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Hospitals face enormous fi nancial 
challenges. Those that are intent on 
weathering the coming storm must 
develop and enhance their own unique 
strategic competitive advantages in the 
markets in which they compete. The 
impending storm is the result of the 
convergence of several critical factors. 
First, 78 million baby boomers will reach 
retirement age in the next ten years or 
so and many are likely to become high 
volume consumers of health care services. 
Second, the country must deal with 
nagging questions concerning what to 
do about 45 million uninsured persons. 
Third, a shrinking labor force to tax likely 
means more sleep interrupted nights for 
hospital CFOs charged with maximizing 
reimbursement. While it is impossible 
to predict the outcome, it is logical to 
contemplate that given limited federal 
resources some hospitals will be forced to 
close. 

If a hospital does the same thing as 
every other hospital it competes against it 
will have little or no strategic competitive 
advantage over them. A hospital’s supply 
costs, its second largest expenditure, 
should be one of its strategic competitive 
advantages! Each hospital’s unique set 
of strengths and weaknesses should 
provide it with a platform on which to 
build its own unique strategic competitive 
advantages. 

There is Safety in Numbers...or is 
There?
One thing hospitals do really well is to 
join lobbying type organizations. The 
typical hospital seems to belong to many 
such organizations, each espousing the 
belief and promise that it can protect 
its members from the certain doom 
that would otherwise befall them apart 
from their membership. While these 
memberships are not harmful, they 
can lull a hospital into a false sense of 

security. The reality is that no lobbying 
organization can guarantee the future 
existence of any member. For that reason 
it would seem prudent for each hospital 
to maximize its strengths and minimize 
its weaknesses; and that is not necessarily 
a group event. Unless the federal 
government can quickly colonize and 
tax the dwellers of other planets, more 
reimbursement cuts are sure to come. The 

supply chain cannot fi x all of the fi nancial 
challenges facing hospitals, but it will 
be exceedingly diffi cult for any hospital 
to survive without harnessing the cost 
savings potential that exists in its own 
supply chain.

Why the Supply Chain?
When hospital fi nancial people refl ect on 
the role of Materials Management, cost 
reduction would surely be one of the fi rst 
thoughts to come to mind. Yet hospitals 
seem to have diffi culty in determining 
just how much money they actually save 
through their supply chain initiatives. 
In an environment where every penny 
counts, it is disheartening to learn that far 
too many hospital Materials Management 
departments lack both the staffi ng and 
information systems needed to quantify 
the results of their cost savings activities. 
This can have a devastating impact 
on how senior management views the 
materials function. 

Supply costs are generally the second 
largest expense for hospitals after labor 
costs. Therefore, one would expect that 
hospitals would place a high level of 

importance on managing those costs. 
Yet many hospital Directors of Materials 
Management feel isolated from senior 
management and left out of critical 
discussions. For their part, hospital 
leaders seem to believe that they have 
addressed this critical area by joining a 
Group Purchasing Organization (GPO). 
But if lower prices and resulting cost 
savings are the real goal, there are some 

better ways to do it. These approaches 
require strategy and some hard work but 
are defi nitely achievable, and not just for 
the largest hospitals. Ironically, GPOs 
make incredible cost savings claims but 
will not discuss the methodology they 
use to calculate those cost savings. In 
fact, a recent request for help in deciding 
how to calculate a cost savings on the 
Association for Healthcare Resource 
and Materials Management bulletin 
board by a Senior Director at one of the 
largest GPOs would certainly call those 
savings claims into question. (See the 
author’s research report, “Defi ning and 
Measuring Product-Based Cost Savings in 
the Healthcare Supply Chain” available 
via email at no charge.) In spite of the 
diffi culty in quantifying savings, there are 
most defi nitely savings to be had.

The best way to know if any business 
relationship is producing the value 
promised requires that there must be 
an audit of the results. But, instead of 
tracking savings results from supply 
contracts hospitals as a whole have 
chosen to rely on benchmarking of supply 
costs with other hospitals. There are 

Validating Supply Chain Cost Savings: 
Internal Audit can Play a Key Role in 
Proving Supply Chain Savings
By Lynn James Everard, CPM

If a hospital does the same thing as every other hospital 
it competes against, it will have little or no strategic 

competitive advantage.
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signifi cant problems with this approach, 
including:

Data analysis fails to account for 
individual hospital practices related 
to product selection, physician 
preference, nursing preference, 
clinical protocols, and utilization.

Data collection instructions fail 
to account for the wide variety of 
software programs used by materials 
departments.

It cannot be guaranteed that hospitals 
are able, given their limited supply 
management technology, to create 
accurate data, let alone properly 
harvest and report it.

But, even if the numbers are 
somehow accurate, supply cost 
benchmarking itself is not an accurate 
measure of the effectiveness of the 
Materials Director. Why? Because, of 
the four major factors impacting supply 
cost benchmarks, only the actual cost of 
the supplies is within the institutional 
authority of the Director. The other 
three: utilization; clinical protocols; and 
physician preference, are most often 
outside of the control of the materials 
department. It is unreasonable to expect 
the Director of Materials to tell a surgeon 
that he or she cannot use the products 
he or she likes best if the CEO has not 
fi rst laid the groundwork to convince the 
surgeon that the Director of Materials has 
the authority to make such a decision, and 
that the CEO supports that decision. Of 
course, in many hospitals the CEO wants 
the benefi t of lower implant costs without 
the ruffl ed feathers that often come with 
the territory. Many Directors can relate 
to scenarios in which the Director of 
Materials told a high revenue producing 
surgeon that he or she could not use a 
product only to have the CEO side with 
the surgeon for fear of revenue loss. Such 
situations only serve to further erode the 
credibility of the Director of Materials and 
give credence to the idea of someone else 
in the hospital being tasked with moving 
the supply chain savings fl ag forward.

Are Unaudited Savings Real 
Savings?
Each year hospitals purchase billions 
of dollars in supplies, pharmaceuticals, 
and equipment. And each year GPOs are 
paid hundreds of millions of dollars in 
fees by the companies that they award 
contracts. Also each year GPOs produce 
reports of billions of dollars in savings 
claims. Not only are these reports never 
verifi ed or audited, but also the sad fact 

•

•

•

is that no agreed upon defi nition of what 
even constitutes a legitimate product cost 
savings exists in this industry. Given this 
it is unreasonable to blindly accept the 
word of suppliers and GPOs regarding 
the cost savings they claim to offer. 
Furthermore, it would seem incumbent on 
internal auditors to protect the interests 
of their hospitals by engaging in savings 
audits of supply contracts. 

One might ask why internal auditors 
should be involved in this area. There are 
several compelling reasons. First, internal 
auditors represent the application of an 
objective methodology to determine if a 
hospital’s fi nancial position is accurate 
and fairly represented, and that its 
operations are under suffi cient control. 
Second, supply costs are the second 
largest hospital expenditure. A hospital’s 
fi nancial condition is not only the result 
of converting revenue to cash, but also 
of minimizing operating costs wherever 
possible. Third, hospital materials 
departments lack both the institutional 
authority and technology to effectively 
audit their own performance, while 
internal audit has those advantages. 

In far too many instances Directors 
of Materials Management accept their 
suppliers’ and GPOs’ cost savings claims 
without performing their own validation 
of those claims. In a 2004 research study 
produced by the author, ninety-four 
percent of hospital materials directors 
surveyed believed their GPOs saved 
them money. However, less than a third 
indicated they actually knew how much 
they saved, while eighty percent admitted 

that their knowledge of those savings 
came directly from the GPO savings 
claims. This meant that just fi ve percent 
of the respondents could say that they 
were able to prove the savings claims they 
make on behalf of their GPO!

Proposed Savings Defi nitions 
If internal auditors are to step to the 
forefront in this critical area, it would 
be helpful to have some defi nitions of 
savings to use as a guide. In the absence 
of savings defi nitions, suppliers and 
GPOs are free to make up their own and 
present them as they see fi t to hospitals 
overwhelmed by claims of savings they 
can neither validate nor refute. The 
defi nitions proposed below are the result 
of the author’s own twenty-six years 
of healthcare purchasing experience; 
the author’s professional certifi cation 
(Certifi ed Purchasing Manager) from 
the Institute of Supply Management (the 
governing and standard setting body 
for virtually every industry); extensive 
research of the practices of others in 
healthcare; and the careful study of other 
industries including surveys of Fortune 
500 company procurement practices and 
savings defi nitions. They are offered as 
a starting point in hopes that healthcare 
providers will adopt standard defi nitions 
which will allow hospitals to clearly 
determine the actual savings produced 
through their various supply chain 
relationships.

Cost savings can come from a 
variety of areas; as long as the Materials 
Department was signifi cantly involved 

Calculating the Effective Cost of Using a Group Purchasing Organization

The annual effective cost of using a GPO equals:

Annual GPO Spend __________

Times the Average Administrative Fees Paid to the GPO __________%

Equals the Base Cost of Using a GPO __________

Less Annual Payments from the GPO __________

Equals the Cost of Using a GPO __________

Less Actual GPO Product Cost Savings __________

Equals Annual Effective Cost of Using the GPO __________

Hospitals have diffi culty determining how much they save 
through supply chain initiatives.
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in making them happen, they can be 
credited with the savings.

Applicable cost savings may be 
defi ned as follows:

Product Cost— Any actual reduction 
in cost over the prior year whether 
negotiated in house or by a GPO 
as long as it is implemented by the 
Materials Department. GPO pricing 
tiers and levels add signifi cant 
complexity and make it more likely 
that suppliers will bill incorrectly 
at least some of the time. (Note: 
a discount is not a cost savings 
regardless of how high it seems to 
be. For there to be a savings the unit 
price per item must have decreased 
from the prior year or prior contract.)
Rebate— Any paid rebate earned by 
fulfi lling contract obligations.
Supplier Grants— Any amount 
of money donated by a hospital 
supplier is money that is not 
available for the hospital to receive 
in the form of lower product costs 
or rebate incentives. Therefore, the 
Director of Materials Management 
should be permitted to include grant 
money in the savings determination.
Outsourcing— Any labor savings 
negotiated by the Materials 
Department for any hospital 
department, except its own, if the 
benefi ting department can show an 
actual reduction in headcount or 
budget as a direct result. 
Outsourced Distribution— 
Outsourcing of materials functions 
to a distributor where the cost is 
loaded into the cost of the product 
via a higher mark up or line fee (such 
as a low unit of measure program) 
should be handled as follows. The 
total of line item fees and/or up 
charges should be added to the cost 
of the operation of the materials 
department. This will be offset by the 
actual reduction in the department’s 
labor expense for the period. 
Product Cost Avoidance— Product 
cost avoidance only qualifi es as 
a savings if the cost of an item 
would have defi nitely increased 
without the aggressive intervention 
of the materials department. 
(Note: materials process cost 
avoidance does not fi t here since 
actual cost avoidance will be 
adequately captured in the Materials 
Department’s own operating expense 
reports as a labor expense line comes 
in below the budgeted amount.)

1.

2.

3.

4.

5.

6.

Value Analysis— Value Analysis 
originated many years ago in 
manufacturing organizations as 
engineers and procurement people 
worked together to engineer costs 
out of their products. Often this 
meant using less expensive materials. 
Many hospitals are using the same 
processes to reduce utilization of 
higher cost products and fi nd less 
costly products that will do the same 
job. Any cost reductions identifi ed 
through the active participation of 
the Materials Department in Value 
Analysis teams should be included 
as long as the savings is calculated 
after it has occurred. (Note: Future 
estimates of potential savings are 
not traceable to the bottom line in 
the current period and should not be 
used.) 

Inventory Reduction— While 
inventory reduction can greatly 
enhance a hospital’s cash fl ow it 
is only a cost savings to the extent 
of the carrying costs that will be 
saved by eliminating that inventory. 
For example, if a hospital’s annual 
carrying costs are thirty percent; an 
inventory reduction of $100,000 is an 
annual savings of $30,000.

Other Savings— This would include 
reductions on freight, equipment 
preventative maintenance and service 
programs, and any other savings 
created by the materials department 
for any department other than its 
own.

Sources of Savings Data
Actual product savings can never be 
accurately calculated at the beginning 
of a contract. For that reason estimates 
of potential savings from suppliers 
or GPOs simply cannot be accurate. 

GPO pricing levels and tiers may not 
match the hospital’s actual results since 
expected volumes may not materialize, 
or undetected supplier pricing errors 
may cut into anticipated savings. For that 
reason the hospital’s MMIS or ERP system 
reports should be the primary source for 
savings calculations. Sales reports from 

7.

8.

9.

suppliers can be used to support the 
hospital’s own information as needed, but 
should never be accepted at face value 
without internal corroboration.

Materials Department Functional 
Costs
Materials department functional costs 
include any costs that appear on the 
materials department budget and 
operating expense reports. As noted 
above, this should also include the total of 
line fees or up charges from a distributor, 
in the case of a unit of measure program, 
or other outsourcing service. Also 
included are labor, equipment and 
technology, warehouse including utilities, 
lease costs, and fl eet costs. One example 
would be the cost of automated supply 
cabinets to the extent that the decision 
to utilize the cabinets was to improve 
inventory accuracy and replenishment 
performance. (Whatever portion of the 
decision was made to facilitate patient 
charging should be attributed to the 
department responsible for carrying out 
that function.) This may also include costs 
that appear in other departments such as 
software or the cost of other departments 
performing ad hoc materials functions. 
For example, if nurses are searching the 
hospital for supplies and equipment 
that should have been readily available 
on their nursing units, such costs 
would qualify as materials department 
functional costs.

Supply Chain: The New Frontier for 
Internal Auditors
No hospital can afford sub-par 
performance from its supply chain, but 
measuring that performance has been 
diffi cult for most hospitals. A huge new 
opportunity awaits internal auditors who 
are up to the challenge. If the claimed 
savings are not real, there is no way they 

can make it to the bottom line. If no one 
is validating the savings claims, then who 
is looking out for the best interests of the 
hospital? If an insurance company says 
it will cover a major medical procedure, 
but then does not reimburse the agreed 
upon amount, does not the hospital 
revenue management department call 

Supply benchmarking itself is not an accurate 
measure of effectiveness.
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Sources of Cost Savings

Defi nition Data Source

1. Product Cost Supplier Invoice
2. Rebate Rebate Check
3. Supplier Grants Grant Check
4. Outsourcing Department P and L
5. Product Cost Avoidance Proof of Increase
6. Value Analysis Supplier Invoice
7. Inventory Reduction Calculation of Carrying Costs
8. Other Savings Financial Analysis

out the insurer on their promise to pay? 
If a supplier or GPO does not provide the 
cost savings it claims, would failing to call 
them out on their claim of savings not be 
equivalent to allowing an insurer to pay 
less for a procedure they agreed to cover? 

In any business venture there are 
only two ways to protect the bottom line: 
sell more at a higher price or spend less. 
Increasing reimbursement is diffi cult 
and hospitals cannot exactly create 
more business by causing pileups on 
the interstate. Meanwhile, the worker 
shortage and increasing union activity 
is pushing up the cost of labor. Most 
hospitals are severely underutilizing 
their supply chain savings potential. 
By providing a check on savings claims 
the internal auditor can help their 
management see through the smoke and 

understand the urgency in fully exploiting 
the real savings opportunities in their 
supply chains. NP

Lynn James Everard, CPM is a health 
care supply chain strategist and consultant. 
He is an expert in hospital procurement and 
contracting whose expertise has been sought 

out by various government agencies, as well 
as the U.S. Senate. He helps hospitals develop 
strategies to reduce their supply chain costs. 
Mr. Everard is the author of “Understanding 
and Measuring Hospital Materials Manage-
ment Performance”. He can be contacted at 
leverard@bellsouth.net.

Peer review of a compliance program 
is a viable option, which the author has 
personally participated in, and will be the 
subject of the next focus group article. 

Governmental Review—Voluntary 
or Involuntary
As described earlier, sixteen hospitals 
have voluntarily subjected their 
compliance programs to review as part 
of the CMS Pilot Project on Compliance 
Program Effectiveness, launched in 
2004. Compliance programs can also 
be involuntarily reviewed when an 
organization is dealing with a government 
agency on a signifi cant compliance 
issue(s) or as part of a self-disclosure 
of provider misconduct. Resolution of 
the issue may lead to imposition of a 
Corporate Integrity Agreement (CIA) or 
Certifi cation of Compliance Agreement 
(CCA). During settlement negotiations, 
the organization will no doubt be asked to 
provide information about the compliance 
program. The organization’s goal is to 
prove that their program is effective. 

The relevant considerations for 
whether an entity may be permitted 
to enter into a CCA instead of a 

comprehensive CIA include those set 
forth in the November 20, 2001 Open 
Letter to Health Care Providers. 7 This 
letter directed that eight criteria be 
considered when determining whether to 
require a corporate integrity agreement, 
including “(7) whether the provider has 
an effective compliance program…”

Conclusion
An effective compliance program is an 
expectation of governing boards and 
senior management, as well as a clear 
articulation by the federal government. 
It is a signifi cant business risk for an 
organization to have an ineffective 
compliance program and not know it. 
Organizations should commit to assessing 
the effectiveness of their compliance 
program this year to help set expectations 
and as a governance process best practice. 
One way to formalize such an assessment 
would be to add a requirement for a 
periodic assessment of the compliance 
program to the corporate compliance 
committee charter.

About the AHIA/HCCA Focus Group
The AHIA/HCCA focus group will 
continue to address compliance auditing 

and monitoring directives through 
white papers, articles, and educational 
initiatives. The focus group welcomes 
your feedback and requests to address 
particular matters related to auditing and 
monitoring. Please submit your request 
directly to any member of the focus 
group. NP

Members of the focus group are:

Randall Brown, Baylor Health Care 
System

Jan Coughlin, Scripps Health

Debra Muscio, Central Connecticut 
Health Alliance

Mark P. Ruppert, Cedars-Sinai Health 
System

Kathy Thomas, Duke University Health 
System

Debi Weatherford, CHAN Healthcare 
Auditors

Jan Coughlin is Director, Corporate 
Compliance Program & Privacy Offi cer 
with Scripps Health — Audit & Compliance 
Services. She may be reached by e-mail at: 
Coughlin.Jan@scrippshealth.org.

7 “An Open Letter to Health Care Providers”. DHHS, Offi ce of Inspector General. November 20, 2001.

An Overview of Methods to Assess Compliance Program Effectiveness — continued from page 16
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