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Back in the good old days, the 60’s,
70’s and early 80’s,  the rules of the
game in healthcare were clear. Take
care of the patient. Don’t worry
about the cost, but be reasonable. Be
sure to make some money along the
way, to reinvest in your hospital. If
you build it, they will come. The
more programs, centers of excel-
lence and beds that you have, the
better off you will be. Control is
important, but service is overriding.
Don’t hesitate in adding expense for

.lq Ryan good reason, Medicare will cover it.

Another trend, THEN vs. NOW, is
important. In those days, the replenishment process was slower. As a
sales representative, I actually remember using first class mail for plac-
ing my customer’s orders with my customer service rep. The pace was
fast, but the transfer of information and sense of urgency was measured.
Sure we took whatever action that was necessary to get the job done,
but in that era, for those younger readers, FAX machines, and even
Federal Express, were yet to be invented.

TODAY, things are different. Not only has Federal Express been invent-
ed, but even the U.S. Postal Service has an overnight service. Here is
an industry worth billions of dollars annually that is dependent on our
society’s well practiced art of procrastination. Or maybe the focus is to
fulfill the more materialistic demand of “I want IT, and I want IT now!”
In either case, the sense of urgency has changed! Healthcare is a ma,jor
user of overnight services.

So what specifically does this have to do with logistics systems and or
inventory in hospitals? Quite specifically, a bunch! The “Old Golden
Years” of healthcare, as described above, are ending. The “New
Golden Years” have begun. Realities include: Hospitals are loosing
control over their reimbursement revenue; Fixed revenue streams will
be the result of managed care; expense reduction is a new tool for bot-
tom line enhancement.

The new trend reflects the need to operate within economic limits, such
as cost’s per procedure or per diem, or per member per month. The def-
inition and calculation of costs are now a necessity. In the old econom-
ic model the goal was to drive up revenue. As it surpassed the total of
fixed and variable costs, profit would be generated (Figure 1). The new
economic model is vastly different. Revenue becomes fixed. Expenses
then become the target of profit generation. Whenever costs can be low-
ered to be less than revenue then profit is generated (Figure 2).
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Figure 1. The Old Economic Model
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Figure 2. The New Economic Model

The question then is what should my hospital do to either prepare for, or
react to this new economic reality? Simply stated, cut costs by reengi-

neering and re-designing. One of the larger opportunities which
impacts all departments within the medical center is that of materials
management.

Materials management impacts 35-40s  of the total operating costs of a
hospital (Figure 3). On average, the cost of all supplies, from film to
food, bed sheets to bandages, pills to pillows, represent 20% of a hospi-
tals total operating expenses. Then there are the logistical costs. These
are mostly people costs. They include from the identification of need
and requisition consolidation to purchase order placement, from receipt
to storage, from picking of orders to stickering, from distribution to inter-
departmental and patient charging through waste disposal. These
processes account for an additional 1520% of total operating expens-
es. Therefore, not only what you do, but how you do it is important.

Remember that inventory is money. Inventory tends to accumulate
wherever the process allows it to. It makes nothing but sense to stream-
line the process and reduce the “fatty build-up” of inventories through-
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Continuedfrom page 9 measure it you can’t reduce it.
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Figure 3. Materials Programs as a Resource
out the logistics system. Lowering inventory (days inventory on hand,
DIOH) will increase the number of inventory turns. That action has a
corresponding change needed by the vendors. The delivery system
needs to be tweaked to accommodate the “deliver it when I need it”
mentality. The term used for this process is “Just In Time”(JIT).  When
you eliminate General Stores or Central Supply-type storage locations,
such that the product is delivered directly to the using department in the
unit of usage, then the term “stockless” is appropriate.

The chart shown (Figure 4) is a comparison of key benchmarks for con-
ventional, JIT and stockless systems. For inventory alone, supply quan-
tities range from 6-8 weeks, conventional, to as little as l-3 days,
stockless. In addition, a well implemented stockless system will drain
the system of unofficial inventories. Unofficial inventory tends to accu-
mulate wherever inventory lingers. It is real money, invested in real
products, that fall off of the system. Hopefully it stay’s there and is
eventually used. Often, it becomes obsolete, thrown out, or it is pil-
fered. It is not out of reason to assume that the value of unofficial inven-
tory may be many times more than official inventories. If you can’t

Issue Conventional JIT Stockless

Supplier Method Bulk Bulk “Eaches”  -
unit of use

Supplier Frequency Once/week 2-31week Daily

Supplier Fill Rate go-95% 93-97% 98+%

Storeroom 6,000 ft’ 700 ft2 “Stat” room
300 ft2

Inventory 6-8 weeks 5-7 days 1-3  days

So there’s the problem and opportunity all in one. JIT and stockless
systems can offer solutions. The design and implementation of stock-
less systems is important. Remember the mission for materials man-
agement is to get the right product, in the right quantity, to the right
place, at the right time, and at the right total cost. The one-time saving
will come from standardization, and inventory reduction. The elimina-
tion of excess assets, such as warehouses and distribution equipment, is
a one time savings as well. Recurring savings will show up in people
and process related expenses. Avoided holding costs are also important
recurring savings to calculate.

The challenge then is for hospital systems to know where to go to save
money. This is where the internal auditor becomes an invaluable
resource to the CEO, CFO and Materials Manager. The skill set that
you bring to your institution is needed more now than ever. The deci-
sions are not always clear. They are not ever simple. The capability to
view and evaluate an opportunity, from an internal yet neutral stance, is
needed. You then can call upon other resources, internal and external to
get things done. Expertise, if needed, can be bought through consul-
tants but the capability to analyze from within, is where the internal
auditor in essential.

The internal auditor’s role is key to the success of a cost reduction
effort. Some projects will need the focused expertise that the internal
auditor brings, but all projects will need someone to run the scoreboard.
The dynamic healthcare industry welcomes you, your excitement and
expertise, as you join all of us in redesigning today’s healthcare system
for tomorrow.

Jay Ryan is a principal with The Phoenix Alliance in Arlington, 7x.

Figure 4. Comparison of Conventional, JIT, and
Stockless Programs
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