reduce transaction costs
associated with purchasing and engage in more effective inventory management,
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Data-Driven Quantitative Analysis. Perhaps the top challenge facing a manager
is knowing where and how 1o make value-added changes. A key to success in sup-
ply chain management is the development of metrics as they relate to effective-
ness, This advances the concept that behavior needs 1o be drven by measurements
and that there is real value in benehmarking. '® While a uniform and agreed-on
se1 of metrics to assess the supply chain has not vet been developed, information
on the performance of the supply chain is increagingly available from GPOs
and consulting firms. The Health Sector Supply Chain Research Gonsortium at
ASU's WL R Carey School is currently carrying out an assessment of such metrics
to better understand their power for advancing supply chain performance. Data
management has the power to provide managers with valuable tools in their
decision-making processes that include statistical process knowledge, contract com-
pliance and wracking, demand forecasting, process improvement, and study follow-
up. For example, end-to-end product tracking allows users to track the progress of
materials from delivery to disposal or return, For rental items, this provides a record
of time spent in various locations for charge purposes, an asscssment of turn-
around times o evaluate process efficiencies, and accurate, active inventory recovds
to evaluate future purchasing decisions. For disposables, this helps track invemory
turnover and shell storage time o provide more accurate information for ordering
purposes.

Continuous Process Improvement. New materials and procedures are continu-
ally changing how medicine is practiced and make major demands on the re-
sources of the hospital or health care delivery system. A new product such as
drug-cluting stenis, for example, has the potential to reduee the demand for open
heart surgery. The introduction of robotics for the delivery of pharmaceuticals
has important process implications for both pharmacy and nursing. The ability to
analyze, design, implement, and moniter a process helps ensure progress toward
an eslablished goal. This procedure is ofien referred 1o as Plan-Do-Check-Act
(PDCA Cyele) or the Deming Wheel. Supply chain manager training in process
improvement becomes invaluable for ehange initiatives.'” The supply chain man-
ager should be a resource not only to the department but also 1o the entire orga-
nization as they contribute to change processes across a variery of settings.

Managing Internal, External, and Executive Networks

Managing the complexity of the hospital and hospital system supply function is
related to the extensive number of internal and external network organizations
and individuals that characterize the health sector value chain. While the lollow-
ing sections discuss these networks as though they are stable and identifiable, in
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reality it is sometimes difficult to distinguish between internal and external net-
work issues. Community-based physician groups are external 1o the hospital in
many ways. Yet when they have contracts that link their practice 1o the hespital
or are employed by a hospital (for example, Mayo Clinic), they are truly part of
an internal network. Supply partner relationships also are frequently structured
to raise both internal and external network management issues, Distributor
organizations that provide employees to carry out a full range of distribution lsne-
tions within the hospital require management as part of a hospital's internal and
external networks.

External Network Issues. Managing the external network requires customer re-
lationship management (CEM), supplier relationship management (SEM), and
purchasing partner management (PPM)."® In even the most progressive systems
participating in the ASU/CHME study, these activities are hampered by the
inability of information systems 1o provide timely and relevant data pertaining to
internal and external purchasing partners.

The external network includes all of the players outside the organization with
a directed interest in how the institution purchases, mowves, uses, disposes of, and
pays for materials, This includes (but is not limited 10) GPOs, diswributors, regu-
lators, financial institutions, seftware providers, manufactures, third-party payers,
and patients. Although supply chain managers may not directly interact with each
of these groups, they do have to be aware of and proactively manage each of these
relationships.' The degree of network management will depend on the facil-
ity's strenmhs, assets, needs, goals, and natre of its association with the other play-
ers in its network, The role of the supply chain manager essentially becomes
“cngaging in network management (that) would neither be controlling, nor merely
coping within, the network. Controlling and coping can be seen as extreme posi-
tions on a spectrum of (the) actor’s potential behavior within a network."* Ideally,
in dealing with external networks, the supply manager must assume a role that has
the characteristics of both a business and strategic partner.?! This gives the supply
chain manager great flexibility in choosing how to work with these partners and
manage the relationships.

Internal Network Issues. In addition to clements outside the organization, the
supply chain manager's role increasingly demands skills that facilitate the man-
agement of internal networks. The rapid rise of spend for iterns other than labor
has increased the supply chain manager's span ol influence.

Curiously, it is within the supply ehain’s environment that the worlds of health
care, management, and medicine meet. To communicate effectively, supply chain
managers must be able to speak both clinical and business languages. To this end,
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they need to understand the complexities of the clinical, cultural, and political is-
sues that span these internal networks. Perhaps it is best to think of the outeomes
of internal supply management in terms of success in services provided to key end
users and influencing organizational performance through innovation in supply
chain practice and technology??

Executive and Clinical Network [ssues. The executive officers and clinical lead-

ers of an organization constitute a special internal network for supply chain man-
agement attention:

= Chiel financial officer (CFO). Coordinating activities with this officer goes
beyond simple evaluation of departmental budges. In progressive systems, the
CFO and supply chain manager work together to monitor and eflfeetively man-
age facility expenditures through the development of performance metrics, such
as spend per patient, spend per diagnosis-related group (DRG) or procedure, prod-
uct transport costs, and contract and off-contract spend. These catcgorics provide
the groundwork for a facility’s budgeting decisions, strategic planning initiatives,
and evaluation of purchasing options. The work of these executives is frequently
hampered by the lack of standardized metrics and, as suggested by leading ex-
ecutives in the industry, the absence of clear return-on-investment information on
supply chain management technology,

» Chief operations officer (COO). Closcly working with this position will
help ensure that high-quality and timely services are delivered to the patient as
well as 1o clinical and nenclinical s1afl: For example, decisions about staffing levels
and unit stocking schedules directly affect when an operating room or dialysis
center will be able te receive patients. In addition, coordination between the
positions proves essential for the introduction of new product lines, communication
of informational technology systems, and restructuring of departments or job
roles, Many clinicians tend 1o exhibit resistance to new technology; therelore,
the supply chain manager needs to be able to bridge this gap between elinteal and
business operations in order to ensure successful integration.

.+ Chiel executive officer (CEQ). Communication with the CEO should be
directed toward ensuring that the time and effort of projects are worth the in-
vestment of resources. In working with the CEO, the supply chain manager is also
working to address the concerns of the board of trustees, to whom the CEO is
accountable. In addition 1o financial concerns, there are issues of the public per-
ception of decisions, the added value of an initiative, cutsourcing decisions, and,
il the information is available, the final return on investment. In this working re-
lationship, the supply chain manager must be able to speak to the business side of
issues as well as demonstrate the benefits to the lacilitg For example, in making
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the organization toward greater efficiency. However, while the idea of using tech-
nology as a competitive advantage has been around for several years, the health
care industry is lagging almost a decade behind other industries. There are several
issues contributing o the lack of technology in health care, ranging from com-
plexiry and cost management problems to the difficulry in changing processes.
With the growing complexity of hospital systems and integrated networks in
tandem with an increase in outsourcing services to group purchasing and dis-
tributor organizations, the health care industry is poised to break through the in-
formation technology barrier. Al the same time, the design of many of the
enterprise resource planning systems, which fail to integrate financial, supply use,
and clinical data, is not meeting supply chain management needs. Value analysis
processes and value analysis team performance are hampered by the absence of
sound data Iinking materials to performance, In order o creaie aclivil}'—hﬁﬂ!d

management that is functional, the database should comain the following
components: >

= Marker, product, and cusiomer informant

* Product profitability

* Product and price assessment

* Value analysis and cost reduction identification

* Business process and reengineering data

* Performance measures and benchmarking

* Resource planning and sourcing decisions

Mew business and product evaluation and investment appraisal

Hospitals and systems have learned that the wide varicty of systems and soft-
ware implementations that they have acerued fail io support the core business of
the company. Such technologies frequently serve the back office (human resources
and payroll) and, more recently, aid in revenue recovery. However, they rarely
bring together the necessary data that allow an assessment of quality of care or
OUlCoOIMnEs.

Some of the difficulties facing health care systems that wish to implement
large-seale changes are their own legacy systems. Legacy sysiems are so named be-
cause they were created specifically for an organization and are critical to the nor-
mal functioning of the company. Many of these systems were ereated using
software and technology that are now obsolete and have interfaces that are com-
plicated and expensive. Another part of the reason for this complicated structure
is a lack of data and information standardization at the time these systems were
initiated. Due to the fact that these systerns are deeply ingrained in the day-to-day
working processes of a hospital or system, they are often extremely difficult and
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expensive to replace. In addition, because of the length of time these systems
have been in place, they have become customized not only to the industry but
also to a particular company; hence, legacy systems cannot just be removed in
order to start over. Significant effort and planning have to go into the process of
integrating legacy systems with newer ones, thus ingraining the legacy applications
even further,

Looking to IT for Solutions

Information technology offers an array of data-gathering and analysis capabili-
ties, However, in order to make the investment count, the health eare organiza-
tion has to know what it wants and which program will help to obtain these goals,
Here are some products currently on the market and the capabilities that they
PDESE‘SS.

Enterprise Resources Planning Systems. ERP systemns have an impact on all the
operations of a company. The system takes information [rom accounting, finance,
supply chain, human resources, and customers and provides it to anyone who is
able to use it. The advantages to systems like this are endless, with synchronized
and up-to-date infarmation available to everyone at the click of a button. ERP
systems were developed [rom materials resources planning systems, which helped
revolutionize the way managers could track inventery and manage their replen-
ishment eyveles in the 1970s. In the 19805, manufacturing resources planning sys-
tems integrated other job functions such as shop floor management, distribution,
and accounting. The next step was to integrate engineering, project management,
finance, and human resources o form the current ERF systemns.

There are significant risks to such implementations, though. ERP systems tend
1o be extremely expensive not only to purchase, but also to integrate, especially when
legacy systems and applications exist. Implementations often require significant
planning and business process modeling and change. The health eare industry ean
benefit significantly from ERP systems but faces several challenges in purchasing
them due to expense and lack of implementation knowledge. Progressive systems
hiave mixed success in harnessing ERP systemns to help manage the supply chain
more effectively. Their greatest success appears to be in assessing overall purchas-
ing pauterns for specific materials. However, they appear to provide less value in
answering questions related to product use, safery, efficacy, and outcomes.

E-Procurement Systems. E-procurement generally relates 1o providing business-
to-business (B2B) services over the Internet. E-marketplaces propose 1o link buay-
ers and sellers as efhiciently as possible by "e:nli.cing many purchasing exccs to shift
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their procurement into these venues,”® A B2B process is any process that takes
place between two companies and uses technology such as e-commerce as the fa-
cilitator. The technology can be as simple as information or transaction based, or
it can be as complex as a shared ERP or e-procurement system. The basic use for
B2B systems is the automation of previously manual functions and the removal
of paper-based technology. Burns has written, “Hospitals and IDNs exhibit weak
capability in several supply chain functions, These include logistics, procurement,
utilization, pricing, and support for the materials management role. 27 While the
gix years since Burns has carried out his research have led to the development of
more sophisticated B2B systems, a great number of transactions are still ca rried
out manually in hospitals, There is a beliel in progressive systems that electronic
marketplaces continue to have a potential to link price purchasing, and clinical
data in ways that have not yet been fully met.

With the growth of health care, B2B companics such as Global Health
Exchange and Neolorma, which merged in 2005, are moving toward a more
efficient electronic environment. What remains to be demonstrated is how savings
achieved through reduced transaction costs will affect the broader performance
of the health sector supply chain,

IT and Supply Chain in Hospitals

The sysiems deseribed above can help play a large role in improving the supply
chain ol hospitals by affecting purchase, transaction, and administrative costs.
E-procurement systems can help to significantly reduce purchase costs through
the consolidation of supplier networks and creation of supplier partnerships.
Transaction and administration costs can be reduced through the use of ERP
systemns, which provide an auomated and paperless format for information to Aow
throughout an erganization. Finally, market analysis ean be conducted with sig-
nificant success and accuracy using the data generated from these systems. With

this in mind, there are several significant drivers for eost reduction and revenue
improvement in the health care industry:

= A 1999 Ernst & Young study estimated that the potential savings through
e-commerce in supply chain cost for hospitals could range between 13 and
27 percent. With the average IDN’s operating expense at $1.5 billion, there is
potential for huge savings. 28
The recently opened Indiana Heart Hospital, which has been built to be com-
pletely digial and virwally paperless, boasts a reduction in aceounts reeeivable
days to fewer than sixty, with an expectation o lower it to forty-five, ™ This
success shows the possibility of Faster revenue generation for hospitals,
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* Administrative costs have grown 24 percent from 1999 to 2002 according to
a report by Cap Gemini Ernst & Young?® A large number of these costs are
[rom manual processes, associated with the supply chain, with potential for
automation,

= Billing errors, insurance underpayments, denials, and sel-pay bad debt account
for 13 pereent of lost revenue for hospitals.®! Many errors in the supply chain
are associated with the inability to order reconciliation and the ability 1o
determine appropriate pricing.

= Only 25 percent of surgical services and materials managers acknowledge that
their operating room computer systems automatically place orders to replenish
supplies by procedure for cach physir:ian.ﬂ

* An interesting contrast between competitive industries such as the autome-
tive industry and the health industry is the relative lack of emphasis on the
inventory and distribution network. Yet it is these networks that can provide
the greatest opportunity for cost management, and aflter process improvemendt,
information technology has the potential 1o help derive the greatest value from
cost management technigues.

* The Sachs Group's 1999 survey of customer satislaction found a dircet link
between the information provided to customers by their HMO and their
satisfaction.* Consultants have identified the provider’s customer service as a
customer service organization in which “the eniire materials management team
understands and is dedicated to fulfilling customer needs.”* Yet few progres-
sive systems appear to effectively use customer service relationship manage-
ment technology (CRM) to assess how they are meeting the needs ol their
key customers.

Barriers and Concerns in IT Implementations

As the federal government continues o mandate new standards for informarion
systems and the movement to electronic medical records,? the health sector is
poised for major investments in this area. Yet hospitals have not seen information
technology as an avenue to help them contend with cost growth, increasing mal-
practice insurance, poor decision making, and the shortage of nurses. In additon,
physicians are frequently reluctant to consistently use these new technologies,
which they frequently believe do not contribute to increased efficiency. While in-
vestment may be even greater in the next five years than the $34 billion projected
by the Garner Group estimates,?® it is not clear how these investments will, in a
short period of time, change the landscape of health care supply chain 1.*.:1:'h1ll:;gll::ag:g.x*.:r'r
OF even greater concern is the inabiliry 1o assess how such investments will im-
prove system performance. Perhaps the best news is that newer information
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applications are anticipated, by directors of progressive supply chain systems, to
better meet the level of complexity associated with the health sector supply chain.
This is facilitated by the increased standardization in applications such as bar
coding and performanee metries between systems and departments.

Diespite the reservations suggested, the health care indusiry is as excited today
about information technology and its applications as the telecommunications in-
dustry was ten years ago. In its 2001 report, the Institute of Medicine “identified
the use of technology as one of [our main healtheare environmental stroctures
or processes that must change for redesign of the healthcare delivery sysiem 1o
take place.”® In recent years, there has been an increasing demand that both
medicine and management become evidence based. Yet while a great deal is
being written about the advances to be accrued from providing clinicians and
managers with increased data, evidence regarding improved outcomes is not yel
fortheoming 3 It has been pointed out that there are few data to assess the effects
of many leading management techniques and strategies. ™ In many ways, the [l
ure 1o develop an evidence-based environment is significantly hampered by the
inability of information systems to drill down to analytical levels that support
such decision making. In the most progressive systems, profiling the contribution
of materials to bath clinical and cost outcomes is a key COMPONENL L0 SUCCESS,
but the ability to assemble such data in ways that are meaningful 1o the medical
stafl is beyond the capabilities of supply chain management. The principal cause
of this is the great fragmentation between clinical, management, and financial
information systems.

Information technology isell cannot solve all of the problems associaved with
strategic management of the health care supply chain. The implementation,
sysiems, and people that use the technology determine the ultimate value.,

Summary and Conclusion

While the vast majority of hospitals and systems in the United Siates have not
achieved the strategic levels for health care supply chain management described
in Chapier Seven, progressive health care organizations are characterized by a
new generation of managers who understand their organizations through a sirate-
gic lens, understand that their organizations are characterized by depariments and
services with variable clockspeeds, and are seeking support systems as they work
1o become part of a mevement by which evidence-based management supports
evidence-based medicine, One eannot work with clinicians on value analysis teams
without comprehensive and credible data about product performance, outcomes,
safety, and cost. The skills necessary to support such endeavers are a mix of
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managerial epidemiclogy and cost-benefit analysis supported by evidence based
management and practice.

The ASU/CHMR study identified a continuous recognition by progressive
systems for better-trained stall 1o mount the supply chain management process.
Continued education through cither a structured program or a professional or-
ganization iz perhaps the most powerful means by which to increase the abilities
of individual managers. For managers who have advanced through the organi-
zation, this becomes even more imperative as it is important to bring in ouside
ideas and information, which can then be adapted to a manager's own situation.
Structured courses in supply chain management help provide an understanding
of both concepts and tools by which modern supply chains are eflectively man-
aged. Perhaps one of the biggest failings of the current system is the lack of elfort
in encouraging educational development among managers and the entire mate-
rials management organization.*! Without the dissemination of knowledge, a
facility's ability to develop and implement sophisticated ideas is limited.

For their own benefit, supply chain managers must establish their own sense
of professionalism and leadership capabilities.*? I they want their contributions
to be recognized and respected, they must be able to show them ofl. This invalves
active participation in the health care management process. Opporiunities need to
be taken to volunteer and be active in committees that expand their exposure
to people within the organization. This allows the sharing of information about
roles and job functions throughout the various departments. By making themselves
known to other members of the organization, supply chain managers also open
the oppertunity to expand their internal nerwork capahilities.

Professional organizations such as the Association for Healtheare Resource and
Material Management and the Institute for Supply Management are playing an
ever increasing role in research and knowledge dissemination in the industry.
Through membership in such organizations, supply chain managers gain the
apportunity to network with other professionals, participate in eertification pro-
grams, and gather news on the latest advancements and research in the field, Other
avenues lor improving the skills and capabilities of hospital and hospital system
purchasing executives include programs developed by purchasing pariners as
well as in-house programs. While these programs have not been systematically
studied, there is a strong beliel that exposure to these programs has assisted in
refocusing the time and energy of purchasing employees on the strategic aspects of
practice,

Effective management of the health sector supply chain presents an impor-
tant opportunity for improved hespital and hospital system performance. Exee-
utive education programs with CEOs have revealed a growing interest in this area,
as well as a recognition that the potential for supply chain is hampered by a lack
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of training and an inability to set goals pertaining to cost savings and risk redue-
tion. These managers also recognize that they have often failed to understand that
their organizations are characterized by very different process, product, and
organization-level clockspeeds that require very different managerial strategics.
Yet as new technologies, such as drug-eluting stents, threaten to change practice
paterns and the demand for many hospital services, these executives recognize
that net giving attention to the supply chain will only lead to increased losses in
their organizations. The evidence is mounting that after the cost of labor, the cost
of supplies as a percentage of any discharge can make the difference berween a
surplus or a loss on a case.

As suggested above, the Health Sector Supply Chain Rescarch Consortium,
with members from a wide variety of hospitals, systemns, group purchasing orga-
nizations, and informatics companies identify return on investment and metrics
as two of the most important problems requiring research. The health care sup-
ply chain may be a difficult process 1o manage, but this should not keep organi-
zations from wrying. The efficiencies and advantages gained by other indusiries as
a result of their efforts show that even complex situations can be essentially un-
derstood and frameworks developed in order to provide better management. While
the work to develop the frameworks for managing the health care supply ehain
continues, 5o do efforts to bring a greater degree of professionalism and knowl-
edge. The first step along the road to building this vision involves understanding
the skills and job responsibilities that are necessary, By raising expectations, the pro-
fession of health care supply chain managers will take greater roles in the future
management of the health eare system. In addition, as the organization moves
along the continuum of functionality in how it manages its supply chain and
resources, the supply chain manager is in an excellent position to be the cham-

pion of information technology initiatives and projects that build unity among the
various segments of the arganization’s netwark.



STUDY 1: THE VALUE OF GROUP
PURCHASING IN THE HEALTH CARE
SUPPLY CHAIN

his study scrutinizes key writings and research on the cost of hospital con-

tracting ane the role of group purchasing erganizations (GPOs).! A recent
series of case studies conducted by Novation, the supply company of VHA and
UHC, on the value of group purchasing will be used to determine the factors as-
sociated with contracting cost. At a time when regulations such as the Balaneed
Budget Amendment and pressures associated with managed care are reducing
hospital margins and jeopardizing the viability of many haspitals, understanding
how and where efficiencies will emerge is eritical. With the proliferation of new
pharmaceutical products and emerging technologies, increased in-patient acuity,
and a sustained competitive environment, it is important that hospital manage-
ment understand the potential for improving organizational effectiveness by
advancing a strategic vision for the supply chain function.

Group purchasing is a principal strategy by which companies in many sec-
tors, especially health services, have sought to achieve cost containment, improve
the quality of goods purchased, and allow stalT to focus their efforts on other
activities.® A Health Industry Group Purchasing Association (HIGPA) report

This study was originally published and circulated as an industry white paper by Eugene Schneller,

W. E Carey School of Business, Arizona State University, in 2000, The research for this report was
supparted by Movation and the data collected in collabormtion with B&D Consulting,

23
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stated that goods and purchased services accounted for the second-largest dollar
expenditure (55 percent labor and 45 percent nonlabor supplies, services, and cap-
ital equipment) in the hospital setting. Therefore, achieving a better undersiand-
ing ol the health care supply chain is key to the management of a health care
delivery organization. It is noteworthy that 72 to 80 percent of every health
care (acute care seuting) supply dollar is acquired through group purchasing
The bottom-line rationale for group purchasing is to achicve (1) lower prices,
(2) price protection, (3) improved quality control programs, {4) reduced contracting
cost, and (3) monitoring market conditions. Estimates place the GPO market for
hospitals and nursing homes at between $148 and 165 billion and growing o
$257 and $287 billion per year by 20083

While the HIGPA report documents the many products and services that
GPOs offer their members, it reveals that GPO members purchase a significant
proportion of their goods through direct negotiations with supplicrs. These ob-
servations add eredence to the contention that today’s most pressing supply chain
issue, for suppliers® as well as for group purchasing organizations,” is contract com-
pliance by members. Currently, there are no precise estimates ol the cost savings
generated by GPO contract compliance. The work reported in this case study
makes a contribution to understanding the value of group purchasing by scruti-
nizing the costs of contracting with and without group purchasing,

In multihospital systems, the purchasing function continues to have the focus
at the individual hospital level, with inconsistent approaches toward systemwide
corporate purchasing and negotiation. In addition to contract portfolies, GPOs
offer information sharing, clinical and operational benchmarking, and value analy-
sis assistance that could strategically differentiate GPO members in their markets.
Moving health care organizations to take advantage of these GPO products and
services is dependent on rising above the beliel’ that securing price savings for prod-
ucts is the sole or unique benefit of GPO participation.

Background on Group Purchasing

A 1996 survey of 131 group purchasing firms (principally nonhealth) carried
out by the Center for Advanced Purchasing Studies (CAPS) at Arizona State Uni-
versity revealed an average GPO annual dollar saving of 13,43 percent with an
impressive average return on investment of 767 percent.® The CAPS study also
confirmed that executives identified price savings as the principal rationale for
group purchasing. Data reported in Business Week and HIGPA reveal the sub-
stantial savings associated with health sector group purchasing.” It is estimated
than group purchasing saved hospitals $12.8 1o $19.2 billion or 10 wo 15 percent



Study 1 215

of total purchasing costs.® The promise of group purchasing for achiceving cost
saving appears o mect GPO membership goals for price savinge ®

Despite the fact that seven GPOs account for B5 percent of the US. hospi-
tal market, the substantial reconfiguration of the ULS. health care industry has
raised issues about the future role of GPOs. Frequently cited by GPO executives
as threatening to their industry is the risc of integrated delivery networks (TDNs),
which, like their GPO counterparts, attempt 1o provide value by seeking to secure
low prices for their facilities.'" The breadth of these organizations has grown so
substantially that almost three hundred IDNs are reported to have the seale nee-
essary for group purchasing.

Almaost hall’ of the members of GPOs are also affiliated with or ovwned by an
IDM Y It is not unusual for IDN executives to report they find it convenient o use
the GPO quoted price as the ceiling [rom which they can enter into negotiations
with suppliers or to reenter negotiations with other GPOs. While the purchasing
activitics of 1DNs have been discussed as threatening to GPOs, this activity comes
as no surprise to supply chain experts. A study of 450 CEOs and 159 purchas-
ing and supply professionals concluded that because of the high dollar volume
that could potentially be spent in these areas, “it will be crucial for purchasing and
supply professionals to track the performance of suppliers.”'? One of the ways to
track performance is by comparing the GPO performance to one's own network-
associated purchasing power in the marketplace. A 1999 survey of hospital ma-
terials exeeutives revealed almest unanimous (96 percent) commitment 16 using
the GPO to reduce supply expenses and improve operating margins. The survey
also reported that 68 percent would compare prices to GPO contracts to verify
market and price competitiveness. It is interesting that respondents did not report
that the cutcomes of such comparative efforts led to substantial cost reductions,
nor did they report the cost of engaging in such comparative activities. Rather,
they report that product standardization and entering into GPO contracts were
the most effective cost-reduction stmtcgies.'s Independent comparative shopping
for best price continues to be a behavior to gain confidence in the value of GPO
membership.

The Value of Group Purchasing Case Studies

Movation conducted the Value of Group Purchasing Case Studies to determine
(1) the cost of hospital contracting, (2) the eost avaidance of using group pur-
chasing contracts, (3) member expectations of group purchasing, and (4) opera-
tional performance measures of purchasing. This was accomplished by day-long
on-site interviews at ten multihospital systems across the United States. The study
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sites represented filty-five hospitals with varying levels of participation with group
purchasing with more than $600 million combined annual purchases. Novation
engaged B&D Healthcare Ennsulu'.ng and Services to conduct the interviews and
data collection.

Departmental interviews were conducted with seven departments within each
study site: pharmacy, cardiclogy, materials management, radiology, laboratory,
surgical services, and food and nutridion. Respondents were questioned about their
perceptions of GPO value; how their department, the hospital, and the broader
system use the GPO; and on their own measures and benchmarking of procure-
ment. They were also asked to provide information that detailed the costs and ac-
tivities associated with their contracting costs with and without group purchasing.
Senior management within the GPO was interviewed to assess their expectations
for group purchasing.

Departmental Use of Group Purchasing Contracts

Robert Betz, executive director of HIGPA, contends that the most successful com-
pliance programs allow GPO members the choice to use or not use contracts, as
contracts fit their needs—but reminds them that there is added value for usc con-
tracts. Greg Firestone, president of MNational Contracts Inc., contends that contract
compliance is an effective way for group purchasing 1o provide value to suppliers for
their administrative fees and help drive costs out of the system. '

Table Study 1.1b indicates the range in group purchasing contract use by de-
partment across study sites. It should be noted that Pharmacy had the lowest
gap variance from highest contract usage to lowest contract use. ln general, it was

observed that Pharmacy had the highest deparimental contract participation
across all study sites,

Contracting Costs

Entering into a GPO contract is not cost-free to a hospital department. Table
Study 1.2 reveals the cost of sell-contracting in dollars and hours per contract.
The cost per contract was determined by taking the labor hours per contraet multi=
plied by the annual salary of the stafl involved in the cantracting effort. The av-
erage cost avoidance with using group purchasing by department was also
determined and showed an average cost avoidance per contract of §1,367.

Table Study 1.3 shows the activities involved in contracting, the average
cost associated with such activity, and the cost avoidance of using group pur-
chasing. It is difficult to judge whether the search for best price actually yields a
bewer price and offsets the average eost avoidance of $1,367 per contract when
using group purchasing,
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(a) TABLE STUDY 1.1. GROUP PURCHASING CONTRACT USE.
Mumber Annual GPO
Study Site of Facilities APDs® Purchases
1 Baptist Health, Little Rock, AR g 264,502 $66,881,839
2 Baylor Healthcare Systern, Dallas, TX 7 894,927 142,918,367
3 Baptist Health Systemn, San Antonio, TX & 325910 68,710,588
4  Medical University of South Carolina, 1 155,095 24,012,922
Charleston, 5C
5 Memorial Hermann Healthcare 12 786,739 177,749,413
System, Houston, TX
& Pinnacle Health Systern, Harrisburg, PA 7 232,023 50,981,982
7 Rush-Presbyterian 5t. Lukes, Chicage, IL 7 555,454 45,710,585
& UCLA Healthcare, Los Angeles, CA, 5 164,318 33,237,832
9 University Hospital, University of 1 134,044 20,215,943
Mew Mexico, Albugquergque, MM
10 University hMedical Center, 1 169,281 19,672,635
Southern Mevada, Las Vegas, NV
(b)
Study Site Study Site Study Site
Highest Number Lowest Mumber Average Mumber
Contracts of Contracts Used of Contracts Used of Contracts Used
Pharmacy 192 138 167 879
Medical &5 26 47 72
Surgical 63 17 41 65
Capital equipment 58 18 7 64
Anesthesia/respiratory 49 23 EY 63
Radiology 33 10 16 48
Orthopedic 1 11 24 77
Labaratory 25 9 20 80
Facilities 25 z 7 28
Cardialogy 23 10 17 74
Food and nutrition 19 2 6 32
Business products 7 1 10 57
TOTAL £00 267 423 ral

4APDs = adjusted patient days.
Sowrce: Value of Group Purchasing Case Studies.

Cost Avoidance with Group Purchasing

If group purchasing did not exist, it would cost a hospital $353,147 annually to
perform the same function (Table Study 1.4). The annual cost avoidance per hos-
pital with using group purchasing is $154,927. It is noteworthy that many hospi-
tals are part of larger, multihospital systems, and the savings opportunities are
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TABLE 5TUDY 1.2. HOSPITAL COST OF CONTRACTING
AND COST AVOIDAMCE WITH GROUP PURCHASING.

Hospital Cost Hospital : Time
Cost of Sell-  Hospital  Avoidance  Time Self-  Hespital Cost

Contracting Cost Using with Contracting Time Avoidance

per GPOper GPOper  {in hours) with GPO with GFO

Contracts Contract  Contract  Contract per Contract (in hours) (in hours)
Radicology $5.707 54,046 1,661 188.2 126.7 61.5
Laboratory 3,325 2,070 1,255 135.8 B5.4 50.4
Operating room 3,021 1,410 1,611 111.3 54.0 57.3
PFharmacy 2,429 1,324 1,105 89.2 46.5 42.7
Cardiclogy 2,287 1.193 1,084 0.6 46.5 44.1
Food and nutrition 1,927 451 1,476 71.0 17.8 53.2
Average contract cost 316 1.74% 1,367 114.4 62,8 51.6

Source: Value of Group Purchasing Case Studies.

TABLE STUDY 1.3. COST AVOIDANCE WITH GROUP
PURCHASING PER CONTRACT.

Hospital Hospital
Self- Contracting
Contracting Cost
Activity Cost with GPO Cost Avoidance
Determine product requirements $265 5174 591 34%
Determine product use 251 120 Lk 52
Department meetings user input 20 109 g9 48
Access suppliers lists 68 20 40 59
Bid or request for proposal preparation £ 14 365 96
Send bid or request for proposal 40 2 i8 95
Respond supplier questions 150 48 102 &8
Analyze bid proposal 295 10 194 &6
Conduct product evaluation 520 450 70 13
Decision product selection 180 143 7
Implementation contract 633 462 171 27
Record retention 25 16 9 36
Maonitor contract compliance 70 65 5 ¥
honitor market competitiveness 33 26 7 21
Total 3116 1,749 1,367 44

Source: Value of Group Purchasing Case Studies.
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TABLE STUDY 1.4. HOSPITAL CONTRACTING COST AND COST
AVOIDANCE WITH GROUP PURCHASING.

Self-Contracting  Cost Avaidance

Cost for Multi- with Group
Cost Avoldance hospital Purchasing Multi-
Self-Contracting with Group System hospital System
Costs per Hospital Purchasing (five hospitals, (five hospitals,
(340 contracts) per Hospital 1,700 contracts) 1,700 contracts)
Coit per contract LERAT] 1,367 315,380 56,835
Total eost of 1,059,440 464, 780 5,297,200 2,323,750
contract (340
ot per contract)
Annual cost 353,147 154,927 1,765,733 F74,583
{average
term: 3 years)

more significant for the broader health care system beeause purchasing has not
been conselidated to achieve economies of scale.

Member Expectations of Group Purchasing

In addition to understanding contracting cost avoidance, it was important to deter-
mine the member expectations of group purchasing (see Figure Study 1.1). Owver-
whelmingly, departmental-level management and senior executives reported “best
price for best product™ as their principal expectation {or group purchasing,

The second and third mest requent expectations were cost analysis and attain-
ing leverage with suppliers. Senior management also expected 1o use GPO expertise
to optimize use of their resources and provide a benchmark for purchasing decisions.
In additon, executives thought GPOs helped drive standardization throughout the
system, These responses are consistent with the literature identifying the role that
GPOs play in assisting their members in achieving best prices.

Value of Group Purchasing Findings

Three distinet philosophies on contract utilization with group purchasing were
found among department managers interviewed:

1. Contracts were viewed as valuable and allow resources to concentrate on op-
erational and clinical issues,
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2. Group purchasing contracts were viewed individually based on perceived de-
partmental value and savings based on cost of conversion to alternative products.

3. Contracts were considered starting points for the health care organization's
own negotiation.

It is eritical to recall that participants frequently use group purchasing to mon-
itor price. Interviews revealed that maost respondents did not have an under-
standing of the cost of contracting and did not routinely study their own costs
associated with purchasing; thus, their ability to wuly understand the actual cost
ol a contract and goods purchased was limited.

The findings below do not include cooperative returns, manulacturers
incentives, and resources which provide additional value to members.

Pharmacy Model

Perhaps the most striking observation between departments pertained 1o
pharmacy—in respect to both the number of contracts used and their

FIGURE 5STUDY 1.1. EXPECTATIONS FOR GROUP PURCHASING.

Best produce for best price |28

Leverage with suppliers| |10
More eost analysis and cross-references ____l 10
Organizational development | |9
Standardization and utilization _:IE
More timely contract communications : 7
More regional or local conrracts :l 7
Benchmarking _: &
Access to new technology :I 5
Maore contract flexibiliy | |5
Assist with physician behaviar D 3
Q & W0 15 W 25 30

Mumber of Responses
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TABLE STUDY 1.5. REASONS THAT PHARMACY DEPARTMENTS HAVE
HIGH GPO CONTRACT COMPLIANCE.

Reasons for Compliance

Reasons Pharmacists
Believe They Comply
with Contracts

Reasons Other Departments
Believe Pharmacists
Comply with Contracts

Engaging in search for 47% 23%
better price is not good
use of clinician’s time
Pharmacist expertise with 21 23
standardization and
fermularies
Pharmacists believe GPO 16 15
price is advantageous
Other 16 16
Dan't know H 23
Total 100 100

confidence in group purchasing. Pharmacy departments reported they did
not see contract negotiation as eptimizing the use of their resources. Table
Study 1.5 identifies reasons pharmacists support group purchasing as well as
the reasons their counterparts outside pharmacy attribute to pharmacy com-
pliance. Both pharmacists and their nonpharmacist counterparts auribute phar-
macy contract compliance to the pharmacist’s expertise in standardization and
beliel in group purchasing price advantage. Pharmacists were more likely than
the nenpharmacists to believe that engaging in contracting is not a good use of
clinician time.

Measuring Outcomes of Purchasing Practices

The Value of Group Purchasing Swudy was also conducted 1o determine if per-
formance measures such as benchmarking were used 1o measure purchasing out-
comes. Carr and Smeltzer have pointed out that benchmarking as a process
involves comparisons: “the assumption that an organization will improve its own
performance il it copies an organization that exhibits the best performance,
product, or process.”'* Their rescarch has found a positive relationship between
benchmarking and firms' performanee.'® They also found positive relation-
ships between benchmarking and engaging in strategic purchasing in small and
large firms.
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FIGURE STUDY 1.2, TOTAL SUPPLY EXPENSE PER ADJUSTED
DISCHARGE (WEIGHTED PER CASE MIX INDEX) VERSUS
GPO PARTICIPATION.
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In 1997, University HealthSystem Consortium (UHC) and VHA collabo-
rated on a Purchasing Process Benchmarking Survey with forty-six UHC hos-
pitals and forty-one VHA hospitals. Figure Study 1.2 indicates a lower total
supply expense per adjusted discharge with the organizations that had a higher
use of group purchasing. Organizations with more than 50 percent contract par-
ticipation with group purchasing were compared to organizations that used less
than 50 percent contract participation. Data presented excluded pharmacy and
dietary products.

Conclusions from the survey suggested benchmarking and improvement
efforts should be targeted 1o supply-related expenses:

1. Creation of an organizational cost management focus

2. Establishment of performance measures and the provision of fecdback

3. Creation of end user accountability for supply cost management

4. Increasing involvement of key physicians

5. Implementation of incentives and gain-sharing programs to increase results

6. Identification of acceprable products and the control of information on new
ones
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EXHIBIT STUDY 1.1. INDICATORS OF PERFORMAMNCE.

raphics
* Case mix index (hospital and medicare)
* Total hospital supply costs
* Total hospital purchased services cost

Organizational

* Total hospital supply cost/adjusted
discharge

* Tatal hospital supply cost/operating
expenses

Materials Management

+ Materials management “influenced”
supply cost ratio

* Materials management “influenced”
supply cost per 31 of labor

* Materials management hourly rate

Department Specific

* Total hospital surgical service supply cost
per procedure

* Total cath lab supply cost per procedure

* Laundry and linen pounds per adjusted

patient-days

7. Increasing the use of group purchasing
8. Concentrating on areas with the largest oppertunities for improvement
8. Using key suppliers as partners in the cost management initiative

In a separate study, the VHA West Coast developed a Materials Management
Report Card and Data Collection Tool to support performance improvernent and
benchmarking, What is significant about this tool is its concentration on materi-
als management beyond line item price.'”

Participants in this project recognize that benchmarking indicators provide
an important basis for managing realistic expectations for improvement. The
report recommends that organizations come together to (1) conduct self-audit of
performance against cach category means and best performance, (2) contact
better-performing organizations to discuss processes and procedures that
contribute to their success, (3) share results with participating organizations, and
{#) apply findings as baseline for imprevement eflorts (see Exhibit Study 1.1},

Advocating Compliance

Manufaciurers and suppliers recognize that both GPO and IDNs cannot always
secure commitment from their membership on specific items. GPOs must assist
in the development of an environment in which unit price is not the only measure
of their value. Furthermore, IDMNs must develop system integration to deliver
compliance.

GPOs and IDNs will find new competition for their business as new technolo-
gies and agencies of exchange concentrate buyers to reduce expense and transaction
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costs. Advocating compliance requires that GPOs become customer-centric. Today’s
end user is a pharmacist, physician, nurse, or administrative employee of a depart-
ment who gathers information [rom a variety of modalities. These strategie con-
stituents frequently have very different understandings of the factors associated
with the various products invelved in the delivery of health services. Physicians, for
example, frequently report that those who advocaie GPO commitment undervalse
the positive aspects of intensive involvement with manufacturers and their repre-
sentatives. Reflecting on the health care industry, Hurwich and Lanigan have argued
that “the emerging business model for health purchasing in the 21st century is the
“connection company™ that relates to various customers (patient, physician, admin-
istrator) not simply as a supply need, disease, or condition, but holistically as a com-
plex amalgam of wants and needs.'® Pressures on GPOs will continue to mount, and
new opportunities will emerge as health care leadership comes to grips with the
implications of the shift from measures associated with discharges to measures that
reflect costs and outcomes associated with episodes of care. Purchasing success will
require tools and strategies that wrack and meet the needs of the customer/paticnl
over a longer period of tme and in multple settings, including the home,
Conplimnee regoires executive commiitment. A recent survey of CEOs reveals that
procurement organizations should provide strategic advantage and revenue
enhancement. Interviews with executives suggest that health care organization
administrators have not yet embraced this position lor the purchasing function.
Failure 1o articulate a vision for the value attached to purchasing leads 1o man-
agerial decisions “by default.” Kearney's recent auention to this issue concludes
that creating advantage revolves around “building a mindset that procurement
counts."!? Strategies associated with this include the development of joint prod-
uct development teams between supplicrs and hospitals that “move beyond shar-
ing information to sharing ideas, collaborating on how and where products or
components are made, or how services might be redefined for mutual advantage.”
GPOs emphasize “total supply chain management,” the overall process by which
products are ordered, delivered, inventoried, paid for, used, and disposed ol
GPO conpliance requires facilitation and finkage of elinician supplier relationships. Clin-
icians have established strong relationships with suppliers that manufacture a wide
variety of products such as prostheses and pacernakers. Without an institutionally
shared vision for purchasing and standardization, efficiencies will not evolve in the
elinical arena. Clinical leadership that embraces a vision of improved patient out-
comes as a result of standardization will lead 1o the ultimate suceess. Schneller has
argued that health sector executives must become skilled in selecting physician
collaborators who have a strong appreciation for resource use and collaboration:
“While healtheare delivery organizations may be able 1o tolerate some percentage
of physicians who have livle appreciation for ongoing change processes, failure o
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develop 35 wo 40 percent of the medical stall’ who will be strong collaborators in
both resource management and corporate development will be a prescription for
organizational failure.™?!

GPO success will be dependent on the ability to harness an integrated business
and elinical perspective to improve organizational performance. By achieving an
organizational focus, GPOs can shape the environment in which their members be-
come accountable for eptimal resouree use by achieving integration across depart-
ments, establishing and enforcing performance measures, and ensuring that incentives
are in place o achieve systemelevel efficiencies. In this context, structural ehanges will
b necessary in both the membership organization and the GPO that includes build-
ing new tes 1o the supplier communiry. Schneller has wrinen that health care exec-
utives frequently feel uncomiortable in an environment that necessitates advanced
business skills in supply management and information technology® Executive edu-
cation in total health care supply chain management will be necessary to establish an
environment where leadership has the vision to move the purchasing teamn from a
focus on the “product” as the center of attention toward systemwide purchasing
initiatives that incorporate many of the components of market strategy:

As health care srganizations dowwesize, enmplovees must seek ways to work snarten, allotiing
iheir fime on those aciiviives thal irely make a difference in both cost and pafient oufeome.
Undersianding where compliance makes a dilference, as recognized in pharmacy,
is an important step that health care organizations must take in the near future,
In a customer-focused organization, where customers actually promote change,
purchasing leaders will be required to give extensive time to the various con-
stituencics with which they interact on a day-to-day basis. To avoid cost increases,
this will require redirecting time away [rom everyday purchasing activities toward
satisfying eustomer necds,

This is an era of enormous change for the entire field of supply chain man-
agernent. Purchasing lor health care organizations has always been an extraor-
dinarily complex process of struggling te meet the needs of management, key
business stakeholders, clinician pariner preferences, and patients. To date, the
enormous push to achieve standardization and manage for improved outcomes
has achieved only modest success.

Across the health care industry, there are numerous forces attempting to
employ new technologies and business models to impose a new ciseipline on the
organizations and professionals that come together o make up health care. In
“E-Commerce Coming to Health Care Industry” the Mol Street Journal depicts
purchasing in the typical hospital as an antiquated process in which multiple
customers independently access suppliers, distributors, and hospitals, with the
GPO being only one of a number of customers.?® The new supply chain is
different by virtue of providing an online market in which a wide variety of



22¢ Study 1

customers, hospital departments, physician offices, and even GPOs access an
online market—a virtual new exchange system. Our analysis suggests that while
e-comimerce and business-to-business medels will have a striking influence on how
health care manages its supply chain, the role of knowledgeable exchange agents,
especially GPOs, will become even more important. In such an environment,
achieving a level of discipline in the supply chain may even be more complex than
in the past. Group purchasing organizations have been the centerpiece for re-
ducing the burdens associated with effective supply chain management. Strategies
that advocate full use of group purchasing have the potential to shape improved
efficiencies and eflectiveness in the changing health care industry.

Discussion

A wide range of contract use characterizes the multihospital systems scrutinized
in the Value of Group Purchasing Case Studies. With few exceptions, GPO mem-
bers are not willing to 1ake as a matter of faith that membership automatically
leads to their principal expectation: lowest possible price. Rather, these organi-
zations test the marketplace for achieving lower prices for goods and engage in
contracting behavior that, while costly, is believed to help achieve organizational
goals. And te the extent that each of the sites studied is not tightly integrated into
collective systems for purchasing, there appears to be substantial imramember
variance in GPO contract use, Further study will be necessary 1o determine just
how such intrasystem compliance aflects overall system cost and success,

The HIGPA report argues that GPOs present an opportunity for member-
ship choice and flexability. This contention is mnrp-crcd. however, by the ohserva-
tion that in “their capacity as brokers and facilitators, GPOs walk a fine line,
balancing their members’ desire for flexibility and freedom to suit their needs with
suppliers’ desire for standardization and increased market share.”®* The case sid-
ies reported here reveal that the tension between fexibility and standardization is
not systematically managed across the hospitals and systems studied. Pharmacy
depanments recognize the value of compliance with contracts and have instim-
tionalized mechanisms for achieving standardization. Leadership is not consistent
in other areas, with few models being advanced to achieve effective supply chain
management. Yet the savings associated with contract compliance, as demon-
strated in this case study, are profound in terms of both time and cost avoidance,

The growing body of literawre on clinical outcomes is rapidly becoming
baseline knowledge for clinical and insurance decision making, This now has the
potential to serve as the intellectual capital wo drive standardization and, subse-
quently, purchasing behavior. As this progresses, the purchasing profiles of elinical
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departments should begin to look a great deal more like pharmacy departments,
with data on outcomes strongly informing purchasing decisions. Sarpong's research
on pharmacists engaged pharmacy and therapeutics (P&T) commitiees revealed
that the vast majority of respondents had received training or continuing educa-
tion in either pharmacoeconomics or outcomes rescarch in the past two years. 2
Progress in applying such information outside pharmaey may be aceelerated by
developing a series of continuing education experiences in clinical economics
and decision making for managers in clinical departrments and their allied physician
leaders.

Maltz and Ellram have identified the duality associated with purchasing within
complex organizations. On the one hand, purchasing involves locating and screen-
ing suppliers, structuring and requesting proposals, negotiating final agreements,
and monitoring ongoing relationship.?® At the same time, purchasing profes-
sionals also need to develop clear sets of expectations regarding outcomes and
performance objectives associated with the supply management function while
recognizing that many specific decisions regarding purchasing may take place
throughout the organization. Within this context, they suggest that “someone in
the erganization must always oversee and monitor the purchase of owiside goods
and services, analyze options, select suppliers, and monitor ongoing perfor-
mance.”?? Giving continued attention to the activities of the GPO to which one
belongs is an obvious aspect of doing good business and recognizes that the pur-
chasing function cannot be totally outsourced. The Value of Group Purchasing
Study, however, did not reveal erganizational recognition or management of the
complexity of purchasing or specify how modern tools for supply chain man-
agement are best employed to improve organizational eflfectiveness,

Conclusions

Disciplined models for achieving compliance with GPO eontracts cannot emerge
without executive commitment to excellence in purchasing, a recognition of the
legitimacy of clinician-supplier relationships, developing an integrated business and
clinical organizational focus, ensuring the employment of advanced business skills
in supply chain management and information technology, and advancing an
organizational focus in which everyone works smarter to optimize resources for the
task at hand. Such a model for complianece retains fidelity 1o price as a principal
goal for the GPO but ensures that the GPO activities will have an engoing fit
with the organizations they serve.



STUDY 2: CLINICIAN, SUPPLIER,
AND BUYER WORKING AS ONE
TO IMPROVE PATIENT OUTCOMES

lymouth Hospitals NHS Trust provides general hospital services to a local

population of 430,000 in Plymouth, West Devon, South Hams, and East
Cornwall, England. Derriford Hospital alse provides a number of specialist
hespital services to more than 1.6 million people in Devon and Cornwall and in
some cases to bordering areas of Dorset and Somerset. The main specialist or
tertiary services provided are:

» Cardiothoracic surgery and cardiclogy
* Newresurgery and neurology

* Renal transplant surgery

* Some specialist eancer treatments

* Plastic surgery and burns

The Trust's vision for the next five years is to be recognized as a leading center of ex-
cellence for a wide range of general hospital services and complex specialist services
for people living within the Southwest Peninsula, a geographical area covering Devon
and Cornwall providing health care to a population of ever 1.6 million people. The
Trust has established an agenda to work with its health pariners to ensure that services
are planned and delivered around the needs of the patient.

This swudy was wrinen by lan B, Shepherd in March 2003.
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Of the Trust’s specialist services, the South West Cardiothoracic Centre
represented the biggest commercial challenge given its growth potential and the
opporwnity o influence significant expendire.

The Cardiothoracic Centre opened late in 1997, treating 274 patients as
finished consultant episodes (FCEs). Since then, the center has increased the
number of patients treated each year, reaching 2,105 FCEs during 2001. More
patients have been able to benefit from coronary artery bypass grafis and other
heart operations, In addition, the center is leading the introduction of a new
day case technique for performing coronary angioplasty and stenting on patients
with heart disease. The standard approach is to gain access to the corenary
artery from the groin (femoral artery), which involved an overnight stay for
the patient. The new procedure involves introducing a tube through the wrist
{radial artery), a procedure known as transradial intervention. The risk of bleed-
ing is reduced, patients can regain movement earier, and they can ofien go home
the same day, helping to reduce waiting times for other patients. “The first
patient sat up and read a newspaper within thirty minutes of the procedure and
he was discharged without complication in less than four hours,” says Joe
Movwani, consuliant cardiologist. “I now use this route of access in over 90 per-
cent of patients, and we are using the procedure more extensively than any other
center in the TK.Y

In the most recent survey, Novernber 2003/04, the center was rated as the wp
hospital in the UK on its combined resulis for all heart operations, according to
the Society of Cardiac Surgeons. The mortality rate for the period April 1998
to March 2000 was the lowest, at just 2.5 percent, This compares with a national
average of 4.0 percent,

In the last year we have implanted 430 pacemakers for bradycardia indications
(new implant rate about 700 per million). The center prescribes using the British
Pacing and Electrophysiclogical Group guidelines. Many patients have additional
arrhythmia, particularly atrial fibrillation, and we have actively developed a
program of using new devices with anti-atrial fibrillation therapy

As part of our collaboration with our suppliers, we have had a productive re-
scarch program and are about to publish a study into onset mechanisms of atrial
fibrillation and Autter after coronary bypass graft surgery. For this, the center used
an advaneed dual chamber pacemaker with excellent Holter functions. In addi-
tion, we are now pacing for heart filure with biventricular pacing systems.

Dr. Andrew Marshall and Dr. Guy Haywood, consultant cardiologists, both
participated in the Multi Site Stimulation in Cardiomyopathy (MUSTIC) trial,
making Plymouth one of the seventeen European centers at the forefront of this
clinical development. Figure Study 2.1 shows that expenditure has been brought
in line with budget while wreating more patients.




Study 2 231

FIGURE STUDY 2.1. BUDGET, EXPENDITURE, AND PATIENT
ACTIVITY, CARDIOTHORACIC CENTER (IN POUNDS STERLING).
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The Perennial Challenge

The perennial challenge facing most Trusts is to treat more patients sooner while
improving clinical outcomes, within a finite budget. Increasingly, the vast array of
products required to meet this demand are subjected to dynamic market forces
where the introduction of innovative devices attracts premium prices. Commer-
cial aims to meet this challenge were to:

* Widen purchasing influence over core expenditures with increased commit-
ment to contracts

+ Improve supply chain operational efficiency

* Reduce our supplier base

* Rationalize catalogue line items

* Manage the introduction of new technologies

* Reduce inventory value and associated replenishment costs

* Ensure 100 percent stock availability

* Generate annual savings of at least £800,000

In consideration of these primary aims, we set ourselves the overall goal of treat-
ing 10 to 15 percent more patients within the existing budget. Subsequently, the
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Trust’s purchasing and logistics strategy was developed as a by-product of taking
this approach.

Purchasing Strategy

In support of realizing our aims, the Trust Board endorsed our vision and mission
SLAICMEnis as:

Vision: Development and management of’ an integrated supply chain
optimising total costs of acquisition, possesston and use

Mission: To provide all customers with the timely delivery of the right quality
and quantity of products and services at the lowest overall cost

EBecognizing that we did not have the skills or resources available to influence
all of the Trust’s nonpay expenditure, our initial focus was to meet the needs of
the South West Cardiothoracic Centre. Demand for treatment of coronary hean
disease was growing at an annual rate in excess ol 30 percent, and the center’s
budger would need to increase 1o approximately 10 percent of the Trust's annual
revenue to meet this need. Furthermore, following a Pareto analysis of expendi-
ture, just 180 key products and eight of the Trust's top twenty suppliers accounted
for 60 percent of the Cardiothoracic Cenire's budget.

Figure Study 2.2 repregents an analysis of the Trust’s supplicr portiolio.
It links expenditure of each operating division within a corporate entity by
ageregating sales values. These revised and validated data were then used 1o
identify the Trust's top 50 supplicrs. However, compiling this list highlighted
that 150 suppliers represented 79 percent of expenditure and 10 percent of
transactional volume. At the other end of the spectrum, 1,500 suppliers rep-
resenied 10 percent of expenditure and 70 percent of transactional volume. In
developing objectives in pursuit of partnership relationships, it was essential to
determine our starting point and understand the relative strategic significance
ol existing and prospective supplicrs. Our objective was to develop partner-
ships with 2 number of category A suppliers, ensuring sales growth, while con-
solidating transactional activity and significantly reducing the number of
category D supplicrs.

The added advanage of pursuing a dilferent approach with the Cardiotho-
racic Centre was that supplicrs in this market were few and therefore potentially
more manageable, and in most cases, supplicrs were able to meet the majority of
the Trust's demand for key categories of products from within their corporate
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FIGURE STUDY 2.2. AMNALYSIS OF THE TRUST'S
SUPPLIER PORTFOLIO.
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portlohios. In addition, niche suppliers were already known to the Trust, and we
had a good understanding of their potential for growth,

Our overriding strategic aim was to test and develop the concept of
partnership working from both the elinical and commercial perspectives. Our
criteria for appointing suppliers to this program were:

* Year-on-year commitment to improve clinical outcomes
= Sound research and development track record with innovative product im-

provement programs for the future
* Robust communication and information links

* Willingness 1o share information on costs

+ Clommitment 1o raining, ecducation, and dm*clopmcm ol clinical and man-

agerial stafl

= Consistent high-quality customer service

*  Process efficiency and cost containment in working toward e-business solutions
*  Shared risk and benefits associated with market growth

Figure Stuchy 2.3 15 a

summary of how one of our key supplier’s strateme focus

influcneces patient outeomes, maximizing the use of new wehnologies and therapics
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FIGURE 5TUDY 2.3. INFLUENCE OF STRATEGIC FOCUS
OM PATIENT OUTCOMES.
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as the enabler. By working together with our clinical colleagues and suppliers,
we hoped 1o influence and improve the quality of life for paticnts with eoronary
heart disease and reduce the overall cost of each finished consuliant episode.

Market Analysis and Segmentation

Continuous monitoring of market dynarmics is essential for products that have con-
anued g'rowlh or have yet to reach maturity, Given that new entrants are launched
at premium prices and in a competitive market, mature products are priced to pro-
tect or increase market share. Figure Study 2.4 shows the dynamic nature of the
cardiothoracic market. This serves to llustrate the point that new product launches
or additional features o existing products, dependent on their positioning within
the life cycle, are often priced at premium rates. The challenge for the buyer is 1o
work with clinical stalf o determine whether these new devices provide differen-
tiated clinical cutcomes and therefore represent value for money

We are currently working on two business cases to determine the benefits of
drug-eluting stents and eardiae resynchronization therapies. If these are proven o
be cost-effective, we will then have the added challenge of convineing eommis-
sioners of health care and budget holders, of the need to change their outlook by
focusing holistically on budget provision, to meet these new treatment regimes.

By working more closely with our clinical colleagues, we not only gained a
better understanding of their needs but also used this opportunity to improve our
knowledge of the products and supplicrs within the cardiovascular market. Ex-
amples of the level of detail we believed was required in understanding product
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FIGURE STUDY 2.4. PRODUCT LIFE CYCLE.
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FIGURE STUDY 2.5. MARKET DYMNAMICS.
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use and the stability and growth in demand for products is demonstrated in Figures
Study 2.4 and 2.5.

The interesting dynamic here is that clinical stalf are pioneering transradial
intervention. This change in clinical practice uses niche products where techno-
logical advancements are producing smaller lumen sizes in the hope that this
will improve patient outcomes, Products are increasingly being coated with
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hydraphilic agents 1o improve speed of access and reduce the risk of infection. As
the market develops, these products should see sustained growth, and this com-
mercial opportunity is not lost in our relationships with niche suppl.'lv.‘.'l‘s, The chal-
lenge we have set them is 1o provide product improvements with pricing to match
established equivalent items.

At the opposite end of the spectrum, we have a decreasing need for balloon
catheters given that interventional cardiologists are continuing to increasingly use
direct stenting 1o reduce overall procedure costs. Managing market share and lever-
aging these commercial opportunities for maximum benefit is not possible with-
out accurate, up-to-date information. In recognizing this necd, we have
implemented plans to continually develop our information systems and the shar-
ing of data to support commercial negotiations.

To avoid monitoring other than the significant differentiated clinical or cost
benefits, we have, for example, built into our contract for pacemaker systems the
clinical option 10 select next-generation products at contract prices, Taking this
approach enables us 1o efficiently manage the introduction of new therapies, such
as awrial fibrillation with Medwonic’s Prevent AF device.

Having gaincd an understanding of market dynamics, including the increas-
ing wrend for supplier mergers and acquisitions, we established an approach to fur-
ther segment the market by risk in terms of awarding contracts on the basis of
single, dual, or multisource commitments, Duration of contract term was an added
consideration given our desire 1o reduce administrative costs and develop longer-
term commitments based on partnership relationships,

Following this detailed analysis of market conditions, we awarded a number
of contracts. First, we awarded a seven-year single-source contract for the sup-
ply of generic commodity items {cardiology diagnostic devices). Items in this
category would not be influenced by technological change (stable market). Given
strong competition in the NHS market, this represented minimal risk. Price would
be easily managed by benchrmarking and cost analysis, with performance reviewed
annually.

Second, we awarded a twelve-month contract for the supply of catheter-
mounted stents, given that this was considered 1o be a highly volatile market in
rerms of falling prices, growth in demand, and technological advancement, There
was a prior agreement with clinical colleagucs that as the market matured, we
would increasingly commit larger volumnes to a primary supplier and ultimately
move 10 a dual-source contract. This has recently been honored with the award
of contracts for a three-year commitment. The added complication in manag-
ing this market in the fulure is around the intraduction of premium-priced drug-
eluting and coated siens,

Figure Swudy 2.6 shows the considerable change in demand for stenis, with
future growth anticipated at 30 percent annually, The added dynamic in managing
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FIGURE 5TUDY 2.6. CONTRACT VERSUS ACTUAL PROCEDURE
VOLUMES FOR STENTS, MARCH 2002,
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products in this category of expenditure is the variance in clinical preference as
ta whether 1o predilate vessels with a balloon er to direct-stent the lesion,

Sustained monitoring and annual negotiation have seen unit prices fall from
L8000 £250 per bare metal stent.

Third, we awarded a five-year multisource eontract for the supply of me-
chanieal and tissue heart valves. The everriding dynamic in this contract was that
products are in a stable market, but there was a desire within the center to
undertake a comprehensive, randomized research project. This was agreed as
part of the procurement process with the award of contracts, including the pro-
vision of significant research lunding coterminous with contract expiration. Tt was
believed that by taking this approach, we would develop increasingly closer rela-
tionships with our core suppliers.

Finally, we awarded a two-year dual-souree contract for pacemaker systems.
The primary supplier had previously acquired the secondary supplier, and risk
was considered 1o be minimal given that separate research and development
platforms and manufaciuring processes were retained. Following successful
completion of the inital term, the opton 1o extend the contract period by a further
three 1o five years was recently granted,

In taking this approach, we have significantly reduced the number of primary
suppliers serving the Cardiothoracic Centre, and further rationalization is 1o continue
given sustained performance monitering leading to partnership status. However, in
recognizing this change, there was still a need to provide access to new and innovative
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enhancements 1o products. Evaluations of iterns in this category were conducted
within a maximum 10 percent of total sales value, This Aexibility in the evaluation
of products was easily accommeodated given the growth in demand for interven-
tonal angioplasty and cardiae rhythm management therapies.

The Procurement Process

The procurement process was not unlike any other invitation to tender except for
real emphasis on:

+ Clinieal sutcomes and growth in demaned for specifie weatment regimes
* Commitment for the long term with mutual benefits

+  Product quality and reliability of performance in use

*  Afier-sales support services

Added-value services (for example, waining, cdun:auun, and research)

* Performance management

* Infermation sharing

* Reducing costs and of course price

However, the key differentiator from the traditional approach was that the
lead consuliant from each clinical specialty signed the invitation o tender, par-
ticipated in pretender negotiations, and cosigned the contract award schedule.
The purpose of this was o clearly demonstrate 1o the market that we were seri-
ous about aggregating and consolidating our requirements and would support this
through absolute commitment to contract volumes.

The sample contract schedule in Figure Swudy 2.7 serves 1o emphasize that
the commitment stated at the beginning of the purchasing process is reflected in
the contract award. All parties have signed the schedule in recognition of each
ather's obligations.

Postcontract performance reviews have further demonstrated our sustained
commitment to contract volumes and growth. For pacemaker systems, 99.9 per-
cent of volume is shared with two manufacturers. Figure Study 2.8 is an example
of this approach as applied to monitoring the commitment given to our preferred
supplier of surgeons’ gloves. The figure clearly demonstrates commitment 1o
primary supplier B, as changes introduced in October 1998 have resulted in sus-
tained erosion in the use of aliernative suppliers products.

Instead of inviting tenders for each category of expenditure, a notice was pub-
lished in the Official Journal of Eurapean Communities inviting tenders for devices
o meet the Cardiothoracie Centre's entire need. We believe that this approach 1o
aggregaling expenditure is unique within public sector procurement, and it is

ineresting 1o note that this approach was well received by participating suppliers,
due in part 1o its significant reduction in tender administration costs,
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The core product categories representing 80 percent of expenditure included
in the invitation to tender were:

* Pacemaker systems

+ Implantable cardioverter defibrillator systems
*  Heart valves {(mechanical and tissue)

« Coronary artery bypass graft (procedure packs)
+ Coronary stents

+ Diagnostic cardiology devices

* Interveniional cardiology devices

+ Perfusion devices for bypass surgery

+  Electrophysiology devices

Key items used within these core preduct categorics are surnmarized in Table

Study 2.1,

The price comparater in Table Study 2.1 shows that eflective price man-
agement has been sustained throughout the contract term. The cumulative total
saving as a result of this approach eurrently stands at £1.4 million.

TABLE 5STUDY 2.1. PRICE COMPARATOR FOR
CARDIOTHORACIC CORE PRODUCTS.

1997/98  1998/99  1999/00  2000/01 2001/02

Coronary stents £800 E£700 £427 £350 £315
Facemaker systems 2,370 1,800 1,570 1,450 1,400
{average price)
Implantable cardioverter 22,000 18,500 14,500 13,000 12,000
defibrillator systems
{average price)
Heart valves (mechanical) 1,930 1,650 1,405 1,405 1,350
Heart valves {tissue) 1,700 1,650 1,350 1,350 1,300
Angioplasty balloons 275 200 140 125 100
Blood cardioplaegia 54 49 47 45 45
Guide catheters 60 50 35 12 25
Guide wires (average price) 80 &0 49 42 39
Thoracic cannulae B.48 6.00 5.83 5.83
CABG procedure pack 218.08 218.08 175.38 175.38
(increased components)
Angiography pack (increased 64,20 34.23 32.50

components)
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Invitation to tender prequalifying eriteria determined a short list of suppliers
from whom wenders were invited, Crur next step was to inwvite all interested parties to
a supplier bricfing, where clinical colleagues and | presented our expectations in
terms of improving clinical outcomes and reducing costs. Consistency of approach
in communicating with each prospective supplier was ensured as a lead clinician
for each clinical specialty was assigned to speak on behall of his peers,

The process and benefits of developing relationships with clinical colleagues
are illustrated by the innovative purchasing solution developed [or the supply of
pacemaker systems. Having gained senior management support of the concept o
commit absolute volumes 1o longer-term contracts, in the hope that this would
leverage lower prices, a series of meetings were held with clinical colleagues te
confirm their necds and explore aptions of hew best to structure invitation to ten-
der documentation and determine the contract award criteria. Andrew Marshall,
a consultant eardiologist, was very receptive to the concept of a longer-term com-
mitment but wished 1o ensure his team received the appropriate level of training
and education required to keep them at the forefront of pacing technology. His
primary concerns were (o improve clinical outcomes, have frecdom of choice in
selecting a therapy to treat patient need, and to share risk should there be an un-
fortunate future occurrence of a manufacturer’s product being recalled.

Invitation to tender documeniation made reference to these primary concerns
and specifically forewarned prospective suppliers that addressing these key ele-
ments would feature in our pretender negotiations, During these meetings, sup-
pliers were asked to demonstrate their track record and, subject to nondisclosure
agreement, advise us of their upcoming product launches and luture rescarch and
development plans. An essential feature of their response to this criterion was how
they demonstrated their corporate philosophy in terms of ability to work in part-
nership. It is worth noting that price was not a factor at this stage.

Subsequent pretender negodations ensured that there was no ambiguity about
the clinical and commercial expectations of the Trust. During these meetings, it
was reiterated that we would honor absclute commitment to current and projected
future contract volumes.

Following analysis of tenders received, Andrew Marshall and I, wogether with
representatives of senior management and the finance department, invited a short
list of suppliers o formally present their tender submission, This aided clarifica-
tion of technical aspects of product detail and ensured parity of approach lor
commercial comparisons. Because of the ongoing openness among all parties, it
was relatively straightforward to select our preferred parters,

Engaging suppliers early in the process met a primary objective of the
Trust's purchasing strategy regarding developing parinership relationships. Par-

ity of approach ensured open discussion on how suppliers could play a part
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in this process. Indeed, they were invited to comment on draft documents prior
to their inclusion within the invitation to tender. I am sure this approach en-
abled prospective suppliers to focus on meeting our needs, within their tender
submission, by highlighting key differentiators that would impact on clinical
outcomes and cost.

Benefits

Taking this innovative approach yielded a number of benefits,

Clinical Benefits

The benefit for elinical stafT and patients is the ability to access leading-edge
therapics with device selection based on the need of each patient. Price is no
longer a consideration given the introduction of average pricing, within a
capped hudgen.

Continued training and development ensures that clinical stafl have access to
supplier networks with a high level of technical support. This is supported by sus-
tained provision of genuine added value.

We now have the opportunity o work with market-leading suppliers on the
introduction of new technologies with whom there is potential to conduct clinical
studies and rescarch, One example is to evaluate the potential of devices that may
be upgraded by software downloads as a patient's discase progresses. The bene-
fit for the patient is that no further invasive treatment s required.

British Pacing and Electrophysiology Guidelines are adhered to in prescrib-
ing the mode and rype of device suitable lor each patent. However, the unknown
is whether future patient demand would be skewed voward the higher-cost, more
complex modes, By adopring an average price for all therapies, the supplier shares
the risk associated with unknewn patient demand, as all patients” needs are met
from a finite budget. Annual reconciliation of the account, if skewed 1o less
eomplex modes, would result in a rebate to the Trust i the wotal value of sales,
at unit prices, is less than the total expenditure based on the agreed average price
per pacemaker system.

Figure Study 2.9 illustrates actual activity during the past two years. The adop-
tion of average pricing with risk transfer, compared to mode and lowest bench-
mark equivalent prices, has proved to be of benefit. However, the real significance
of using this review model is the benchmarking intelligence it provides in negoti-
ating revised prices for the coming year.
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Supplier Benefits

Our primary suppliers have been successful in developing our relationship due to
their:

* Agpressive pricing

* Service excellence

* Quality products

* Educaton and support infrastructure

* Mutual desire to work toward long-term goals

+ Open and consistent communication

* Beliel and realization that mutual commitment has been and will continue to
be honored

Being able to demonstrate we are in it for the long term has meant that we
have worked ogether in an environment where the supplier’s business is not at
risk, save acceptable performance. This has allowed all parties the ability to
focus on continuous imprevement and improved clinical outcomes and have
a trusted partner with whom to pioneer new ideas and 1echnologies. The
development of our relationship is based on shared objectives and a mutual
beliel that we are playing on the same side. There are additional benefits for
the supplier as well:

* Long-term absolute commitment

* Prompt payment and in some cases prepayment

* Reduced sales, marketing, and associated administrative costs
* Opportunitics to test new ideas

* Ongoing education of how the NHS functions

+ Better mutual support mechanisms

Buyer Benefits

In addition to preferential pricing in return for long-term commitment are these
commercial benefits:

*  All expenditure is visible; therelore, off-contract creep, if any, is kept to a min-
imum (during financial year 2001-2002 just £61,000 of the Centre’s £6 mil-
lion expenditure was not influenced by the purchasing depariment).

* Continued development of our preduct knowledge and understanding of mar-
ket dynamics provides intelligence to be used in a nonthreatening way when
reviewing the market, costs, and prices annually.
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= Continuous improvement in transforming supply chain processes has led wo im-
proved efficiency in managing:

Receipting and quality contrel
Product catalogue data conversion
Business protocols and policies
MNew product introduction protocols
Invaice matching and payment performance
Comphiance in the use of a standard (agreed) product range

Inventery levels and associated acquisition costs

E-commerce solutions

The most important benefit is the collective energy of clinician, industry, and

buyer working together as a team to provide the best possible outcomes for pa-
tients at the lowest overall cost.

Continuous Improvement

The iterative process of ongoing perdformance monitoring has led 1o the develop-
ment of the performance management schedule in Figure Study 2.10. In addition
to assessment of supplier performance in completing Figure Study 210, we review
service provision with customers in consideration of less objective criteria:

+ Has sincere desire 1o serve customer neecds
* Bupplies all necessary information on demand

FIGURE STUDY 2.10. SUPPLIER PERFORMANCE MONITORING.

Supplier Mame: Reviewsd with: Reviewed by:
Crates Period of review: From=
To
100 90 80 &0 40 0
Price: supplier’s prices have: Excecded | Been Stayed | Imeseased | Increased | [Increased
Expecred | Reduced | Constant By < at By >
Reduction Inflation | Inflatien | Indlazion
Deelivery: % on time 1000 D% = U8% = aS% = P45 > G0%
% complee 100%: % = ¥5% > 0% > 34% =%
"% packaging Jamage 0.1% 0.1% 0.3% 0.4% 0.5% 0.6%
Invaoicing: 0% marched sero wolerance 100% S = 05% = 009 = 85% = B0%
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* Consistently provides agreed level of support 1o meet our business aims

= Willingly helps in emergencies

*  Answers all communications within defined time

*  Advises on progress or trouble

* Keeps promises

* Maintains good usable records in support of data exchange targets

* Reacts well to adverse incidents, criticisms, and rejections

* Proactively offers efficiency gains, service improvemnents, and cost reductions
+  Has well-trained, courteous stafl

* Able to make prompt decisions

The objectivity in assessing performance by using the criteria in Figure Study 2.10
has meant that complacency by either party is aveided. Indeed, the opposite ap-
plies: performance management has enabled the relationship to be increasingly
more challenging than would have been the ease without its inroduction,
Beyond ensuring that the right products are available to meet clinical need at
the lowest price, our performance review with suppliers has increasingly become
focused on continuous improvement of supply chain processes—I{or example, the
average invoice settlement period of Trusts throughout the NHS with our primary
supplier is seventy days. This is at odds with the public sector payment policy
(PSPP) of thirty days. In Plymouth we have done much to improve our payment
performance with all suppliers, and this is reflected in Figure Study 2,11,

FIGURE STUDY 2.11. UNIT OF PURCHASE PRICE INVOICE RATE
VERSUS VARIANCE REPORT.
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Figure Study 2,11 illustrates the wansformation in payment performance from
& position in 1999 where 60 percent of the Trust’s invoices did not match purchase
arder unil prices first time within a tolerance of £10 or 2 percent whichever was
the greater. Current performance stands at more than 90 percent of invoices first
nme-matehed with zero tolerance. In early 2001, we believed we had performance
under control but failed 1o recogmize that process change was not embedded. How-
ever, we have learned from this and now have greater understanding of what is
required 1o improve further.

Taking ownership of the entire process of purchase to payment has helped
to build stronger relationships with our top filty suppliers. Increasingly, we are
able to pinpoint the root cause of errors thar would result in significant
upstream corrective action il they went undetected. Transformation of our
payment performance has not been just about validating item catalogues and
unit prices to enable an invoice match, but has had mare to de with continu-
ous improvement of core tazks and managing the whole process to drive
greater efficiency throughout the supply chain. For example, iff items are not
correctly reconciled to match goods receipted as invoiced, in a timely manner,
then poor payment performance could result. Qur approach ta improving
management of this function has been the ereation of a central goods
receipting facility and if' required, for technical purposes, the use of second-
stage receipt processes as close to the point of use asis practicable. This proves
a gualitative (technical) assurance, as opposed 1o a [irst-stage quantitative
acceptance. Further improvements are in hand as we explore the use of man-
ulacturers” bar codes 1o facilitate an end=to=end match of dara, ultimately
enabling point of receipt self-billing,

Our e-trading capability will increase ¢-commerce following the introduction
of system-to-system data transfer using the Global Healtheare Exchange. GHX
provides a fully integrated solution for business-to-business ransactions. Infor-
mation is converted to the standard GHXml language for transmission. The
Trus's EROS catalogue is maintained by the suppliers via the Internet. Prices that
we pul on orders are automatically compared with those held by our suppliers
in their price files, making error-free trading realizable for the frst ime in the
NHS. Orders are raised in EROS itzell, not in a browser, and are then forwarded
directly 1o the supplier's order processing system; the system then sends an erder
acknowledgment back to the Trust confirming product availability and the date
of delivery. Working in parimership with our supplicrs and GHX, we will continue
to develop these new wehnologies to improve and automate our transactional
processes even further, as shown in Figure Study 2.12. This diagram shows the full
vity can be climinated ar simplified sig-

acled ac
nificanily using GHX technology.

extent of our processes, Every



FIGURE STUDY 2.12. PURCHASING CYCLE.
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The abilivy w place orders directly into our supplier’s systems within seconds
and send and receive real-time information is just the start, GHX will be constantly
adding 1o the functionality of its product, and features such as electronic imvoic-
ing will soon be available. Additional mutual benefits will acerue as we implement
the next phase of our e-commerce strategy with our top twenty suppliers. This
phase is to integrate the products required to meet predictable patient demand
into our supplier's production forecasting. We hope that this approach to sharing
data will lead 16 increased operational efficiency and reduced inventory and ensure
100 percent availability 1o match patient demand.

Lessons Learned

The iterative strategic approach adopted in managing aggregated revenue ex-
penditure has without doubt proven 1o be a success. The benefits are significant;
hewever, the experience in itsell and application of lessons learned are of equal
importance.

By refining our thinking, reviewing actions, and occasionally taking time out
for a reality check, we have maintained our focus to enable sustained continuous
improvemnent. This systematic appraisal of what is really going on, wogether with
an eye on the luture, has resulted in our ability to maintain inflluence over
expenditures and ensure compliance in the use of specialized high-value core
products.

Sustained use of Trust item eatalogues is essential in eontrolling expendi-
ture of generic commaodity items. Our approach in managing ‘h‘:f"‘ less con-
tentious products was to adept a policy of “commodity item best value
denominator,” defined as the evaluation of a lowest-price generic product and the
next lowest and so on until a standard item is agreed by a representative customer
group. Initally, this approach was applied to noncontentious commacdity items
and then extended o all other products residing within validated supplier cata-
logues, subject 1o elinical or end user specific evaluations. Not only has this
approach enabled rationalization and standardization; it has also aided the
promotion and compliance in use of a Trust-wide eatalogue across clinical
specialties.

Ohur key to success has been ongoing performance management. An example
of where this has led 1o a practical operational improvement is the introduction of
a policy for supplicrs visiting the Trust to evaluate new products. Previously sup-
pliers would cold-call or prehook time with clinical stafl to use products and then
submit their invoice for payment, In effect, this unmanaged approach was erod-
ing preferred suppliers' market share, often a1 premium prices. Ongoing
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performance monitoring enabled identification of this off-contract activity. Given
its significance, a revised policy has now established an agreed price, which is lower
than the contract price. This price is applied with absolute parity to all visiting sup-
pliers for a stated generic product such as a stent. Prices are reviewed annually in
line with contract renewals. The major difference in taking this approach is that
instead of the supplier just presenting an invoice, as was previously the case, the
supplier is now required to submit its item catalogue to the purchasing department
s0 that we may preload this prior to the good's being presented to clinical stafl. Fail-
ure to adhere to this policy will result in the mvoice being returned to the supplier,
advising that retrospectively presenting an invoice is not acceptable and the goods
uged are considered to have been donated [ree of charge. Implementation and
compliance with this policy were not possible without maintaining excellent work-
ing relationships with clinical stall and suppliers’ sales representatives.

Sustained benefits realization has required wenacity, strong management, and
effective communication to ensure our focus is not eraded. This has recquired dedi-
cated resources with the skills and knowledge to lead the change. Commodity spe-
eizalization to support ongoing development is an essential requirement in a dynamic
market, such as the contnued innovadon in cardiac rhythm management. In addition
o developing product knowledge, we have learned that success requires:

* Focusing on wants and needs to identily what clinicians and key stake-
holders are really interested in and then developing an innovative solution to meet
their needs, which also maximizes the commereial opportunity.

* Developing robust plans and sticking to them, ensuring change is
embedded.

+ Validating data and, il comparing this with information provided by the
supplier, making sure we are looking at the same reference period. We were sur-
prised at the magnitude of difference caused by not agreeing on the same cut-
ol date against which to compare data. Do not assume their data are any more
accurate than your own.

= Benchmarking what you have achieved and then devising plans to leap-
frog better performers.

*  Being selfish about maintaining and further developing relationships. Re-
sist the temptation to apply what you have learned elsewhere too soon, as this could
erade or destray the good work accomplished thus far. Relationships of the type
deseribed have taken longer to achieve than anticipated. We underestimated the
skill shilt and resources required by a factor of at least three.

+ Recognizing that realizing the big prize 1akes longer than expeeted, but
when it i reached, avoid complacency and strive for further improvements as they
are achievable.
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* Promeoting your ability to add value, beyond price, by making life easier for
your stakeholders. This helps build individual relationships and has ultimately
broadencd commitment, as awareness increases our role to genuinely add value.

+ Celebrating your mistakes as well as your suceesses. By trying 1o make a
difference and occasionally failing, we have learned much more about what is
required 1o improve that which has not worked.

+ Keeping it simple. We have explored numerous approaches to managing
price and the application of discounts and rebates for growth. In the light of this
experience, we now believe that the best approach is 1o keep it simple and apply
validated prices to each line of a supplier-specific catalogue, The benefit is less ad-
ministration to monitor and validate pricing and provides easy assimilation of data
matching on presentation of invoices.

*  Recognizing that rigid organizational structures restrict our collective abil-
ity to influence all expenditures within a corporate entity, although we have mod-
ified our organizational structure to embrace customer and supplier relationship
management and associated category management. A virtual organization with
the ability to augment established policies and essential practices with innovative
business solutions is what we now aspire to.

* Challenging cherished values and the status quo with eredibility and a well-
thought-out plan. Otherwise, the likely result would be to alienate those stake-
holders without whom change would be impossible. Finding common ground, on
cccasions through compromise, to build a platform lor suceess has worked.

Parmership is not about cozy relationships or complacency. Our experience
iz that to deliver short-, medium-, and long-term benefits of the magnitude de-
scribed here, all parties must have muteal commitment to continually challenge
the current. Without the right relationships and a passion te make a diflerence,
sustained improvement is not possible,

The Future

During the progressive development of aur approach in managing cardiathoracic
expenditure, we transferred the principles of our strategy and applied them to
other key categories of products within the Trust. Parallel procurement initiatives
have resulted in the realization of savings totaling £4.7 million during the past
three and a hall years. However, relationships in other market sectors are not as
clearly defined and cfficiently managed as in the cardiothoracic marker, and to
ensure sustained performance, improvement plans are in place so that we continue
to develop our skills, knowledge, and expericnce and apply these o maximize our
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influence over expenditure and outcomes. To achieve this will require transfor-
mation of the existing purchasing and supply erganizational structure and the con-
tinued development of the team to focus on new skills as commoedity and customer
relationship management inereasingly becore core competencies.

The recent appointment of a clinical nurse adviser to the purchasing team
has already enhanced the department's capabilities. All stafl, in addition to con-
ducting traditional cperational tasks, are increasingly taking on a new role as re-
source managers, monitering product use and taking a holistic approach in
understanding how products perform in use. Focused product management at an
operational level, however, is just the start. As skills and knowledge increase, stafl
will proactively influence buying decisions in support of an overall strategic sourc-
ing agenda. I'n some markets, change will be incremental; in others, a more rad-
ical and rapid transformation is likely. Figure Study 2,13 shows the resource impact
of this change.

This new role was considered essential to sustain the development of com-
maedity buyers in gaining an in-depth appreciation of medical products and their
performance in use, Having someone on the team [rom a clinical background will
also aid further rationalization and standardizaton of user-specific and Trust-wide
catalogues. The ability to liaise with clinical colleagues from a position of knowl-
edge and experience will enable focused product evaluation of new products and
support determination of best value when evaluating varianees in use from ex-
isting standard catalogue items. The ability to be more responsive to customer

FIGURE STUDY 2.13. THE CHANGING ROLE OF
PURCHASING AND SUPPLY.

Medium Term Future
{within three years) {within six years)
10% stravegic 15% strategic
30% supply chain 10% supply chain development
development

20% commercial

30% commercial
50% supplier partnerships and
10% supplier partnerships relationship management

0% adminiscracive

3% administrative
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FIGURE STUDY 2.14. POTENTIAL RESOURCE SHIFTS.
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needs and to proactively support the introduction of new clinical legislation and
policies is an additional significant advantage of this dynamic role.

As an enabler of our strategic direction, Figure Study 2.14 highlights the re-
source shift needed o develop our e-trading systems and supporting processes 1o
enhance our performance management capability, [reeing up operational time so
that this may be more preductively used.

Future changes toward modernizing the NHS and shifting the balance of
power need to be better undersiood regarding the challenges and apportunities
that this presents to the purchasing and supply profession. Our strategic focus in
developing commedity and customer relationship management must embrace and
support the development of elinical networks. This extended role will augment an
even greater understanding of clinical need and associated economic drivers so
that our influence of market dynamics provides further added-value benefits w
a broader customer base, This holistic approach of meeting patient neces is 1o re-
view the total cost of the clinical care pathway and explore the introduction of
new therapies such as cardiac resynchronization and atrial fibrillation manage-
ment for the life of the patient rather than eomparing the price of a specific
clinical intervention with current budget provision. We must engage commis-
sioners of health care within the local economy to explore alternative funding
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arrangements and recognize that short-term levels of higher imvestment will reap
medium- to long-term cost reduction benefits, Working together on evidenced-
based cutcornes supported by rebust cost models is where purchasing in the future
must demonstrate its ability to add real value. This collaborative activity is to be
prieritized to match the effert with potential benefits.

In taking a more holistic view of the markel by cutting across existing pur-
chasing and supply operational boundaries, we must analyze current practices,
support treatment regimes, and develop innovative solutions that provide efficient
process redesign, In addition to having the right skills, knowledge, and experience
available to meet this challenge, our future is alse about recognizing the value of
investing to save, for strategic advantage, rather than expending disproportionate
lime managing marginal price improvement.

We must establish a strong relationship with the clinical lead of the South
West Cardiac network once established. It is anticipated that by becoming an
active member of this network, we would be in a position to manage the exten-
sion or creation of new contracts on behalf of the wider health econemy and
influence the range of products used. Given that the number of locations where
patients may be treated with interventional therapies is likely to increase, it is
essential that we manage the logistics infrastructure to provide this service and
ensure optimum inventory controls are applied.

Conclusion

The Cardiothoracic Centre has developed a reputation for clinical excellence, and
it has expanded enormously to catch up with unmet demand. By woarking rogether,
clinicians, suppliers, and the purchasing team have exceeded the initial aim of
treating 10 to 15 percent more patients within the same budget. A saving of 1.2
million has been achieved, which represents 19 percent of existing expenditure.
It has resulted in the Trust’s ability to treat an additional four hundred heart dis-
ease patients who might otherwise have had to wait longer for their treatment. We
must now extend our influence to all clinical activity by developing strategies to
optimize preduct, services, and operational costs.



STUDY 3: METROPOLITAN HOSPITAL
SYSTEM—A STUDY OF A HYBRID
ORGANIZATIONAL DESIGN

S upply chain design should evelve from the environment and strategy in arder
o have the appropriate levels of formality, eentralization, and complexity.
Metropolitan Hospital System represents a case of a good theoretical fit be-
cause it matches the requirements of the environment and the goals and sirategy
of the system.!

Metropolitan Hospital System is a 720-bed hospital in one of the largest ULS.
metropolitan areas. This hospital was in a relatively good financial pesition and
had one of the strongest reputations in the area. In the late 19805, another major
community-hased hospital with appmimau:ly 450 beds was fa.cing financial is-
sucs and experiencing a great deal of turmoil en the governing board.

Initial merger discussions were initiated by two of the most prominent board
members, who were well-respected businesspeople in the city. In retrospect, it
seermned that merger discussions focused on political realities more than on trans-
action costs or potential economies. The overriding objective was to develop a
strong public image by bringing together two hospitals that already had strong
reputations in the community, A horizontal merger eccurred that was publicized
as a joining of equal institutions, and the names were joined with a hyphen to
facilitate the image. Most of the community and many of the employees believed
that it was a horizontal merger of equals, but top management and the board
knew that the larger hospital had substantially greater power in the marketplace
and a reputation as a superior nstitution.
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According to their advertising campaigns, these two hospitals merged 1o gen-
erate increased market share or economies of scale, However, no extensive analy-
sis was completed prior to the merger to determine the precise source of these
economics of scale or scope that would hypothetically result. Also, only a few
finance and accounting specialized postmerger task forces were charged with iden-
tifying merger efficiencies. Increased market share was a natural by-product of the
merger, but economies of scale were not natural, This was largely a loose, hori-
zontal merger of two partics with equal functional capabilities.

Shordy after these two institutions merged, the board of directors became
more interested in other possibilities for both vertical and horizontal mergers. This
was during the era in which mergers were seen as the way 1o resolve both cost and
competitive pressures.? Within five years, Metropolitan Health System consisied
of seven hospitals and several nursing homes and home care units. One of the
hospitals focused on neurological disorders and another on oncology. In total,
the systemn had approximately three thousand beds.

The sysiem could be classified as a loosely knit confederation of hospitals in
ene geographical region. The systemn had one board of directars, but each hos-
pital alse had a board of trusiees. In some of the hospitals, the board of trusices
had a much stronger political and strategic power than in other hospitals. The
chairman of each board of trustees was on the Metropolitan Health System board
of directors,

Unal the mid-1990s, the system was essentially decentralized. The sirongest
centralization was around the finance and accounting operations, with some lim-
ited centralization around public relations and advertising. Each hospital had its
own materials management group, which also had purchasing and distribution re-
sponsibilities. The corporate director of materials management had two peaple
reporting to him, and they served largely as a corporate internal consulting group,
The hospital materials groups had no reporting relationship to the corporate of-
fice. The corporate stall assisted with writing precedures for standardization com-
mittees and worked on group purchasing arganization (GPO) relationships and
distribution activities. The decentralization was demonstrated by the fact that Met-
ropolitan Health System did not have a universal GPO; rather, it had arrange-
ments with three large GPOs. As one manager stated, “At that time we were like
2 loose confederation of countries with separate armies. And on occasion, a war
broke out among ourselves!™

But in the mid- 1990s everything changed. Typical of many other systems at the
time, the board of directors began to question why the system was not realizing any
clear economies of scale or scope from the merger.? The CEO retired, and after a

lengthy search, a new CEO was appointed. The new CEO was not previously
pan of the system, so he had no allegiance to any particular hospital or unit. He had
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a varied health care background, including experience with one of the largest gov-
ernmental health care providers in the United States and a government health care
adviser role, and he had been a CEO of a filicen-hundred-bed hospital.

The CED had a future vision that was dramatically different from the exist-
ing one. One of the first actions he took was to get the board to support a Met-
ropalitan Health System management vision that simply staved, *One Systern with
Cmne Vision." The vision was to be the low-cost, top-quality health care provider
of choice within the market area. This may be considered a satisficing goal be-
cause it included cost leadership, differentiation, and focus strategies across the
systern, A satisficing goal “is a design decision that has been chosen o satisly a spe-
cific non-functional requirgrment anl.”q' It 15 a goal that seeks a strategy that, given
lack of knowledge and uncertainty, settles on what is good enough, il not best.
The challenge was to integrate the diverse parts of the system into one whole that
did not sacrifice the goals of a single unit.

Supply Chain Management Foundation

The corporate director of materials management took over as director of mate-
rials in one of the system's hospitals as the incumbent resigned. A new corpe-
rate vice president of supply chain management was established and filled. The
new vice president had an extensive background in health administration at both
a large, complex hospital and an integrated delivery network. His most recent po-
sition prior to joining Metropolitan Health Sysiemn was as the director of supply
management for two and a hall’ years at a smaller system. He had a broad man-
agerial perspective with experience relating to diverse groups.

A consulting firm was retained to cenduct a high-level plan for the corporate
supply management group. The vice president immediately saw, however, that this
firm was focusing only on supply cost reduction and emphasized standardization,
GPO compliance, and leverage of buy across the hospitals. The vice president
believed that insufficient attention was given to the focus and differentation strate-
gics, so he decided not to continue with the firm.

At the same time, he was establishing a supply chain management steering
committee with members from across the system, This was an extensive under-
taking, He said that he had individual discussions with nearly one hundred people
across the erganization and around thirty group meetings just to determine who
should be on the steering committee. The ostensible purpose was to discuss the
purpose of a steering commitiee with a wide variety of constituents, but at the same
time, he was attemnpting to find supply chain management champions throughout
the organization.
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The vice president also was analyzing the internal envirenment. He was
especially interested in the financial and political environments of each hospital,
It was also important for him to understand the depth of local management's
commitment to the stated sirategies of the system as well as the different hospi-
tals. It was his position that the integration of strategics was important because
of the differences across the system, For instance, the hospital with a neurclogi-
cal focus had been rated as one of the top filty hospitals in the United States
in this area. It did not compete as a low-cost provider as did one of the general
community hospitals,

The goal was to keep the supply chain management stecring commitiec 1o
around fifteen 1o eighteen people so that everyone would have a voice. But the vice
president knew that this would leave various groups unrepresented throughout the
system. Therefore, at its first several meetings, the steering committee developed
a subcommittee structure that would integrate all of the supply processes and sys-
tems across the system. Again, this was an enormous task, and a specialist in
process analysis was hired. This individual had a background in industrial engi-
neering with approximately four years of experience in health care, His charter
was 1o map processes to determine which groups were interdependent and how
they coordinated activities.

To bring the entire systermn together as one voice, the need for cross-functional
teams became apparent. These teams were set up under the direction of the sup-
ply chain management steering committee. Furthermore, the commitce endorsed
the position that all members of a cross-functional team would complete training
designed by the human resource group,

Supply Chain Management Plan and Organizational Design

As a result of these activities, a foundation had been established [or integrating
supply management across the organization, However, a specific organizational
design had net been established. To quote a director of materials in one of the
hospitals, “The organizational ehart for supply chain management looked like a
spider web spun by a spider who had gone without sleep. But it was effective.”
In other words, a complex, hybrid design was implemented.

The organizational design was reconfigured so that each unit (hospital) had
a supply chain director who reported to both the CEO of that hospital and the
corporate vice president of supply chain management. These individuals were
on the corporate supply chain leadership team and sat in on the supply chain

steering comminee meetings. However, they were only ex officio members of
the steering commitiee.
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This reconfiguration was approved because the new vice presicent of supply
chain management developed an elaboraie explanation of a hybrid system. The
term he used was adapiive spstem, He explained that it was critical that supply man-
agement was adaptive to both local and global environments, and this could be
done only with a flexible system. It was important for the system to be able to adapt
1o the needs of the different hospitals while at the same time supporting the goals
of the entire health systern.

Each director was responsible for establishing supply chain goals and strat-

“egy that had to be approved by both the corporate vice president and the hospi-
tal chiel’ executive officer. This ensured that the plan integrated with the goals of
both the hospital system and the individual hospitals. And te ensure coordination
among the units, the plan had to be reviewed and discussed by the leadership team.

The vice president of supply chain management declared that only one GPO
and one distributor would be used throughout the system. This was a centralized,
autocratic decision. The manner and extent to which each unit would use the
GPO and distributor, however, was decentralized, Selection of 2 GPO and dis-
tributor required extensive coordination among the umnits.

The issue of GPO and distributor selection and use was a classic example of
a hybrid system. Some decisions were centralized, while athers were decentralized.
Implementation was definitely decentralized. But even at the hospital unit level,
some of the decisions regarding GPO use were centralized while others were de-
centralized. For instance, in one hospital, the use of orthopedic implants was cen-
tralized, while at another unit that had an especially strong focus on orthopedics,
the use of implants could vary,

These differences were necessary because each unit had different goals and
strategies for meeting the goals. It was anticipated that the hospital with the
orthopedic focus strategy, characterized by specialists rom many different groups,
would have a larger proportion of physicisn preference items, while the hospi-
tals with cost leadership strategy would attempt to use the GPO more in an effort
to reduce the cost of commoedity items. This dilferentiation in strategy was ¢spe-
cially important because the erthepedic-focus strategy hospital was committed o
providing differential treatment to the most renowned physicians, who brought
extensive business to the hospitals. Thase with cost leadership sirategies had to be
much more aggressive with their standardization and utilization efforts in order
to reduce costs. Control was centralized in the cost leadership units and decen-
tralized in the focus sirategies. The political and financial environments drove the
strategy, which in turn drove the organizational design.

Because of environmental and strategic differences, the hybrid form was also
used for complexity and formalization. In the low-cost hospitals, standardization and
utilization elforts resulted in highly formalized policies and procedures. To ensure
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that these procedures were implemented, more complex stuctures also were needed
at the cost leadership hospitals. But the political emdronment and strategies were dif-
ferent at the focus strategy units. Here the authority and responsibility for supply
selection and use were much more decentralized. As a result, the organizational
design was much less fermalized and complex.

Another way to view complexity is that at the corporate or systems level, there
was a shallow hierarely. Six people reported o the vice president. But the organi-
zational design was much more complex at the low-cost hospital unit level with as
marny as twenty-five employees and three or even four hierarchical levels. This com-
plexity was necessary because a high level of centralized control within the hospital
was needed 1o meet the low-cost goals. Formalization (extensive policies and proce-
dures) was extremnely high for GPO use of commeodity items but looser for physician
preference items. In the hospitals with the focus strategy, more physician preference
items were used so the extent that there was less formalization.

The corporate level was generally rather informal. Few policies and proce-
dures drove the job activities, with the stafl generally serving as advisers to the
lecal units. They provided assistance with standardization and utilization eflorts,
GPO complianee, soureing of specific iterns, and tracking of various metrics.

The organizational design throughout Metropolitan Health System varied
from centralized o decentralized, formal 1o informal, highly complex o less com-
plex. To understand the reasons for this hybrid design, it is valuable to return toe
the five elements of organizational structure: (1) division of work, (2) deparimen-
tation, {3) authority and responsibility, (4) span of control, and (5) esordination.
For instance, division of work was different in one hospital than in another one. In
addition, it is important to understand that enwvironmental factors (see Exhibit 6.1
in Chapter Six) allect the strategic differences and opportunities for both hospitals
and systems. It can be seen that the dramatic differences across the Metropolitan
Health Eysu:m meant that different design characteristics were needed. These dif-
ferences make it much more difficult to manage because there is not one eorrect
way of doing things. But the hybrid approach leads 1o greater elfectiveness because
the organizational design supporis the strategy.
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hapter Three addressed a role that value analysis leams (VATE) play in assessing prod-

ucts thal ailempl to aclieve standardization lo reduce costs and improve outromes. VAT
surcess relfes subsiantially an the collabaraiion betrween supply chain and clinical leadership
to act, without personal gain. fn_fact, the sharing of savings (painsharing) between a hospital
and its medical staff’s efforts to fimit items or services has been seen as illegal. fn February
2003, the Office of the Inspectar General [OIG) of the Departrrent of Health and Human
Serpices approved a number of painsharing arrangements between hospitals and plysicians.
The provistons have profound implications for the management of malerials by specifically tar-
geling product wse and standardization. This sindy provides the full lext of OJG Opinion
No. D508, Case analysis by both students and practilioners will lead lo a betier under-
standing of the variety of constraints that affect the management of the supply chain and
provide the apporiunity fo assess the extent lo which gainsharing can be an ¢ffective incentive
to reduce cost while sustaining figh-gualily palient care.

We are writing in response to your request for an advisory opinion concerning a
proposed arrangement in which a hespital will share with a group of cardiac
surgeons a percentage of the hospital's cost savings arising from the surgeons'

We redact certain identlying information and certain potentially privileged, confidential, or
proprictary information associated with the individual or entity, unless otherwise approved by the
rEUESIONE,
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implementation of a number of cost reduction measures in certain surgical pro-
cedures {the “Proposed Arrangement”). The cost savings will be measured based
on the surgeons’ use of specifie supplies during designated cardiac surgery
procedures. You have inquired whether the Proposed Arrangement would
constitute grounds for sanctions arising under: (i) the civil monetary penalty for
a hospital's payment to a physician to induce reductions or limitations of services
to Medicare or Medicaid beneficiaries under the physician’s direct care, sections
11 28AMY12) of the Social Security Adt {the “Act™); or (i) the exclusion authority
at section | 128(b){7) of the Act or the civil monetary penalty provision at section
1128A0a)7) of the Act, as those sections relate to the commission of acis described
in section | 128B(b) of the Act, the anti-kickback statute,

You have certified that all of the information provided in your request,
including all supplementary letiers, is true and correct and constitutes a complete
description of the relevant facts and agreements among the partics.

In issuing this opinion, we have relied solely on the facts and information
presented to us. We have not undertaken an independent investigation of such
information. This opinion is limited ta the facts presented. IT material facts have
not been disclosed or have been misrepresented, this opinion is without force
and effect.

Based on the information provided and the totality of the facts as described
and cenified in your request for an advisory opinion and supplemental submis-
sions, we conclude that:

(i) the Proposed Arrangement would eanstitute an impraper payment to induce
reduction or limitation of services pursuant to sections 1 128A(b)(1)-(2) of the
Act, but that the Office of Inspector General (“O1G™) would not impose sanc-
tions on the requestors of this advisory opinion, [names redacted] (the
“Requestors”), in connection with the Proposed Arrangement; and (i) the Pro-
posed Arrangement would potentially generate prohibited remuneration under
the anti-kickback statute, il' the requisite intent to induce or reward referrals of
Federal health eare program business were present, but that the OIG would
not impose administrative sanctions on the Requestors under sections 1128(b)7)
or 1128A(a)(7) of the Act (as those sections relate to the commission of acts de-
scribed in section 1128B(b) of the Act) in connection with the Proposed
Arrangement.

This opinion may not be relied on by any persons other than the Re-

questors and is further qualified as set out in Part I'V below and in 42 C.ER.
Part 1008,
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l. Factual Background

A. Parties

The Hospital. [Mame redacted] (the “Hespital”) is an acute care hospital in [city
and states redacted)] that offers a broad range of inpatient and cutpatient hospi-
tal services, including cardiac surgery services. The Hospital is a participating
provider in the Medicare and Medicaid programs.

The Surgical Group. [Name redacted)] (the “Surgical Group™) is a prafessional
association composed exelusively of eardiac surgeons who are licensed in [state
redacted] and have active medical staff privileges at the Hospital.! The cardiac sur-
geons refer patients to the Hospital for inpatient and outpatient hospital services.

The Program Administraior. The Hospital has engaged [name redacred]
(the “Program Administrator”) o administer the Proposed Arrangement. The
Program Administrator will collect data and analyze and manage the Pro-
posed Arrangement.? The Hospital will pay the Program Administrator a
manthly fixed fee certified by the Requestors to be fair market value in an
arm’s-length transaction for services to be provided by the Program Admin-
istrator under the Proposed Arrangement. The fee will not be tied in any way
to cost savings or the Surgical Group’s compensation under the Proposed
Arrangement.

B. The Proposed Arrangement

Under the Proposed Arrangement, the Hospital will pay the Surgical Group
a share of the first year cost savings directly atributable to specific changes in
the Surgical Group’s operating room practices, including standardization of
eertain cardiac devices. The Program Administrator conducted a study of the
historic practices at the Hospital's cardiac surgery department and identified
twenty-seven specific cost-savings opportunities. The resulis of the Program
Administrator’s study of the Surgical Group and the specific cost-savings
opportunities are summarized in a “Practice Patterns Report.”® The Hospital
and the Surgical Group have reviewed the Practice Patterns Report for
medical appropriateness and each has adopted its recommendations and
conelusions.

In general, the Practice Patterns Report recommends that the Surgical Group
change current operating room practices 1o curb inappropriate use or waste of med-
ical supplies. The twenty-seven recommendations can be roughly grouped into four
categorics.
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The first category consists of two recommendations that involve opening pack-
aged items only as needed during a procedure. Most of these “open as necded”
items are surmcal tray or comparable supplies,

The second category, involving three recommendations, is similar and involves
limiting the use of certain surgical supplies, such as gelfoam, surgicel, and van-
comycin paste, to an as necded basis (herealter, the “use as needed” recommen-
dations). The Requestors have certified that the individual surgeon will make a
patient-by-patient determination as to whether these items are clinically indicated
and that the surgical supplies will siill be readily available o the surgeons. The Re-
questors have further certified that any resulting limitations on the use of these
products will not adversely affect patient care.

The third category, involving eleven recommendations, consists of the sub-
stitution, in whole or in part, of less costly items for items currently being used
by the surgeons (herealter, the “product substitution” recommendations). In this
case, the substitutions involve types of items and services for which a product sub-
stitution will have no appreciable clinical significance (e.g, substituting disposable
head supports, disposable k-thermia blankets, and instrument pouches). For ex-
ample, currently a foam donut is used in each surgical case to support the patient’s
head. Under the Proposed Arrangement, surgeons would be asked 1o utilize a less
expensive reusable head support that has similar characteristics to the surgeons’
historic preference,

The final category, involving eleven recommendations, eonsists of product
standardization of certain cardiac devices and supplies where medically appro-
priate. For this caiegory, the Surgical Group would be required to work in con-
junction with the Hospital to evaluate and clinically review vendors and products.?
The Surgical Group would agree to use the selected products where medically ap-
propriate, which may require additional training or changes in elinical practice.

The Proposed Arrangement contains several safeguards intended to protect
against inappropriate reductions in services, With respect to the substitution rec-
ommendations, the Proposed Arrangement would utilize objective historical
and clinical measures reasonably related 1o the practices and the patient popula-
tion at the Hospital to establish a “floor” beyond which no savings would acerue
1o the Surgi.cai Gmup. For example, surgicel is currently utilized on 28% of the
cases specified under the Proposed Arrangement. According to the Program
Adminisirator, national data indicate a best practice usage of 5% lor surgicel.
Thus, the Program Administrator has set a 5% floor for this recommendation.
The Surgical Group will receive no share of any savings resulting from the re-

duction in use of surgicel beyond the 5% floor. With respect to the product sub-
stitution recommendations in the Proposed Arrangement, as the identified
substitutions® will have no appreciable clinical significance, no floors are set.®
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Importantly, with respect to the product standardization recommendations,
the Requestors have certified that the individual surgeons will make a patient-
by-patient determination of the most appropriate devices and supplics and
the availability of the full range of these items will not be compromised by the
product standardization. The Requestors have further certified that individual
physicians will still have available the same selection of devices and supplies
after implementation of the Proposed Arrangement as before and that the
economics gained through the Proposed Arrangement will result from inher-
ent clinical and fiseal value and not from restricting the availability of devices
and supplies.

According te the Program Administrater, if implemented in accordance with
the Practice Patterns Report’s specifications, the twenty-seven recommencdations
would present substantial cost savings opporiunities for the Hospital without ad-
versely impacting the quality of patient care,

The Hospital will pay the Surgical Group 50% of the cost savings achieved
by implementing the twenty-seven recommendations in the Practice Patterns Re-
port for a period of one year, At the end of the year, eost savings will be caleulated
separately for each of the twenty-seven recommendations; this will preclude shift-
ing of cost savings and ensure that savings generated by utilization beyond the set
targets, as applicable, will not be credited to the Surgical Group. This payment
will constiture the entire eompensation paid o the Surgical Group for services per-
formed under the contract memorializing the Proposed Arrangement between
the Surgical Group and the Hospital. For purpeses of caleulating the payment
to the Surgical Group, the cost savings will be caleulated by subtracting the actual
costs incurred for the items specified in the twenty-seven recommendations when
used by surgeons in the Surgical Group during the specified surgical procedures
{the “current year costs””) from the historic cosis for the same items when used
during comparahle surgi::a,l, procedures in the base year (the “base year msts“a].
The current year costs will be adjusted 1o aceount for any inappropriate redue-
tions in use of iterns beyond the targers set in the Practice Patterns Report. The
payment to the Surgical Group will be 50% of the dilference between the adjusted
current year costs and base year costs, il any

The Hospital will make an aggregate payment to the Surgical Group, which
distributes its profits to each of its members on a per capita basis. Payments to the
Surgical Group will also be subject to the following limitations:

* If the volume of procedures payable by a Federal health care program in the
current year excecds the volume of like procedures payable by a Federal health
care program performed in the base year, there will be no sharing of cost
savings for the additional procedures.
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+ To minimize the surgeons’ financial incentive to steer more costly patients o
other hospitals, the case severity, ages, and payors of the patient population
treated under the Proposed Arrangement will be monitored by a commitee
composed of representatives of the Requestors, using generally accepted stan-
dards. Il there are significant changes from historical measures, the surgeon at
issue will be terminated from participation in the Proposed Arrangement.

= The aggregate payment to the Surgical Group will not exceed 50% of the
projected cost savings identified in the Practice Patterns Repm‘t.

The Hospital and the Surgical Group will document the activities and the
paymen methodology under the Proposed Arrangement and will make the doc-
umentation available to the Secretary of the United States Department of Health
and Human Services, upon request. In addition, the Hospital and the Surgical
Group will disclose the Proposed Arrangement to the patient, including the fact
that the Surgical Group’s compensation is based on a percentage ol the Hospi-
tal's cost savings. The disclosure will be made to the patient before the patient is
admitted to the Hospital for a procedure covered by the Proposed Arrangement;
il pre-admission disclosure is impracticable (e.g., the patient is admitted for an un-
scheduled procedure or the need for the procedure is determined after admission),
the disclosure will be made before the patient consents to the surgery: The dis-
closures will be in writing, and patients will have an opportunity, il' desired, to
review details of the Proposed Arrangement, including the specific cost savings
measures applicable to the patient’s surgery.

Il. Legal Analysis

Arrangements like the Proposed Arrangement are designed to align incentives by
offering physicians a portion of a hospital’s cost savings in exchange for imple-
menting cost saving strategies. Under the current reimbursement system, the bur-
den of these costs falls on hospitals, not physicians. Payments to physicians based
on cost savings may be intended 1o motivate them to reduce hospital costs asso-
ciated with procedures performed by physicians at the hospitals,

Froperly struciured, arrangements that share cost savings can serve legitimate
business and medical purposes. Specifically, properly structured arrangements may
increase efficiency and reduee waste, thereby potentially increasing a hospital’s
profiability, However, such arrangements can potentially influence physician judg-
ment o the detriment ol patient care. Our coneerns include, but are not limited
to, the following: (i) stinting on patient care; (i) “cherry picking” healthy patients
and steering sicker (and more cosily) patients to hospitals that do not effer such
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arrangernents; (i) payments in exchange for patient referrals; and (iv) unfair com-
petition (a “race to the bottom"”) among hospitals offering cost savings programs
to foster physician loyalty and to attract more referrals.

Haspital cost savings programs in general, and the Proposed Arrangement in
particular, may implicate at least three Federal legal autherities: (i) the civil mon-
etary penalty for reductions or limitations of direct patient care senvices provided
to Federal health care program beneficiaries, sections 11 2BALY1)-(2) of the Act;
{ii} the anti-kickback statute, section | 128B(b) of the Act; and (iii) the physician
sell-referral law, section 1877 of the Act.? We address the first two of these au-
thaorities; section 1877 of the Act falls outside the scope of the OIG's advisory
opinion authority. We express no opinion on the application of section 1877 of
the Act to the Proposed Arrangement.

A, The Civil Monetary Penalty, Sections 1128A(b)(1)-(2) of the Act

Seevions 1128AbY 1)-(2) of the Act establish a civil monetary penaley (“CMP")
against any hospital er eritical access hospital that knowingly makes a payment
directly or indirecily to a physician (and any physician that receives such a pay-
ment) as an inducement to reduce or limit items or services 1o Medicare or Med-
icaid beneficiaries under the physician's direct care. Hospitals that make {and
physicians that receive) such payments are liable for CMPs of up to 32,000 per
patient covered by the payments, See id. There is no requirement that the pro-
hibited payment be tied to a specific patient or to a reduction in medically nec-
essary care. The CMP applies only to reductions or limitations of items or services
provided to Medicare and Medicaid fee-for-service beneficiaries. !0

The CMP prohibits payments by hospitals to physicians that may induce
physicians to reduce or limit items or services furnished o their Medicare and
Medicaid patients. A threshold inquiry is whether the Proposed Arrangement will
induce physicians to reduce or limit items or services. Given the specificity of
the Proposed Arrangement, it is possible to review the proposed opportunities for
savings individually and evaluate their potential impact on patient care.

Having reviewed the twenty-seven individual recommendations, we conclude
that, exeept for the unopened surgical tray items and the produet substitutions
(discussed in more detail below), the recommendations implicate the CME Sim-
ply put, with respect to the recommendations regarding the “use as needed” sur-
gical supplies and the product standardization, the Proposed Arrangement
constitutes an inducement to reduce or limit the current medical practice at the
Hospital. We recognize that the current medical practice may involve care that
exceeds the requirements of medical necessity. However, whether the current med-
ical practice reflects necessity or prudence is irrelevant for purposes of the CME
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With respect to the recommendations regarding “open as needed” surgical tray
items and product substitutions, we reach a different conclusion. To the extent that
the sole delay in providing items or services is the insubstantial tme it takes o open
a package of supplics readily available in the operating room, we believe there will
be no perceptible reduction or limitation in the provision of items or services o
patients sufficient to mgger the CME With respect to the sp-tci.ﬁc prﬂdm’:t substi-
nution recommendations, the identified substitutions will have no appreciable clin-
ical significance; therefore, we believe there will be no perceptible reduction
or limitation in the provision of items or services 1o patients sufficient to wrigger
the CMPE

In sum, while the recommendations for the “open as needed” surgical tray
items and the specific product substitutions do not run afoul of the CMP, we
find that the CMP would apply to the remaining recommendations involving lim-
itations on use of certain surgical supplies and product standardization. Notwith-
standing, the Proposed Arrangement has several features that, in combination,
provide sufficient safeguards so that we would not seek sanctions against the
Bequestors under sections 1128ABN1)-2) of the Act.

First, the specific cost-saving actions and resulting savings arc clearly and sep-
a.rawly identified. The transparency of the Proposed Arrangement will allow for
public scrutiny and individual physician accountability for any adverse effects of
the Proposed Arrangement, including any difference in treatment among paticnts
based on nonclinical indicators. The transparency of the incentives for specific
actions and specific procedures will also facilitate accountability through the
medical-legal professional liability system.

Second, the Requestors have proffered credible medical support for the
position that implementation of the recommendations will not advtrﬁtl}f alTect
patient care. The Proposed Arrangement will be periodically reviewed by the
Requestors to confirm that the Proposed Arrangement is not having an adverse
impact on clinical care !

Third, the payments under the Proposed Arrangement are based on all surg-
eries regardless of the patients’ insurance coverage, subject to the cap on payment
for Federal health care program procedures. Moreover, the surgical procedures to
which the Proposed Arrangement applies are not disproportionately performed
on Federal health care program beneficiaries. Additionally, the cost savings are
calculated on the Hospital's actual out-of-pocket acquisition costs, not an ac-
counting convention.

Fourth, the Proposed Arrangement protects against inappropriate reduc-
tions in services by wilizing objective historical and clinical measures to estab-
lish baseline thresholds beyond which no savings acerue to the Surgical Group.
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The Requestors have certified that these baseline measures are reasonably
related to the Hospital's or comparable hospitals’ practices and patient popu-
lations, These saleguards are action-specific and not simply based on isolated
patient outcome data unrelated to the specific changes in operating room
practices.

Filth, the product standardization portion of the Proposed Arrangement
further protects against inappropriate reductions in services by ensuring that
individual physicians will still have available the same selection of cardiac devices
after implementation of the Proposed Arrangement as before. The Propesed
Arrangement is designed to produce savings through inherent clinical and fiscal
value and not from restricting the availability of devices.

Sixth, the Hospital and the Surgieal Group will provide written disclosures of
their involvement in the Proposed Arrangement to patients whose care may be
alfected by the Proposed Arrangement and will provide patients an opportunity
to review the cost savings recommendations prior to admission to the Hospital (or,
where pre-admission consent is impracticable, prior to consenting to surgery).
While we do not believe that, standing alone, such disclosures offer sulficient
protection from program or patient abuse, elfective and meaningful disclosure
offers some protection against possible abuses of patient trust.!?

Seventh, the financial incentives under the Proposed Arrangement are rea-
sonably limited in duration and amount.

Eighth, because the Surgical Group's profits are distributed to its members
on a per capita basis, any incentive for an individual surgeon to generate dispro-
partionate cost savings is mitigated,

Our decision not to impose sanctions on the Requestors in connection with the
Proposed Arrangement is an exercise of our discretion and is consistent with our
Special Advisory Bulletin on “Gainsharing Arrangements and CMPs for Hospital
Payments to Physicians to Reduce or Limit Services to Beneficiaries” ( July 1999)
(the “Special Advisory Bulletin™). We reiterate that the CMP applies to any payment
by a hospital 1o a physician thar is intended to induce the reduction or limitation
of items or services to Medicare or Medicaid patients under the physician's direct
clinical care. The Proposed Arrangement is markedly different from many “gain-
sharing” plans, particularly those that purport to pay physicians a percentage of
generalized cost savings not tied to specifie, identifiable cost-lowering activities.
Importanty, the Propesed Arrangement sets out the specific actions to be taken and
ties the remuneration o the actual, verifiable cost savings attributable to those actions.
This transparency allows an assessment of the likely effeet of the Proposed Arrange-
ment en quality of care and ensures that the identified actions will be the eause of
the savings.
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By contrast, many gainsharing plans contain features that heighten the risk
that payments will lead o inappropriate reductions or limitations of services, These
features include, but are not limited to, the following:

= There is no demonstrable direct connection between individual actions and
any reduction in the hospital’s out-of-pocket costs (and any corresponding
“gainsharing” payment).

= The individual actions that would give rise to the savings are not identified with
specificiny.

* There are insufficient safeguards against the risk that ather, unidentified ac-
tions, such as premature hospital discharges, might actually account for any
“savings."

* The quality of care indicators are of questionable validity and statistical sig-
nificance,

* There is no independent verification of cost savings, quality of care indicators,
or other essential aspects of the arrangement,

Simply put, many “gainsharing” plans present substantial risks for both pa-
nent and program abuse—risks that are not present in the Proposed Arrangement.
Given the limited duration and scope of the Proposed Arrangement, the sale-
guards provide sufficient protections against patient and program abuse. Other
arrangements, including those that are longer in duration or more expansive in
scope than the Proposed Arrangement, are likely to require additional or differ-
ent saleguards.

B. The Anti-Kickback 5tatute

The anti-kickback statute makes it a criminal offense knowingly and willfully
to offer, pay, solicit, or receive any remuneration to induce or reward referrals of
items or services reimbursable by a Federal health eare program. See section
1128B(b) of the Act. Where remuneration is paid purposefully to induce or re-
ward referrals of items or services payable by a Federal healih care program, the
anti-kickback statuie is violated. By its terms, the statute ascribes criminal liabil-
ity to parties on both sides of an impermissible “kickback” transaction. For pur-
poses of the anti-kickback statute, *remuneration”™ includes the transfer of
anything of value, direcily or indirectly, overtly or covertly, in cash or in kind.
The statute has been interpreted to cover any arrangement where one purpose
of the remuneration was to obtain money for the referral of services or to induce
further referrals. United Siates v Kats, 871 F2d 105 (9th Cir. 1989); United States
w. Greber, 760 F2d 68 (3d Cir), cent. denied, 474 ULS, 988 (1985), Violation of the
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statute constitutes a felony punishable by a maximum fine of $25,000, imprison-
ment up 1o five years, or both. Conviction will also lead to autematic exclusion
from Federal health care programs, including Medicare and Medicaid. Where a
party commits an act described in section 1 128B(b) of the Act, the OIG may
initiate administrative proceedings 1o impose civil monetary penalties on such
party under section 1128A(a)(7) of the Act. The O1G may also initiate adminis-
trative proceedings to exclude such party from the Federal health care programs
under section | 128(b)(7) of the Act.

The Department of Health and Human Services has promulgated safe har-
bor regulations that deline practices that are not subject to the ant-kickback stanue
because such practices would be unlikely to result in [raud or abuse. See 42 C.FR.
§ 1001.952. The safe harbors set forth specific conditions that, il met, assure en-
tities involved of not b-eing prma:r;.ul.cd or sanctioned for the arrangement quali-
fying for the safe harbor. However, safe harbor protection is afforded only to those
arrangements that precisely meet all of the conditions set forth in the safe harbor.

The safe harbor for personal services and management contraces, 42 C.ER.
§1001.952(d), is porentially applicable to the Proposed Arrangement. In relevant
part for purposes of this advisory opinion, the personal services sale harbor re-
quires that the aggregate compensation paid for the services be set in advance and
eonsistent with fair market value in arm’s-length transactions. The Proposed
Arrangement would not fit in the safe harbor because the Surgical Group will
be paid on a percentage basis, and thus the compensation would not be set in
advance. However, the absence of safe harbeor protection is not fatal. Instead, the
Proposed Arrangement must be subjeet to case-by-case evaluation.

Like any compensation arrangement between a hospital and a physician who
admits or refers patients to such hospital, we are concerned that the Proposed
Arrangement could be used 1o disguise remuneration from the Hospital to reward
or induce referrals by the Surgical Group. Specifically, the Proposed Arrangement
could encourage the surgeons to admit Federal health care program paticnts to
the Hospital, since the surgeons would receive not only their Medicare Part B
professional fee, but also, indircctly, a share of the Hospital’s payment, depending
on cost savings. In other words, the more procedures a surgeon performs at the
Hospital, the more money he or she is likely to receive under the Proposed
Arrangement.

While we believe the Proposed Arrangement could result in illegal remuner-
ation il the requisite intent to induce referrals were present, we would not impose
sanctions in the particular circumstances presented here and as qualified below.

First, the circumstances and safeguards of the Propoesed Arrangement reduce
the likelihood that the arrangement will be used o attract referring physicians
or to increase referrals from existing physicians. Specifically, participation in'the
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Proposed Arrangement will be limited 1o surgeons already on the medical stafl,
thus limiting the likelihood that the Proposed Arrangement will atiract other sur-
geons. In addition, the potential savings derived from procedures for Federal health
care program beneficiaries will be capped based on the prior year's admissions of
Federal health care program bencficiaries. Finally, the contract term will be lim-
ited to one year, reducing any incentive 1o switch facilities, and admissions will be
monitored for changes in severity, age, OT payor. Thus, while the incentive to refer
will not necessarily be eliminated, it will be substantially reduced.

Second, the structure of the Proposed Arrangement eliminates the rigk that
the Proposed Arrangement will be used to reward cardiologists or other physicians
who refer patients to the Surgical Group or its surgecons. The Surgical Group is
the sole participant in the Proposed Arrangement and is composed entirely ol car-
diac surgeons; no cardiclogists or other physicians are members of the Surgical
Group or share in its prefit distributions. Within the Surgical Group, profils are
distributed 1o its members on a per capita basis, mitigating any incentive for an
individual surgeon to generate disproportionate cost savings.

Third, the Proposed Arrangement sets out with specificity the particular
actions that will generate the cost savings on which the payments arc based.
While many of the recommendations in the Practice Patterns Report are sim-
ple common sense, they do represent a changc in operating roem practicc, for
which the surgeon is responsible and will have liability exposure. While most
of the recommendations would appear to present minimal risk, limitations on
use of certain surgical supplies and product standardization each carry some
increased liability risk for the physicians. It is not unreasonable for the surgeon
1o receive compensation for the increased risk from the proposed change in
practice. Moreover, the payments will represent a portion of one year's worth
of cost savings and will be limirted in amount {i.e., the aggregate cap), duration
(i.e., the limited contract term), and scope (i.e., the total savings that ean be
achieved from the implementation of any one recommendation are limited by
appropriate utilization levels), The payments under the Proposed Arrangement
do not appear unreasonable, given, among other things, the nature of the
actions required of the physicians to implement the twenty-seven recom-
mended actions, the specificity of the payment formula, and the cap on total
remuneration to the Surgical Group. 13 We caution that payments ol 50% of
cost savings in other arrangements, including multi-year arrangements or
arrangements with generalized cost savings farmulae, could well lead to a
different resuli.

In light of these circumsiances and safeguards, the Proposed Arrangement
poses a low risk of fraud or abuse under the anti-kickback statute,
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Il. Conclusion

Motwithstanding the foregoing, we refterate our concerns regarding many arrange-
ments between hospitals and physicians to share cost savings. Improperly designed
or implemented arrangements risk adversely affecting patient care and could be
vehicles o disguise payments for referrals. For example, an arrangement that can-
not be adequately and aceurately measured for quality of care would pose a high
risk of [raud or abuse, as would one that rewards physicians based on overall cost
savings without accountability for specific cost reduction measures. Moreaver,
arrangements structured so as to pose a heightened potential for patient steering
and unfair competition would be considered suspect. In short, this opinion is pred-
icated on the specific arrangement posed by the Requesiors and is limited o
that specific arrangement. Other apparently similar arrangements could raise dif-
feremt concerns and lead o a dilferent result.

Based on the [acts certified in your request [or an advisory opinion and sup-
plemental submissions, we conclude:

(i) the Proposed Arrangement would constitute an improper payment to induce
reduction or limitation of services pursuant to sections 1128A(b)(1)-(2) of the
Act, but that the OIG would not impose sanctions under sections 1 12BA(b)(1)-
(2) on the Requestors in connection with the Propesed Arrangement; and (ii) the
Proposed Arrangement would potentially generate prohibited remuneration
under the anti-kickback stawate, il the requisite intent to induce or reward re-
ferrals of Federal health care program business were present, but that the OIG
would not impose administrative sanctions on the Requestors under sections
1128(b)(7) or 1128A(a)(7) of the Act (as those sections relate to the commission
of acts described in section 1128B(b) of the Act) in connection with the Pro-
posed Arrangement,

IV. Limitations
The limitations applicable to this opinion include the following:

* This advisory opinion is issued only to [names redacted], the Requestors of this
opinion. This advisory epinion has no application to, and cannot be relied upon
by, any other individual or entity.

* This advisory opinion may not be inroduced into evidence in any maticr in-
volving an entity or individual that is not a requestor to this opinion.
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* This advisory opinion is applicable only to the statutory provisions specifi-
cally noted above. No opinion is expressed or implied herein with respect to
the application of any other Federal, state, or local statute, rule, regulation,
ordinance, or other law that may be applicable to the Proposed Arrangement,
including, without limitation, the physician self-referral law, section 1877 of
the Act.

* This advisory opinion will not bind or obligate any agency other than the US.
Department of Health and Human Services,

* This advisory opinion is limited in scope to the specific arrangement described
in this lener and has ne applicability to other arrangements, even those that
appear similar in nanre or scope,

= Mo opinion is expressed herein regarding the lability of any party under the
False Claims Act or other legal authorities for any improper billing, claims
submission, cost reporting, or related conduct.

This opinion is also subject to any additional limitations set forth at 42 C.ER, Part
1008,

The O1G will not proceed against the Requestors with respect 1o any action
that is part of the Proposed Arrangement taken in good faith reliance upon this
advisory opinion, as long as all of the material facts have been fully, complerely,
and aceurately presented, and the Proposed Arrangement in practice comports
with the information provided. The OIG reserves the right to reconsider the ques-
tions and issues raised in this advisory opinion and, where the public interest re-
quires, to rescind, modify, or terminate this opinion. In the event that this advisory
opinion is medified or terminated, the OIG will not proceed against the Re-
questors with respect to any action taken in good faith reliance upon this advisory
opinion, where all of the relevant facts were fully, completely, and accurately pre-
sented, and where such action was promptly discontinued upon notification of the
modification or termination of this advisory opinion. An advisery opinion may
be rescinded only if’ the relevant and material facts have not been fully, completely,
and accurately disclosed to the OIG.
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. The Surgical Group performs the majority of cardiac surgery cases at the Hospital. The

surgeons in the Surgical Group alse practice a1 one other hespital in the region.

. The Program Administrator has developed software products that measure cost, quality,

and wtilization on a national basis. The products are cenified by both the American Col-
lege of Cardiclogy and the Society of Thoracic Surgery.

. The Practice Patterns Report for the Surgical Group, dated October 2004, is attached to

this advisory epinion as Appendix A [redacied]. The Requestors’ original submission
included additional cost savings recommendations that posed an unacceptable risk of [raud
and abuse, The Requestors withdrew those recommendations from the Proposed
Asrangement.

. We note that the Practice Patterns Report identifies with specificity the vendors and prod-

LS Al issue,

. The Practice Pawerns Report clearly identifies with specificity each substiution recom-

mendation under this category

. We note that for product substitution recommendations that are of clinical significance, we

would require additional safeguards, such as the establishment of quality thresholds beyond
which no cost savings would be credited.

. The current vear will be the rwelvesmonth term of the contract for which the Surgical

Group will be compensated under the Proposed Arrangement.

. The “base year” will be the bwelve months preceding the effective date of the contract. For

purposes of this opinion, the Proposed Armangement is limited to the ome-year term of the
contract; accordingly, this opinion is without force and eflect with respect to any future re-
newal or extension of the Propeded Arrangement. Motwithstanding, we note that any renewal
or extension ol the Proposed Arrangement should incorporate updated base year cosis.

. In addition, nonprofit hospital arrangements raise issues of private inurement and private

benefit under the Internal Revenue Service’s income tax regulations in connection with
section 501(e)(3) of the Imernal Revenue Code. See Rew Rul. 69-383, 1969-2 C.B. 113,
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We exprest no opinion on the application of the Internal Revenue Code to the Froposed
Asrangement.

1., Physician incemtive amrangements refated 1o Medicare risk-based managed care contracts,

13,

samilar Medicaid contracts, and Medicare Advantage plans ([ormerly Medicare + Chaice]
are subject 10 regulation by the Secrelary pursuant 1o sections | B76{1(8), 1 903 m{ 2} AN ),
and 1832()4) of the Act (respectively), in licu of being subject 1o sections 11 28A0N1 2L
See O1G letter regarding hospital-physician incentive plans for Medicare and Medicaid
beneficiaries enrolled in managed care plans (dated August 19, 1999), available at
hitp:/foig hhs.gov/ fraud/docs/ alersandbulletins/ geleterhum, See also 42 C.ER. §417.479
(Mledicare HMOs or competitive medical plans); 42 CFR. § 422.208 (Medicare Advan-
age plang); 42 CER. § 438.6 (Medicaid risk plans).

. We have had the Proposed Arrangement reviewed by a government medical expent who

concluded that the proposed cost savings measures, as described in the advisory opinion re-
quest and supplemental submissions, should not adwversely alfect patient care. For purposes
af this opinion, however, we rely solely on the Bequestors® certifications, and nathing in this
advisory opinion should be construed as an endorsement or conclusion as (o the medical
propricty of the specific activaties being undertaken as part of the Propesed Arrangement.

. Ordinarily, we would expect patient disclosures 1o be coupled with patient satisfaction

surveys that closely monitor patient perceptions of their care. However, in the context of
the Proposed Arrangement, which focuses on items and medications used in operating
rooms, we believe that patient satisfaction surveys would not be effective,

We are precluded by stanute [rom epining on whether fair market value shall be or was paid
for goods, services, or property. See 42 US.C. § 1320a-7d{b)3)(A). While the Requestors
have certified that the payments under the Proposed Arrangement are consistent witls [air
market value, we do not rely en that cerdfication in this opinion, ner have we have made
an independent fair markel value assessment.
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