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CHAIRMAN KOHL: Thishearing will cometo order. I've hdd it for Senator DeWinewho is
unavoidably detained for just afew minutes and he has requested that we proceed.

Today this Subcommittee turns its attention to an issue affecting the hedlth and safety of every
American who has ever or will ever need treetment at a hospita, in other words, every one of us.
Thisissue is how hospitals form buying groups to purchase nearly everything used by hospitas.
Everything from: - pacemakers to thermometers, from surgica devices and CT scannersto
needles and Band-Aids, and how these groups affect the cost and quality of patient health and
medica innovation throughout our country.

These buying groups known as group purchasing organizations, or GPOs, are at the nerve center
of our hedlth care system. Because they determine what products are in our hospitals, they
directly affect patient health and safety. Because they control more than $34 billion in hedlth
care purchases, they impact the cost that we al pay for our health system.

Because they represent more than 75 percent of the nation's hospital beds, they are a powerful
gatekeeper who can cut off competition and squeeze out innovation. Getting a GPO contract is
essentia for any medica equipment supplier. GPOs determine which medica devices will be
used to treat us when we are sick or inured, which manufacturers will survive and prosper, and in
fact, which ones will fail.

It does not do any good to invent the next great pacemaker or safety needleif you can't get it to
patients because a GPO stands in your way. With that kind of power comes respongbility. B,
too often, it seems the GPOs have failed to serve as honest brokers seeking to serve the best
interest of hospitals and patients.

We are going to detall three mgor concerns. Firdt, conflicts of interest raise a Specter of critica
hedlth care decisons being influenced by financid tiesto suppliers. We have heard alegations
of scanda and conflicts of interest that have infected the GPOs.



Premier's chief executive received a million--received millions of dollars worth of stock options
from a company with a contract supplying pharmaceutica services to Premier hospitals. His
response that he recused himself from contracting decisons with repect to the company at issue
and that his financia interests were disclosed and gpproved by Premier's board is good but not
good enough. He should have severed dl ties to the company when he joined Premier.

On another occasion, Premier steered business to a pharmaceutical supply company and thereby
helped turn it's $100 investment into a stake worth $46 million last year. Novation today
demands that medica suppliersit contracts with sdll their products on afor profit e-commerce
gtein which Novation has a subgtantid and in which many of Novation's senior executives holds
persona stakes.

These practices in our judgment are appalling and should not be tolerated. We cannot accept a
Stuation where a decison on which medica device will be used to treet a criticaly ill patient
could conceivably or even theoreticdly turn on the stockholdings of a GPO executive.

Second, contracting practices may reduce competition and innovation in health care and narrow
the ability of physcians to choose the best treatment for their patients. In one case we know of,
ahospital denied a physician permission to use avita pacemaker for a patient on the operating
table but not yet anesthetized and al because there was no GPO contract for that particular
pacemaker.

The pacemaker that was on contract that the hospitd required him to use wasin the midst of an
FDA invedtigetion into its effectiveness and safety. Hospitds have falled to buy safety syringes
which prevent accidenta needle sticks because doing so would mean--would mean buying off
the GPO contract. And as aresult, nurses have suffered easily preventable injuries and have
developed HIV and hepatitis.

GPO contracting policies have created a system that keeps many good products out of circulation
while enabling large manufacturers to entrench their market positions. Practices such as sole
sourcing, high commitment levels, which require a hospitd to purchase as much as 90 percent
from one company in order to get the maximum discount, and bundling, which gives hospita

extra discounts and bonuses for buying agroup of products, can serioudy damage the ability of
doctors to choose the best products for their patients, and for competitive manufacturers to
survive and innovate.

And third, the Generd Accounting Office today revealed that these buying groups, whose god
after dl isto save money, do not dways get the best deal. We all support the basic purpose of
GPOs to hold down hedlth care costs with volume purchasing. But the GAO study raises serious
doubts as to whether GPOs are doing a good enough job in achieving this god.

In many cases, hospitals can get a better ded if they go outsde the GPO. It seemslike
sometimes GPOs may produce the worst of both worlds, little savings and fewer choices.

We, therefore, call on the entire GPO industry to work with usto create a code of conduct that
will address these ethical problems and contracting issues. The industry should clean up its own



act and we bdieve they want to. But without quick and effective sdf-regulation, we would have
to consider Congressiond action.

In addition, Senator DeWine and | are today writing to the Justice Department and the Federa
Trade Commission to request that they reexamine their guidelines that protect GPOs from
federd antitrust scrutiny in most cases. Our god should be to ensure that the GPO system truly
achieves cogt savingsin the cost of medica equipment and that these savings do not come at the
expense of patient health and medicd innovation.

We thank our witnesses for coming here to testify and we look forward to hearing their views.

| cal now on my colleague and the Ranking Member of this Subcommittee, Senator Michael
DeWine.

SENATOR MIKE DEWINE (R-OH): Mr. Charman, thank you very much.

Let me begin by saying that | am aso quite disturbed by some of what weve learned in our
investigation of group purchasing organizations. Thereis certainly someindication that GPOsin
some cases have strayed from their origina purpose of alowing hospitas to work together to
limit costs. We clearly have some specific incidents that we need to explore today, and | know
we will. And we need to decide how to prevent them in the future.

In addition, we need to examine the enormous changes in the medica supply marketplace and
the changes that have occurred in GPOs. As medica costs have skyrocketed, many hospitals
druggle on adaily bass. They struggle to reduce costs while attempting to mantain high qudity
hedlth care.

GPOs have become an increasingly important part of this effort to reduce costs. However, |
think it isfair to say that due to consolidation and other changesin the GPO system, GPOs today
look very different today than the system that was originaly planned and contemplated. Some
reports indicate that hospitals channel as much as 70 to 80 percent of their non-1abor
expenditures through GPOs. And within that 70 to 80 percent of purchasing, two large GPOs,
Premier and Novation, handle purchasing for over 60 percent of the nation's hospitals.

Thislevd of concentration gives these two firms avery important role in the medica device
market, and their buying arrangements have atremendous impact on the market. This
importance is magnified by the fact that Premier and Novation will often have only one or two
suppliers on contract for a given product or product category. For the one or two supplierswho
are able to make a ded with them, they are virtualy assured a very big market for their products.
The others, however, will face red problemsin gaining access to the large or Significant ssgment
of the market.

Aslong as these contracting and purchasing decisions are based on a reasonable mix of quality
and cost factors, these outcomes are not necessarily troubling. And we have been told that often
hedlth practitioners do play a Sgnificant role in determining which products are placed on GPO



contracts, arole which helpsto assure that product quality and patient care are part of the
decison.

However, there are some indications that other factors have sometimes been considered, factors
that have more to do with the financia hedlth of the GPO than the hedlth of the patient. For
example, information provided to this Subcommittee demonstrates that executives of some GPOs
have afinancid interest in companies that have been granted GPO contracts. Obvioudy, it is
completely unacceptable for private financid interest to play any role in contracting decisons.

More broadly, | am concerned about the extensive range of businesses and programs run by
GPOs and the manner in which they are funded. Approximately 15 years ago, Congress gave the
GPOs an exemption from the anti-kickback lavsin order to dlow them to collect adminigtrative
feesfrom suppliers. But the result of that decison is a system in which some believe the GPOs
have conflicting interest and mixed incentives.

It is not always clear whether the GPOs are serving the hospitals who own them or the suppliers
who have in some ways become their clients. We need to explore this issue today.

Furthermore, Mr. Chairman, we need to examine the competitive implications of the GPO
system. Itiscritica that we maintain a competitive environment in which new and improved
medica devices are able to gain afoothold in the marketplace. However, many have complained
that the GPO dructure is acting as an impediment to innovation by alowing incumbent suppliers
to lock in large portions of the buying market for their products.

That assessment seems to have some support among those in the investment community. In fact,
we will hear testimony today thet investors are increasingly unwilling to fund startups, the kind

of companies that often provide technologica improvements, because the odds are stacked too
heavily in favor of incumbents on GPO contracts. Thisisavery troubling possibility.

On baance, it does seem likely that GPOs have ddivered savings to hospitals. Many of the
hospitasin my home state of Ohio have reported that to me. Although, as the recent GAO study
indicates, GPOs do not necessarily aways save money for hospitds, and as | have noted,
legitimate questions have been raised about what impact the current structure of the GPO market
is having on innovation and hedlth care.

We cannot overlook the long-term cost that we will pay, both in dollars, and in quality of care, if
we alow our purchasing structure to impede innovation in medica devices.

So, Mr. Chairman, | look forward to hearing from our witnesses. | will closdy evauate
everything that we hear today. Certainly, we must remain focused - focused on making heath
care affordable to al Americans. It isequdly important to ensure that the system operatesin a
way that will provide the best possible hedlth care for patients. Asan initid step, as Senator
Kohl has dready indicated, the Chairman and | are--both do in fact agree that a code of conduct
addressing a number of specific practices will help address our concerns.



In the meantime, Senator Kohl and | have sent aletter to the Justice Department, Antitrust
Divison, the Federd Trade Commission, asking them to examine the competitive effects of the
GPO system. If, after careful evaluation, we determine that further changes are in fact necessary,
we will work closdly with al interested parties as we seek a system that will provide our
hospitals with the best products at competitive prices.

Thank you, Mr. Chairman.
CHAIRMAN KOHL: Thank you, Senator DeWine.

And now to our witnesses. I'll introduce the seven and then well sart with their testimony. Mr.
Richard Norling is Chairman and CEO of Premier, Inc. He joined Premier in 1997, first as Chief
Operating Officer, and before that Mr. Norling was President and CEO of Fairview Hospitd and
Hedth Care System, headquartered in Minnegpolis-S. Paul Minnesota.

We have with us Mr. Mark McKenna, President of Novation. He served on a management team
that structured the joint venture between VHA and UHC, resulting in the creation of Novation.
Prior to joining VHA in 1987, Mr. McKenna was Director of Marketing for IMED Corporation
of San Diego.

Ms. Trisha Barrett is aregistered nurse and Assstant Director of materia Services and Vaue
Andyss Facilitator at the University of CdiforniaMedica Center in San Francisco. Ms. Barrett
serves on the Novation Nursing and Clinica Practice Council.

Mr. Joe Kiani is the cofounder and CEO of Masimo Corporation, a privately-hdd medicd
technology company. Heisaso an inventor on more than 30 patients related to sgnal
processing sensors and patient monitoring.

Dr. Mitch Goldstein isa physician a the Citrus Valey Medica Center, the University of
Cdifornia, Irvine Medica Center. He specidizesin neonatd medicine.

Ms. Elizabeth Westherman is the Managing Director of Warburg Pincus, where she has been a
member of the health care group since 1988. Ms. Westherman aso serves as the Vice Chair of
the National Venture Capita Association Medica Group.

Mr. Lynn Detlor isthe Principa of GPO Concepts, Inc. He served as President of Premier
Purchasing Partners from 1986 to 1999. Mr. Detlor joined Premier through a merger with the
American Hedth Care Systems, where he served as President.

Wewecome you dl heretoday. We request that you hold your statements to five minutes.

Before we commence, | would like to ask the Chairman of our Committee, Senator Lesahy, if he
has an opening statement.

SENATOR PATRICK LEAHY (D-VT): Mr. Charman, I'm just hearing your comment about
kesping it--.



CHAIRMAN KOHL: --Brief--.

SENATOR LEAHY:: --Brief. Although | just want to compliment both you and Senator
DeWine and | saw on many occasions the two of you have Subcommittees that should be a
model for the rest of the Senate in the way you handleit. 1--one, we dl agreed that we weren't
ecalating hedlth care costs, whether you are alegidator or a provider--you're a consumer or

anything ese.

| am concerned on thisoneissue. I'm sorry. I'm concerned on this oneissue. Do the GPOs
contracts with the practices of large established medicd and pharmaceutica supply companies
keep newer and smaler companies from bringing innovetive--itemsin? Do the fees paid by
suppliers to the GPOs act as go- betweens and will they exceed--some GPOs have officers,
employees--inappropriate with connections of large medica suppliers. Should they be divided
by the--should they be divided by the suppliers a dl, rather than the number of hospitals?

S0, these areissues | will begin in our other hearing and will leave most of these for the record.
But | do want to, Chairman, you and Senator DeWine, | do want to compliment you and thank
you for holding this hearing. If | could put my whole statement and my questionsin the record.

CHAIRMAN KOHL: It will be done and we thank you for your appearing here, Senator
Leahy.

Now, we gtart with testimony. First, Mr. Norling?
MR. RICHARD NORLING: Thank you, Chairman Kohl, Senator DeWine and Senator Leghy.

| am Richard Norling, Chairman and CEO of Premier. Asaformer hospital CEO who has spent
28 years in not-for-profit health care, | know that hospitals are under enormous pressure from
Medicare, Medicaid and other payersto ddliver high qudity care at the best possible price for
their patients and hospitals need dl the help they can get.

Premier provides them with a very important tool, namely group purchasing services. I'd liketo
talk to the Subcommittee specificaly how that works. Premier is an dliance of some 1,600 not-
for-profit hospitals and hedth care systems, from magor medical centersto smdll rurd
community hospitals. To put it Smply, our misson is to do everything we can to help our not-
for-profit hospital members provide the best patient care at the best possible price.

We are a performance improvement organization. One important part of what we do is negotiate
contracts with suppliers for our hospitals. But we are not a middieman for hospita purchasing.

In addition to our contracting program, we offer many other valuable services to our hospitals.
For example, Premier has the most sgnificant hedth care data base available in American today
to help hospitd's share information and implement best clinica practices.

We egtimate that we save our member hospitals over $1.5 billion per year to involve our
programs. Premier isadriving force for innovation. Premier hospita systems, like Aurora



Hedth Care in Wisconsn, Cleveand Clinic in Ohio, demand immediate access to the newest and
most effective technology. We work closely with our hospitds to identify and evaduate
promising new products and prophecies.

We have gt&ff dedicated to tracking key medica developments to identify the very best products.
Our technology assessment team's primary job is to evauate promising new technologies with an
eye towards bringing those advances into our hospitals.

Our contracts give us flexibility to add greet to technologies regardless of the existence of
exiding cortracts. If | can, a couple of examples with regard to our record on innovation. We
regularly examine the marketplace and move rapidly to evauate new technologies and make
avallable under group contracts those that are red breakthrough advances.

In January, shortly after the cutting-edge Given Imaging “camera pill” was launched--1 have an
example of that right here. Our saff recognized the potentia of this pill-szed device, which
after being swallowed by the patient provides the most advanced images of the smdl intestine
avalable. It'savery, very exciting technology. Within 30 days of learning thet, we had a group
contract with its company. The only group purchasing organization at this time with a contract
of this revolutionary new product.

Second point. Even when a contract is dready in place, we can add breakthrough products to
our portfolio. Inearly 1999, well before Congress passed the Needlestick Safety Act, which |
might note we very strongly supported, Premier reached out to the industry for new safety
productsin this agreement. Through our technology breakthroughs program, we added three
new syringes and four blood drawing devices with safety features to expand our portfolio, al but
one of these from small manufacturers. Currently, we have 96 sharps safety products categories
on contract with 772 individua products available to our members. These are manufactured by
15 different companies.

Thefacts are clear. Our contracting processis open to al suppliers and we are dways interested
in and actively seek out more advanced and safer products. |If this were not the case, thereisno
doubt our member hospitals would go esewhere.

Let me emphasize how we engage those hospitals. All product sdections are made with
subgtantia clinica input by committees of people who work at our hospital. Once they, the
committees, make their decision, we negotiate the contracts. Premier doesn't purchase products,
hospitals do.

Our group purchasing contracts don't require our hospitals to use a contract for dl of their needs
in any product category. Our members can and do buy items to meet their unique needs and
preferences while dtill getting a negotiated discount for products under group contracts.

Like al GPOs, we receive adminidtrative feesin return for our services. Our fees average 2.1
percent, well within federd guidelines. We have no feesin excess of 3 percent involving

medica products or pharmaceuticals. We don't require up front payments and since 1997, 67.4
of dl adminidrative fees--percent, of dl adminidrative fees we received through group



purchasing have been digtributed as cash payments or credited to Premier hospitas as
incrementd equity in their retained earnings.

After Premier's creation in late 1995 through a three-way merger, we inherited from our
predecessor organizations some practices that are figured in recent criticisms of our organization.
As Premier has matured and evolved, many of those practices have been discontinued.

In concluson, we are very proud of our accomplishments in pursuing excellence in hedth care.
We are committed to operating openly, honestly, and transparently. We intend to cooperate with
the Subcommittee and the hedlth care community to explore every avenue to make our work
even more effective. If there is an opportunity to improve, Senator, we will takeit. And may |
say that | gpplaud you for your proposa on the idea of an industry wide set of ethical practices
and you have Premier's absolute full support in trying to seek that common ground thet | think is
so important. Thank you.

CHAIRMAN KOHL: Wethank you, Mr. Norling.
And now from Novation, we have Mr. McKenna.

MR. MARK MCKENNA: Good afternoon, Chairman Kohl, Ranking Member DeWine, and
Senator Leahy. Itismy pleasure to be with you today representing over 2,300 hedlth care
organizations.

Most are compelled to relay this message from our members. The vaue, cost savings, and other
benefits they receive through Novation are necessary and crucid to therr surviva and to their
ability to provide qudity patient care in their communities.

Novation was formed in 1998 by combining the group purchasing programs of VHA and the
Universty Hedlth System Consortium. Two nationd hedth care dliances with membersin dl

50 states. From magjor academic medical centersto rural 50-bed facilities, these hospitds share a
common mission of community service. A vison of continually improving the qudity of care

and an imperative to operate more efficiently. These hospitadsrely and the collective strength of
their membership.

Group purchasing saves hospitals hundreds of million dollars annudly. By our estimate last year
aone we save our members over $1 hillion by aggregating their buying power and by
consequently avoid other costs. Many hospitals, especidly those serving rura communities,
could not redlize these savings on their own. Here'sjust one result of how these savings can
directly improve community hedth and why our members vaue what we do.

In Menomonee Fdls, Wisconsin, Community memorid Hospitd saved $1.5 million over the last
two years through purchases made by Novation contracts. And they report that these savings
have hdped them fund afree clinic for indigent care patentsin their community. The benefits
enjoyed by Community memoria reflecting a sound busness modd. It's a cooperative mode
smilar to others outsde the hedlth care sector such as agriculture and eectronics.



Now, I'd like to take a moment to briefly comment on Novation's business practices. I'm proud
of our organization and what we accomplish every day on behaf of our members. We are
member-driven and rely heavily on member input in determining the needs, identifying the
evauating products, and by helping individuas share ideas and best practices. Novation
provides many ways for physcians and other dlinical professonds from our member
organizations to guide us in administering an objective and open bid process resulting in this
election of high quality low cost products.

We use over 20 member advisory counsds. Our counsdls include more than 450 individua from
300 hedlth care organizations. These represent both large and small hospitals. Our contract
decisions are supported by a metrix evauaion that considers safety, qudity, availability,

support, customer service, education, and of course, costs.

Some suppliers may provide asingle product. Others provide more. But each product is chosen
on its own merits to the spare objective and inclusive profits. In fact, al our bids are posted on
our public web ste 0 they are dl available to al suppliers. This methodology resultsin low

best bids which in my definition means providing our members the highest quaity products at

the lowest possible costs.

| should point out that many suppliers can and do take advantage of opportunities to provide
contracts through Novation. In fact, gpproximately 25 percent of our suppliers meet the Small
Busness Adminigration definition of asmal business. One example, Triad Disposds, asmdl
upper Midwest company that makes acohol preps, which won abid over amuch larger
compstitor’s, proves this out.

Our contracts are dso flexible, adlowing usto continua seek and offer new and dternative
productsin the latest technology. For example, our memberstold us that Possis Medica had an
innovative device to more effectively treat blood clots. And after receiving input from members
on our advisory councils, we promptly added it to our portfolio.

Finaly, our members can redlly choose whether or not to purchase through Novation contracts
and we bdlieve that this voluntary approach has been key to our success and greatly enhances the
satisfaction of our members. They retain the freedom to choose the products that best meet their
specific needs.

Inthe time alotted | hope I've been able to give you a sense of how group purchasing benefits
hospitals and how Novation adheres to a strong, fair and ethical processin contracting. Asyou
know, hospital's across the country are under severe budget constraints and desperately need
ways in which to reduce their cogts to serve their communities. Thank you for this opportunity
to tel our story.

CHAIRMAN KOHL: Before we proceed further, | would like to ask Senator Schumer who is
on avery tight schedule to make his dways very brief and concise statement.



SENATOR CHARLES SCHUMER (D-NY): Thank you, Mr. Chairman, and | want to thank
you for squeezing me in right now and more importantly for your leadership, and | thank
Ranking Member DeWine aswell.

And what | wannado isjust ask that my statement be added into the record, my whole statement,
to make the point, of course, that health care costs are out of control. We have to find solutions
to thisand | think it's very important that al of us keep in mind that GPOsin concept are not at

dl abad thing. They perform avauable service by permitting hospitas to buy supplies more
effectively. And when hospitals can purchase quaity equipment at cheaper prices consumers
save money.

Now, hedlth care bills are soaring. We know that. Savings can't come at the cost of the quality

of care and s0 the balance we need to strike at this hearing today isimportant. We have to see--
not throw out the baby with the bath water. Look at the concept of GPOs and understand why
they are needed, see how business has been conducted and works. There have been some serious
dlegationsthat it hasn't. And, | look forward to, Mr. Chairman, not only to your hearing, but
knowing your thoughtful diligence and persistence a these issues, to help you come up with
whatever solutions might make things allittle better. Thank you.

CHAIRMAN KOHL: Thank you, Senator Schumer.

SENATOR SCHUMER: Thank you, everybody. | gpologize. We have--the Bankruptcy
Committee dways has alot of things going. And we have the Bankruptcy conference as well.
But | wanted to come in here and--.

CHAIRMAN KOHL: --Thank you for coming--.
SENATOR SCHUMER: --Appreciaeit.
CHAIRMAN KOHL: Now we proceed to Ms. Trisha Barrett.

MS. TRISHA BARRETT: Charman Kohl and Senator DeWine, it is a pleasure to be with you
this afternoon to share my perception of how our hospital benefits from its association with
Novation.

My nameis Trisha Barrett. | an the Vaue Andyss Facilitator for the Universty of Cdifornia
San Francisco Medicd Center, amember of UHC, where my responsbilities include the clinica
coordination for--product sdlection and standardization.

I've been anurse for 25 years. Previousto joining UCSF, | served in asimilar capacity at aVHA
facility. | have thus served on the Novation Nursing Council as both aVHA and a UHC member
representative. 1'm proud to serve an organization like UCSF Medical Center where our mission
focuses on caring, hedling, teaching, and discovering.

UCSF Medica Center is a500-bed academic hospitd. Annualy, we perform over 20,000
surgica procedures and provide literdly tens of thousands of days of care. To meet this demand,



we maintain a product and device inventory anywhere from 20,000 to 30,000 items. Recently,
we were named one of the top ten hospitals by U.S. News and World Report.

Beyond the daily chalenges of providing care and savings lives, America's hospitals face
nursing shortages, congtraints imposed by managed care, and important patient and hedlthcare
worker safety issues. Overshadowing these challengesis financid pressure due to ever rising
costs of pharmaceuticals, supplies, devices, and equipment.

While Medicare, Medicaid, and private payer reimbursements go down, the cost of hedlth care
continuesto rise. Novation helps our organization remain financidly viable, alowing usto place
our energies where they belong, on patient care.

We spend about $120 million each year for supplies, 50 percent of that through Novation
contracts. The remaining 50 percent is spent on products that are not on contract or on products
that may compete with Novation contracts but our clinicians choose to use them.

That's one of the good things about Novation. Use of their services and product contracts are
voluntary. However, we do use Novation agreements whenever we can because they bring vaue
to UCSF Medical Center. The Medical Center benefits from my participation in councils and
task forces because it provides aforum where | am able to provide clinical expertise and product
experience in the formation and andysis of Novation contracts.

Clinicians like me from acrass the--across the country, gather and collaborate to share our
experience, reach consensus, and advise Novation in structuring and awarding contracts that we
know will best meet the needs of our patients and out taff. For example, | am currently working
with fdlow dinicians throughout the country to establish qudity criteriafor the upcoming IV
catheter bid. We dlinicians share our experiences and opinions to formulate catheter quaity and
supplier service criteria

For ingtance, many hospitals have lost on-Site nurse educators ether to the nationa nursing
shortage of to financid congraints. Therefore, educationd support will be ahigh priority for the
supplier we choose. That the supplier will be able to provide 24-hour aday, 7-day aweek
training during converson from old product to new. These discussions lead to consensus and
advise that make the final bid award a good one.

It isimportant to note that as clinicians who actually use medical products to treet, hed, and save
lives, we place a high priority on product quality and performance in our discussions and our
decisgons. | take my role as ahedth care professond very serioudy.

So when | was invited to participate on the Novation Nursing Council in 1999 | welcomed the
opportunity. Being a council member is something | do above and beyond my day to day
respongbilities a UCSF, and often involves being away from my family.

However, having the opportunity to assst Novation in contracting for the highest quality, most
clinicaly acceptable products avallable on behdf of our patient makesit dl worth while. More
importantly, | can trust in other Novation contracts because | know there are hundreds of others



like myself working on other member councils. | have--1 have the privilege of assgting some of
the best doctors and nurses in the country at UCSF. With that privilege comes the mord and
legd respongihility to invest the hospital's funds wisdly.

When sdlecting products, | ask my felow dinicians to think of these funds as they would their
own family budget. There has been a perception that member hospitals are a captive third party
when these awards are made. Nothing could be further from the truth. At each individua
facility, the hospitd must evauate Novation's offering, committed or not, on itsclinical and
financid merits

In closing, | would suggest that the members of the Committee proceed very carefully in
consdering any new lawstha could potentidly place additional financia pressure on an aready
fragile hedlth care system. Without companies like Novation, | am concerned that hospitals, and
ultimately patients, would pay more for hedlth care. In addition, we in hospitals would be forced
to dedicate sgnificant additional resources to contracting, diverting those precious resources
away from care at the bedside. Thank you.

CONGRESSMAN KOHL: Thank you for your statement, Ms. Barrett.

And now we are going to hear from Mr. Joe Kiani who is the cofounder and CEO of a privately
held medicd technology company. Thank you for being here.

MR. JOE KIANI: Thank you--Chairman Kohl, and Ranking Member DeWine. And, it's good
afternoon and we're happy to be here to tetify. We thank you.

Masmo was atypica American startup company. Our goa was to make a cortribution - our
god isto make a contribution to humanity by improving care and reducing cost of care. We dso
wanted to become financidly independent and we were the investors who invested in our dream.
Masmo actudly started very humbly in our garage. | took aloan, a second loan on my home,
and since then $90 million has been invested in Masimo by some of the leading hedlth care
investors in this country.

Masmo has developed the next generation pulse oximetry. Pulse oximetry, in case you don't
know, weve lived thisfor 14 years, is the nor-invasve monitor to measure oxygen in the blood
and itsimportant because if your blood oxygen drops below normal, within three minutes you
can get brain damage and within five minutes you can die. And, on neonatesthereisan
additiona problem. If they get too much oxygen they can get eye damage. Masmo isthe
innovator in thisindudtry.

The problems that were thought to be inherent limitation to pulse oximetry we solved. These
were problems of motion artifact, like you would see with babies moving, or agitated patientsin
the intengive care unit or recovery room. And maybe just asimportantly, very sick patients have
very low profusion, or--which means very low blood flow.



The fact is there has been over 50 clinical studies over the last severd years by independent
researchers across the country that have proved that Masmo's set isindeed superior, it has
improved care, and reduced costs. But you gentlemen don't need to decide that here.

We understand your role as policy makersis to not favor any company but to foster afree
market. We are not asking for specia trestment. We are just asking for you to show oversight
on this and help u us compete in afree market.

We bdlieve there needs to be reform because theré's a system here that precludes innovative
devices to get to the hands of the clinicians who are the best to know what's bet for their
patients. And thisis hgppening at the expense of not only manufacturers like ours, but the
expense of clinicians, patients, and payers.

The fact that our primary competitor who owns more than 90 percent of the pulse oximetry
market can pay group purchasing organizations to exclude Masmo from the market is dead
wrong. It's not good for Masimo and it's not good for the society. Thetitle of the hearing is
"Hospital Group Purchasing: Lowering Costs at the Expense of Patient Health and Medica
Improvements.”

| presume thistitle assumes the GPOs are saving money. | don't understand how they can save
money when they exclude competition in most instances. My dad used to say to me to keep your
honest neighbors honest, lock your front door. Well, with very good intentions Congress left the
door open in 1986 and allowed kickbacks to be paid by suppliersto group purchasing
organizations. | guess, in apolite world they are not caled kickbacks, they are cdled
adminigtration fees, marketing fees, other types of fees.

GPOs, and when | mean GPOs I'm talking about the most powerful group purchasng
organizations like Novation and Premier, are uang this policy to enrich themsdves and afew
companies. By sdling them exclusivity and market share to these powerful companies. Their
drategy is to maximum the group purchasing organizations and these companies revenues a the
expense of vendors, hospitas, patients, and payers. And as you very well know, government is
one of those payers, and pays over 40 percent of health care expenditure.

Why have we concluded this? For four years we have had direct experience deding with
Premier and Novation who we believe actudly control over 70 percent of U.S. hospitals
purchasing. There has been a systematic pattern of excluson, of competition, by source of
contracting, by bundling, by questionable tactics, which include threstening manufacturers of
Masimo type devices -- the same manufacturers that are actudly al current, well, some of them
are dill current, GPO contractees -- with expulson if they Masamo technology to their member
hospitas.

And weve discovered the hard way that the breakthrough process, the breakthrough technology
process, or the technology assessment process, isasham. | have specific examplesthat | will be
happy to share with you here today and | welcome your questions on that.



If it was dl sour grapes--there is an exhibit | would like to show you. | think it'simportant if you
will dlow us, Chairman Kohl, to show it. Thank you.

Let'slook at thisexhibit. Masmo has 100 percent success rate in the free market. Inthe
magenta, you see the sole source GPOs, and in yellow you see the free markets. Last year, we
did not lose one ded. We did not lose one opportunity at a hospital that wasin afree market.
Amerimed is actudly one GPO who has dlowed Masmo in contract and we are grateful of thet.
They are acting differently. They do bdieve members should have choice and voice and they do
believein bringing vaue. And then aso independent hospitals, zero. | didn't expect to see this
datistic, Chairman Kohl, but we lost zero.

At thesametime, look at it, we lost 48 contracts, 22 at Premier, 24 at Novation and two at
Consorta. These are all sole source contractees where Tyco-Nélcor who is the 90 percent
market share competitor of ours. And asyou can see, in hospitd like conversations--what that
means, these are hospitals that chose that every one of their patients should have accessto
Masmo set.

In the free market, over 50 percent of those hospitals chose to have every patient there be
monitored with our technology. And as you can see, the sole source environment--in Novation
we did have some success, 10 percent. But this happened to be the most safest indtitutions like
Mass General Hospital where they are not easily bullied by such tactics. Thank you.

We are not just an anecdote. | know some would like you to believe that, but Masmao's story is
just one of many, one example. Chairman Kohl, there are numerous other companies, | can go
from A to Z. Companies like Applied Medical, Biotronics, Retractable Technologies, St. Jude
Medical and Utah Medica that suffer the same problemsthat | am talking about today .

The current system where group purchasing organizations like Premier and Novation sall market
and exdusvity to group sdling organizations, these big companies| cdl them, have a negative
impact on hedth care. Many companies are exploiting the system to exclude competition.
Competition and innovation is therefore sifled. Prices are attificidly kept high. Patient careis
being harmed, and today it's the best pulse oximeter, the best pacemaker, the best safety needles.
But tomorrow it could be the best cancer treating medication that's kept out.

We need asolution. The solution should restore free market. | have my own--1'd be happy to
share with you what my recommendations for their solutions are. But we believe compstition is
not only the key to innovation and improved hedth care, but as one hospital purchasing manager
has put on hiswadls, he put Competition is the Mother of Lower Prices.

So | would be happy to answer al your questions and | thank you for this opportunity.
CHAIRMAN KOHL: Thank you for your testimony today, Mr. Kiani.
And now we move on to Mr. Mitchdl Goldstein, a physician & the Citrus Vdley Medica Center

and the Univergty of Cdifornialrvine Medica Center. He specidizesin neonatal medicine. Dr.
Goldgein?



DR. MITCHELL GOLDSTEIN: Good afternoon. Thank you for inviting me to tetify today.

I'm Dr. Mitchell Goldgtein. | am practicing neonatologist and dlinica research in Southern
Cdifornia | am here because | have become concerned that products offering improved care
and potentialy decreased cogts are being kept from reaching patients due to purchase congraints.
GPOs operate in the middle group, sdectively contracting with manufacturers and supposedly
providing discounted pricing to hospitas.

Pulse oximeters, excessive begping and darming were more of a distraction than a useful clinicd
tool when | started practice. During one outbreak of retinopathy of prematurity, a disease caused
by too much oxygen given to premature infants, an associate of mine went through the neonata
intensve care unit shutting off every oximeter in the room. The devices were the cause of
ingppropriate oxygen adminidration. Thiswas the beginning of my interest in improving this
technology.

Since 1994, | have conducted severa studies on pulse oximetry. | found a 90 percent reduction
infdsedarmsin neonatd patients usng Masmo technology. Looking at the independent
Sudies, Masmo set has been shown to be overwhemingly superior to its competition.

Masimo set has not been placed on the GPOs availability list. Those of us physicians who have
tried to lobby for purchase of Masamo set in GPO-dominated hospitas have dedlt with the
excessive smoke and mirrors techniques. One former associate of mine a an area children's
hospital hasindicated in a nationa neonatal forum that his hospita's GPO contract prevents them
from acquiring more than a certain percentage of Masmo pulse oximeters. This hospitd has

a o requested that he not speak publicly about these congtraints.

Severd years ago, | wasinvolved in the care of a newborn several weeks of age. The baby came
to emergency room in extreme conditions. The skin was blue. Resuscitation was begun. The
conventional monitors gave no indication of improvement. The pulse oximeter could not

measure the infant's oxygen saturation. No amount of effort appeared to improve the Situation.
The nurses and respiratory therapists questioned the wisdom of continuing the resuscitation. |
attached anovel new oximeter that we had only because of our research. Wefindly had a
number to work with.

If not for the presence of the Masmo pulse oximeter, life-sustaining efforts would have been
discontinued. At this hospital, the same pulse oximeters that did not work are till in use. GPO
related incentives prevented the introduction of a better product, and other familiar oximeters
nearly cost severa small premature babies lives. In one case, this device reported a near perfect
saturation when the baby had no oxygen in the blood at dl.

While these occurrences have been reported to the manufacturer and subsequently to the FDA,
these oximeters are dtill in critical usein this particular hospital. Why? Because despite the
manufacturer's admission that the oximeter was not designed to work in this type of Situetion, a
GPO-mandated contract stipulates that this hospital cannot engage in contracting to purchase
another manufacturer's pulse oximeters.



Bunndl, Incorporated produces a state- of- the-art newborn ventilator that prevents chronic lung
disease by ddivering very fagt but very smal ventilator bresths. An innovative device with
improved ventilation and better monitoring has put on the shelf because of lack of funding. The
reason? Venture capitdists will not advance the funds necessary to continue the development of
the ventilator because the manufacturer does not have an exidting relationship with any of the
GPOs. Effortsto produce a ventilator for adults have met with smilar outcome. The GPOs have
not only restricted market access, but have discouraged and prevented research and devel opment
of newer innovetive technologies.

Another ventilator company, Infrasonics Corporation, with an innovative line of ventilators with
promising clinica results was unable to capture sufficient market share to remain viable due to
GPO contracting. Utah Medica Products makes specid newborn centrd line catheters designed
to reduce complications. In some hospitals, these catheters are smuggled in or kept under lock
and key because they are prohibited under the GPO contract. Physicians are discouraged from
officidly gpproaching the vendor for in-hospital competitive trids.

Who isit, after dl, that decides which equipment is covered by the GPO contracts? What
criteriaare used? What happens to the research and development process? If the proper
equipment is not made available, how does the individua patient suffer? IN my field, the answer
isclear. Take away the incentive to develop newborn appropriate devices, pulse oximeters,
ventilator, catheters and other equipment. Develop only for the highly profitable line, cater to
the lowest common denominator, and patient care will be compromised to the point that babies
go blind from being exposed to ingppropriate amounts of oxygen, flail helplessdy while
convulsing on ventilators designed principdly for adults, and once again lose their livesto the
ravages of premature lung disesse.

As physicians, we weight thoroughly our choices for care and medical thergpeutics. Where
medical care has become subservient to contracting demands, our gbility to practice medicineis
curtailed. Innovation deferred, hedlth care denied. Give us the option. The freedom of choiceto
select the medica equipment that will most adequately meet our patient's needs at the best
possible price. Thank you very much.

CHAIRMAN KOHL: We thank you very much, Dr. Goldgtein.

Now, we turn to Mr. Lynn Detlor. Heisthe principa of GPO Concepts, Inc.

MR.LYNN DETLOR: Senator Kohl, Senator DeWine.

My professona career in hedth career began in 1972. Group purchasing in hedlth care at that
timewasinitsinfancy. Hospita medica supply costs averaged 67 percent of our annua
expense budget as compared today in a hospital where the expense for medicd supplies can
range anywhere between 23 to 28 percent, depending on the acuity of care delivered.

The growth and new technology has hel ped to expand the growth in the supply cost arena. The
political impact of Medicare legidation in the mid-"70's on operating expense had a direct impact



on hospita executives targeting areas to lower expenses. Impact as a potentia target, cost
adjustments in nurse gaff, patient ratios, and supply cost reductionsin materid management was
the mgor targets. They started the rapid growth of state and local group purchasing
organization.

In 1974, | was hired by the Adventist Health System to organize and establish a collective
purchasing program for 17 hospitals in the Western United States. This certainly led to the
expanson of programsfor dl 84 Adventist ingtitutionsin North America. 1n 1986, | was hired
by American Hedlth Care System to organize and develop anationa group purchasing
organization, which ultimately grew to 40 multi-hospital systems representing approximately
1,400 indtitutions.

This growth and expansion was directly related to the continued pressure to lower operating
codts. Also, in response to competition from for-profit health systems and sdect markets
throughout North America, American systems operated with gpproximately 16 employeesand an
annud operating budget of $10 -$12 million.

The income was derived from annud dues from its members. Over time, dues are replaced by
fees charged to a select group of manufacturers at that time which we called corporate partners.
Fees were not taken on al contracts. Instead, management time was spent on helping the select
manufacturers reduce their cost of selling and passing it dong to the hospitals.

The dimination of dues was seen as an additiona cost cutting strategy. Other group purchasing
organizations were dready soldy fee funded for the medica manufacturing industry. Pricing of
products was implied by medica manufacturersto be linked to the largest compliant customers.
Thisin turn led to the consolidation of the marketplace.

Local and state group purchasing organizations began to consolidate with larger nationd
organizations in the quest for lower prices for their members. Today, less than a dozen group
purchasing organizations represent the mgority of the nation's hospitals. Novation and Premier
represent over 60 percent of the nation's ingtitutions.

In 1995, American Hedth Care Systems and Premier, a group purchasing organization out of
Chicago, merged and six months later Sun Health merged to form what today is the new Premier.
Novation was formed by the linking of University Hospitd Consortium and the Voluntary
Hospitals of America. The outcome of mergers has led to large organizations with operating
budgets in excess of three to four hundred million dollars. Diversty, to be more thanjust a
group purchasing organization has led to program expansons in e-commerce, a data mining,
business development, physician practice management, etc.

Today, working as a consultant in GPO Concepts, we hear the same question from two sides of
the marketplace, the medical manufacturers and the hospitals. The medical manufacturers are
concerned about the vaue they receive from the fees paid. How much of it makes its way down
to the hospitals are aaso amgjor concern.



The hospitals are questioning where and how the fees are spent and yet hospital's face even more
pressure to continue to lower the costs. Probably the remaining question in today's marketplace,
are hospitals not competing for the same dollars that today go to the GPOs? It's a question, you
know, the Committee and GPOs have to face in the future. The solution rests, you know, in their
management and with the marketplace demands upon how they function and how they behave.
Thank you.

CHAIRMAN KOHL: Wethank you, Mr. Detlor.

And findly we come to Elizabeth Weatherman, who is the Managing Director of Warburg
Pincus, where she has been a member of the hedlth care group since 1988.

MS. ELIZABETH WEATHERMAN: Thank you Senator Kohl, Senator DeWine.

Y es, Warburg Pincus is one of the largest venture capitd firmsin the United States and therefore
in the world because the United States is the most vital community for venture capitd. We are
aso--weve been aleader in hedth care investing for over 30 years. 1've been with the firm for
14 years and for the last 13 of those have been actively investing in medical technology
companies.

| am aso the Vice Chair of the Medica Group within the Nationd Venture Capitd Association,
and | am here today on behdf of the more than 475 professiona venture capita firms dedicated
to simulating the flow of equity capital to emerging growth and developing companies.

Our members currently invest more than $36 billion per year in such companies and--have
invested nearly $210 hillionin aggregate over the past 20 years, forming any of the most
important technologica and medica breskthroughs of that period across the fields of
biotechnology, drug development, medica devices, and hedth care services.

Fird, I'd like to thank you, Senator Kohl, and your Committee and your staff for bringing forth
and taking the initiative to examine this very critical issue to the venture capital medica device
industry and the medicd community at large and patients and Americans a large.

During the past 30 years, the venture community has financed over 1,300 innovative medica
companies with more than $20 hillion in startup capita including more than $4.2 billion in last
year done. These companies now have sdes of tens of billions of dollars and employ more than
two million people and most importantly have revolutionized medica carefor nearly dl
Americans.

Infact, it isfair to say that virtudly every U.S. citizen born during the last 30 years will benefit
persondly and significantly from one of more of the drugs or medical devices developed with
venture capitd. Theseinclude MR imaging, ultrasound, coronary angioplasty, and cardiac
defibrillators, spina implants, pulse oximetry and drugs for cancer, heart attacks and anemia, to
name avery few.



Currently, what these companies do is criticaly important to the well being of the American
public and the world at large.

My second point isthat bringing medica innovation to market is very hard. It entailstaking
enormous risks. These include the funding and perfecting of the technology itsalf, proving the
safety and efficacy viawel conceived and executed human clinica trids, obtaining the FDA
gpprova to market the technology, devel oping the means to ensure high quality manufacturing
of the technology, and obtaining an efficient meansto sdll and didribute it to the market.

And like any market it dso entails for new entrants contending with established competitors who
dready have sgnificant share with the customer base. Any one of these risks done may lead to
aventure-backed company'sfallure. And many companies focused on medicd innovation
actudly dofall. Venture capitaists accept these legitimate risks everyday, while traditiona
finandd inditutions and government supported programs cannot. It isafunction of the venture
capitd community to take risks like this.

However, it is our view that the anti-competitive practices of the GPO community as currently
configured disrupts the dready highly fragile and risk process of bringing medica innovation to
market. The new redity isthat GPOs are not financed and therefore too controlled by large
medica products companies rather than by the hospitals they are intended to represent.

GPO practices such aslong-term contract exclusvity, substantid fee structures, and product
bundling, if alowed to continue, will so condrict potentiad markets that product segments where
these practices are widely adopted will smply not be considered for venture capital backing.
Thisinvestment drain will result in astagnation of product innovation and finey improved
patient care in these product segments.

It is hard enough for a smal company to overcome the power of alarge entrenched competitor
even in the open and competitive marketplace. It isnearly impossible for monopolistic
producers to collude with monopoaligtic buyers such as GPOs to suppress competition.

While the government did not tolerate such practices in any other sector of the economy, for it to
tolerate or even encourage the Situation in medicine is very distributing. Because one of the

clear effectsit to impede innovation, certainly not the government'sintent. 1n medicine, as much
if not more than any other sector, in contrast, thisisto reduce innovation ultimately affects
patients lives and hedlth. And there is no doubt that patients health has suffered as aresult of
GPO activities. Inlight of this, the anti-competitive activities of GPOs should be viewed with
even more not less skepticism.

Finaly, the idea that GPOs save money for hospita by extracting larger price discounts from
manufacturers than could achieve--than manufacturers could achieve themsdlvesis unprovable
and most likely wrong. Unprovable because no one knows what the real market price would be
in atruly competitive market among producers in the absence of GPO gate keeping. In fact, the
product areas where GPOs collude with producers who adready have virtuad monopolies, the
"discount price" that the GPOs claim to achieve is dmogt certainly well above what the market
price would bein an open and competitive marketplace.



In summary, the venture capital community believes there are enormous opportunities to
continue to improve the hedlth of the American public through the development and gpplication
of new technologies. These efforts are aready very expensive and risky. Despite this, my
community is committed to further invesmentsin U.S. hedth care and technology. However,
the increasing powers of GPOs and their collusive and anti-competitive activities with larger
entrenched medical companies threatens to undermine the open and competitive markets that
have served the American public wel by stimulating fair prices and vast technologicd
innovation.

We would strongly encourage the Committee to correct these abuses and again open these
markets to fair and vigorous competition.

CHAIRMAN KOHL: We thank you, Mr. Weatherman.

Before we begin questioning, Senator DeWine, who has to leave for another unavoidable
commitment has asked to make a commen.

SENATOR DEWINE: Wadll, thank you, Mr. Chairman. | do gpologize to the pand and to you
for having to leave. Our voting schedule has thrown off my schedule alittle bit today, but | 1ook
forward to hearing your comments and reading your comments. And | will, Mr. Chairman, be
submitting questions for the record for the different pandists.

| have found, Mr. Chairman, that the testimony of Mr. Kiani, Dr. Goldstein, Ms. Weatherman to
be extremely troubling. And | am anxious for Mr. Norling and Mr. McKennds--to hear their
answers because each one of us has benefited from technology--medica technology. Thereisnt
aperson in thisroom who has not. And the older we get the more we benefit. But we aso seeit
in our children and our grandchildren.

And 0, | am aways darmed if there is any possihility that any kind of practice that this
Congress has permitted, which we have with the law that we passed afew years ago, that might
impede that kind of research, might impede people taking chances, might--with their money,
might impede smaller startup businesses that have an idea from getting afar hearing. And more
importantly than to get afair hearing, to get the opportunity to make that sde.

And 0, again, | gpologize to you, Mr. Chairman, and the members of the Committee. | think the
testimony has been very good. | will--1 will take alook at the answers to your questions and the
rest of the hearing and | will be submitting questions for the record. Thank you.

CHAIRMAN KOHL: We thank you very much, Senator DeWine.
And, ladies and gentlemen, it's good to have you here. We think there's an opportunity to

accomplish some significant things, not just today, but tomorrow, next week, and next month.
And this whole area of the GPOs and their impact on hedlth care in our country.



| was interested and satisfied, very pleased to hear you, Mr. Norling, say that you are willing and
more than willing to be part of a group that's put together to sudy how we can improve, if
possible, improve the practices of GPOs.

| assume, or I'd like to hope, Mr. McKenna, that you would be equaly willing to be part of a
group that would include not only your two companies, but perhaps manufacturers, device
manufacturers, some hospitals. A smal group, but a representative group of this entire industry
to do what we can collectively do to improve something, and that you would like to improve
yoursdf if possble. Isthat a-isthat correct?

MR. MCKENNA: That's more than afar satement, Senator. Asamatter of fact, if you looked
at my chicken scratch notes, it said add something at the end to acknowledge that and in the

press of the schedule, | did not do that. But | overwhelmingly would be in favor of principles of
operation, things that would make us better. We're dways--benefit from improvement.

CHAIRMAN KOHL: Mr. Norling?

MR. NORLING: | reterate my comments, Senator. Anything that is ultimately gonna benefit
patients you are going to find us thoroughly supportive of.

CHAIRMAN KOHL: So, wewill be able to discuss whatever the law permits usto discuss. |
think that would be sgnificant and | believe that that will result--and | say this not just
optimidtically. But | believe that it is your intention and your Sincerity in wanting to run a
business aswell as you can, as clean as you can, and as efficiently and effectively as you can,
and you'd be happy to discussit. Sol think that's a-that's a good start.

Now wed like to ask the two of you this question of financid interest in companies, either
individualy or corporatdly, that you do business with. I'm sure you can understand how at least
on the surface if not far deeper thereis a concern on how theoreticaly or in fact you serve more
than one master. S0, in advance of asking you to desist, wed like you to respond to our concern
about financid interests either asindividuas or corporately in companiesin which--withwhich
you do business. Mr. McKenna, would you like to spesk first, then Mr. Norling?

MR. MCKENNA: Cetanly, Senator. Thank you. We have avery specific conflict of interest
policy and a code of ethics that we have provided and put into the testimony. And so, we have
employeesin our company that like many companies can own up to 1 percent of our public

company.

In regard to that matter, and what | persondly own as the only member of the senior
management team that has individua stockholdings--sorry about thet, | own at this point in time
five socks that would be medicaly reated. Actualy, four medicdly related and one other. And
the total holdings are 1,371 shares with the highest holding being 249 shares.

And so what | would suggest in that regard, Senator, isthat with good clinicians like Ms. Barrett
next to me, and the over 23 advisory councils that we have, they have no knowledge of my
holding nor would they have aneed to. But they do not come into play relative to the decisons



that clinicians and others make relative to our contract process, which separates both the non-
financid or qudity criteriafrom the financd criteria

CHAIRMAN KOHL: Wait--you are saying you do hold stock in companies with which your
company does business?

MR. MCKENNA: Yessr.
CHAIRMAN KOHL: You are saying thisis okay?

MR. MCKENNA: We have acode of conduct and an ethics policy for our company and that
policy alows for ownership in public companies of up to 1 percent.

CHAIRMAN KOHL: Wéll, that may be your company's policy--that's what we're discussing.
MR. MCKENNA: Yes, gr.

CHAIRMAN KOHL: AndI'd liketo hope you can understand how people like myself and
others would be skeptica about such ownership. That in fact, if you want to be as clean as clean
can be, then you might consider having a policy--after al, there are many stocks to own in this
world. | mean you could own a plethora of bad stocks or good stocks.

MR. MCKENNA: That'strue.

CHAIRMAN KOHL: So, why not just say look, it'sabad idea. Some people who are
reputable consder it to be questionable, so | and dl those with whom | am associated with in my
company will not do business stock-wise with companies that we buy from or who buy from us?

MR. MCKENNA: Certainly, gr, | think it'sworthy of review. We arein the process of looking
at our code of conduct. It has served uswell, we believe, up to now. We don't believe there has
been any conflict of interest. Even our advisors are asked to abide by the same conflict of

interest as they make decisonsfor us. But | think taking alook at it certainly would bein order.

CHAIRMAN KOHL: Okay.
Mr. Norling?

MR. NORLING: Senator, we dso have acode of conduct conflict of interest policy. It spesks
to individuas and we aso have a practice with regard to corporate conflict of interest. IN regard
to individuds, firg of dl to darify that policy, in any cases where an individud is gppointed by
Premier to any kind of an outside board, it is againgt our policy for those individuas to

finencally benefit. Very specificdly, the policy suggests that any income earned through that

sort of process by they director's options, director's fees or anything el se, would accrue to
Premier and thus accrue to Premier's hospitals.



So, we are very specific on that. Cases have been reported in the mediathat suggest that
practices have occurred otherwise. That dates back to the early history of the new Premier.
There are no such cases at thistime. Those cases that were reported are under investigation by
our outside counsd. We are awaiting a comprehensive recommendation case by case as to what
we ought to do in the four specifics that were noted.

We have aso been advised to retain confidentidity of the individuas involved until we conclude
our action. So, specificdly in that regard, as regards holdings by members of management in
this area, our policy isclear. Some exceptions have now been noticed. They are historic, but
that doesn't mean they are not Sgnificant. They are being dedt with | think in an gppropriate
way that once we learn about the conflict or the inconsistency of disclosure, wein turn pursueit.
So, with regard to that point, | think it's pretty clear.

Regarding investments by employees in companies that we do business with or might do
business with, our policy currently cdls for disclosure number one, and recusal, number two.
And, | get a sense of where you're going here and we are in the process of reviewing this policy.
And | cantdl you tha | personaly as regards employeesin our company and having sharesin
companies we do business with, | am in personal support of a prohibition of that. And so aswe
review our policies we indeed will do that.

Regarding board members, for example, who may have a reationship with acompany in the
medica area, our policy aso calsfor disclosure and recusa and | happened to believe that's
gppropriate. Board members serve a defined time period. More often than not they come to the
board with a set of experience, etc. and to say that to join this board you must change your
retirement account that might perhaps have X shares of some medica products company, does
not to me make sense.

We think the policy of disclosure, and we do have a conflict of policy that requires full
disclosure and the policy related recusal should any issue come to the board regarding that is an
gppropriate one. But asin dl things, we are open to improving and we are open for didoguesin
that arena.

CHAIRMAN KOHL: Grest. | think that'sgrest. All right.

Gentlemen, Mr. Kiani, I'm sure you would say, made some very strong testimony here today. He
sad that he has an outstanding product. He says that he can--he has sold that product to
independent hospitas dl across this country very successfully and the product is recognized as a
legitimate, legitimate, very legitimate toal.

Now, why would you not have him on your lis? | mean, the man hastried to get on your lis.
He's clearly got a product that is on the list of many hospitas. Heis not able to do business with
you fdlows. | would think that one of your sensitivitiesin your job is to recognize as has been
pointed out by people on this panel how important innovation is.



That one of your proclivities should be to bend over backwards to find ways to encourage
innovation which redly meansto get on your ligt. 1f they can't get on your ligt, asthey have
pointed out, they are out of business.

S0, here's one example of a man who has go a product which wed like you to comment on and
perhaps tell us why, in your esteemed judgment, he doesn't belong on your list. Who wants to be
firg?

MR. MCKENNA: Inour case, Senator, Mr. Kiani's company did participate in our process, as |
mentioned, a the opening fair and he went through the entire process aong with two other
companies that went through the bid process. This processinvolved an 18-month period where
we utilized over 40 hospital professonds from five of our advisory councils and aso got

research returned to us from 850 of our member organizations.

Utilizing the process that our members have helped develop which is called lowest bid, we
separate out the non-financid criteria, very important things to do--qudlity, ssfety, availability,
education, service, from the cost factors. And taking the entire submissions through that process,
our dinicians overwhemingly endorsed the company that we made an award to.

Now, | would point out that 30 percent of our portfolio is offered on adua or a multi-source
basis. And so directly to your question, in this case, we found that this technology was different
from the other technology that we sdected. We did not find it a the time to be new or
innovative. And therefore, we looked at what vaue would be put on the table relive to the
decision process. And, once again, the task force that drove this decision, over 40 individuas
strong, overwhemingly came in favor of the company that we sdected.

And we would, if we have not dready submitted it into the record, would be happy to givea
detailed report to you, Senator Kohl, and al of the Committee members, to review our process of
cogt divided by qudity resulting in low best bid.

CHAIRMAN KOHL: And before we ask Mr. Kiani and maybe Mr. Goldstein to respond, Mr.
Norling, would you like to respond?

MR. NORLING: Yesindeed. Thank you. Firg of dl, | an not aclinician, so obvioudy |
listened to the presentation both from Mr. Kiani and by Dr. Goldstein and it sounds very, very
compdling. And I'll tdll you very frankly, intheroleI'min | get the benefit of multiple inputs
from multiple manufacturers, frankly, al of whom suggest their product is unique and
differentiated. And I'm not one to make that determination. My role isto see that thereisafar
and effective process, o let me speak to that.

Firg of al, Premier facilities are free to choose Masmo's product. Now, | would acknowledge
that we do have a contract that has a target commitment percentage. But thereis plenty of room
for the use of Masmo's product, and if | could, Senator, | have a couple of |letters from some
very key inditutions that speak directly to thisand | wonder if | might be allowed to quote from
those letters.



Firg of dl, from S. Vincent Catholic Medica Center in downtown Manhattan, an organization
that redlly distinguished itself during the 9/11 tragedy. David Campbell isthe President and
CEO of that organization. He writesin aletter to the editor of the New York Timesin response
toaNew York Timesarticle. He wanted to highlight the pogitive rdaionship he had with
Premier. Heindicated that they internaly estimate that they have saved 7 to 10 percent through
that relationship.

He highlights the flexibility within Premier's contracts o alow us to choose those products

that physicians require whether or not Premier has arranged a group contract. There are
instances when we have chosen to use products not on contract such as Masmo's pulse oximeter
to support our caregivers preference with no pendty from Premier. We currently, as Mr.
Campbd | says, use Maamo's technology in our hospitads, athough--and the rest speaks to the
Timesand ther article.

Likewise, | have asmilar letter here from the Henry Ford Hedth System in Detroit, alarge
organization serving dl of southeast Michigan. | frankly could come up with additiond letters,
but there is certainly the opportunity for the Masmo product to enter Premier hospitals. And so |
would take exception to the suggestion that that's not the case. | have two letters here and
frankly could produce others over time.

If you arewilling, Sir, I'd submit these for your consderation in the record and--.

CHAIRMAN KOHL: --All right.

So now, I'd like to go to Mr. Kiani. | think I'm hearing at least Mr. McKenna say that your
product is not dl that good in comparison to its competitor and that it doesn't belong on their--on
ther ligt. Incidentaly, Mr. McKenna, is the other product sole source?

MR. MCKENNA: Inthiscaseitisasole source contract.

CHAIRMAN KOHL: Sole source.

MR. MCKENNA: So, it may have been as good, but it's just not--we didn't find it to be--
diniciansdid not find it to be innovative, but just different technology.

CHAIRMAN KOHL: Then the question| would aso like to keep on the table here is
recognizing your responsibility to be sendtive to innovation. | till wonder why the pulse
oximeter should be a one sole source commodity unless you can make the case, not only with
respect to this product, but many other products, that the dternative doesn't belong on anybody's
lig.

MR. MCKENNA: Not at al, Senator.

CHAIRMAN KOHL: Then, why sole source? Before | get to Mr. Kiani, why sole source?



MR. MCKENNA: Inthiscase, the differentid in vaue is such offered both in pricing as well
as the most--more importantly non-financid criteria. The dlinicians overwhemingly endorsed
this product and found it to be the technologies to be different but not new and innovative. So,
when looking a then making an award, we went through our low best bid process, and the
greater value accrued to our membership by the decison that we had made.

Mr. Kiani has afine product and as Mr. Norling has sated, in our organization, our members are
freeto choose. We have members that use usto a great degree. We have members that use us
very little. Of the 70 percent of the products that we cover that numbers use, that means 30
percent we don't have contracts for, we probably have in the vicinity of alittle over 50 percent--
50 or 60 percent of their business.

So, about 60 percent bought off contract to begin with, and 40 percent has bought on contract
and the net level will vary. If | could, | sensethat Ms. Barrett has some information that could
be helpful rdaiveto--.

CHAIRMAN KOHL: All right. Then wewill hear from Mr. Kiani and Mr. Goldgten.

MS. BARRETT: If | could, I'd like to take Mr. McKenna off the hot seet alittle bit in that we
who participate on the panels often discuss thet issue as we see a marketplace of items. And I'd
have to again ask the Committee to consider the fact that we asindividua professonaswho
serve on these councils take that duty to look at innovation, look at the marketplace, consider
patient safety, very heavily in our ddiberation.

In many cases, we will be advising the Novation staff whether we think what we've seen and
reviewed warrants a sole source, adua source, or in some casestriple source. We asindividua
members have to redlize that when we make that advice to Novation, we probably will be giving
up on some financid vaue. But those are decisons that we are dinicians on panels and councils
take very serioudy.

CHAIRMAN KOHL: Okay. Mr. Kiani, then Mr. Goldstein, and Ms. Weatherman.

MR. KIANI: Wedl, Senator Kohl, if you don't mind, I'd like to make just afew points. Number
one, we don't disagree with Ms. Trisha Barrett that the advisory groups that Novation has put
together does meet and does diligently try to come up with the best solution. But we have
reasons to believe that the advisory groups, when the votes are taken, they are not listened to, and
they are taken in not away or format where people redly know what al the peoplein the
advisory group redly want to do.

Now that I've made that point, could I--1 do respect the advisory groups and the members. I'm
not denying they are very good people. It'sjust not being listened to.

| would like to address both Premier and Novation, if | may, of what's happened in this particular
gtuaion. Firg of al, Premier's technology assessment team, which supposedly does technica
evaduationsfor Premier and the hospitd's, did come out with areport that said that Masmoisa
breakthrough and should be allowed and if necessary for certain types of patients.



After completing this report, Premier stalled usfor two years. In the meantime, Premier
extended the contract with Tyco-Néellcor to 2007 without even asking usfor aprice. Now, |
don't understand how they could be saving their members--.

CHAIRMAN KOHL: Say that again because | want to be sure. Y ou are saying they came up
with a conclusion that your product does represent a breakthrough technology?

MR. KIANI: Yes sr.

CHAIRMAN KOHL: And then at the same time they extended the contract with their other
supplier, sole source?

MR. KIANI: Yes, gir.
CHAIRMAN KOHL: To 2007?

MR. KIANI: To 2007. Thiscontract has been in place since 1996 and it was extended to 2007,
and not once did they even ask uswhat is your competitive bid so they could use that to

hopefully get a better price from Tyco-Nédlcor. Infact, | have achart that'sin the back of your
book that | could also put up. That price has been constant since 1996.

CHAIRMAN KOHL: You tak about independent hospitals where you are--you have made a
sde. How many hospitals are there--1 think you said 44 percent, but | didn't get the number. Did
| miss the number of independent hospitals where your pulse oximeter is--.

MR. KIANI: Yes, | do havethe exact number. It's probably in the area of about 60 to 70
hospitds that we did--were able to make sdles. And the testimony that Premier and Novation
hospitals wish to have our product is that they buy our product but they stayed below the 5
percent compliance leve, well, in fact, the exclusion level that Novation has, and the 10 percent
level that Premier has.

But if I may just take you through the Premier process. Well, despite--once they renewed it, then
later Premier pronounced that because Tyco-Nellcor had purportedly a competitive product, they
would not further consder Masmo as a breakthrough technology. Now, | don't want to take you
through 50 clinical sudies. | have charts. | don't think it's your--you are not here to decide if we
are better or not. Y ou know, they're not capable of deciding that. 1t should be clinicians that
decide what's best for their patient.

Wil | dso mentioned that they also say we can get it to hospitals. We know that Premier
Hospitas continue to petition Premier for exemptions to permit them to purchase Masimo
technology. to date dl of these have been denied or not responded to.

And then, in the same period at least two of our license fees from manufacturers who use our
technology were threastened by Premier to not even show Masmo to Premier hospitds. Infact,
one of them refused and then coincidentally their contract was not renewed. Now, Senator Kohl,



over 40 companies -- companies like GE Medicd Systems, Data Schoal (?), Zodl (sp) -- they
did their own evduation. They decided Masmo was a breakthrough and they made it a tandard
product. But they can't sdl it into Premier and Novation hospitals because of these competitors.

I'd like to just briefly tell you about the Novation experience. Novation initidly sad it is not
going to grant asource of contract for pulse oximetry. They said they were going to do their
dud source. Masimo was told that many Novation hospitals wanted our technology and had
listed accuracy, motion performance, which is what we pioneered, and price that's key to any
decison.

Now, not only did our product beat Tyco-Nellcor's respectfully, even though Mr. McKenna says
they arejust different, on accuracy and motion performance by 2 to 10 to 24 to 34, depending on
which study you look at--independent studies, not ours. But, we have since learned that our bid
price to Novation was 30 percent lower than Tyco-Nellcor, who got the contract. Now, hereisa
group purchasing organization that granted the sole source contract, frankly, Senator Kohl, we
assumed Tyco must have given them a better price. But we gave a price of 30 percent lower and

| have a chart that | could show you if you'd like meto.

CHAIRMAN KOHL: All right.

MR. KIANI: Now, onelast thing. I'm sorry. You asked avery important question. 'Y ou asked
why was Masmo excluded? Y ou ask why Masimo was excluded. We have been told that up
until the sixth week of the 18-month process this was going to be adua source. And Tyco-
Nellcor wert in the 11th hour and offered akicker. More than $6 million more per year to
Novation through an extra 10 percent fee for Novation to put their brand name on Néllcor Tyco
sensorsand sl it.

o, if you ask why we get excluded, it's because of the payments that are being paid by suppliers
who have learned how to manipulate the system to keep the competitors out. In fact, we actualy
believe they are paying between 12 to 23 percent kickbacks to Novation in order to get this
exduson. And, if you like, | even have letters from UCSF, | have letters from . Francis
Hospital. And I'd just like to read, you know, even UCSF's letter.

“Dear Mr. Wilson” -- Mr. Wilson isone of our clinica specidigts-- “We have vadued the new
(inaudible) pulse oximetry and found them superior to existing Nellcor monitors. | strongly
recommend them for pediatric intensve care units as well as the operating room.” Thisisby Dr.
Mohan Reddy (sp) from UCSF, which Mr. (inaudible) is at.

Another letter from UCSF. Dr. Scott Soifer who isa Professor of Pediatrics, Vice Chair of
Clinica Affairs. Hewrites, “Dear Mr. Wilson, | would to thank you” -- and thisis October 12,
2001 -- “1 would like to thank you for the support Masimo provided during our eva uation of
pulse oximetry and inquire about when we might be receiving the oximeters. After comparing

the Masimo to the new Néllcor” -- thisisthe device they say that we are just different -- “and HP
on dozens of patients, | am eager to see aMasimo at every bedside in the pediatric intensive care
unit. I am impressed--1 was impressed with the performance of your monitor on patients that
presented chalenges for the other monitors and fed that Masimo will help improve our ahility to



asses and treat our patients. Please provide me with an update on your progress toward
supplying the pediatric intensive care unit a UCSF with Masamo monitors. If | can help the
process please tel me what is needed to move thisalong.”

MS. BARRETT: May | respond to that? | didn't know that was going to be coming up today.
Asaresult of some of the new technology coming our way, regardiess of our contract Situation,
we invited both Nellcor and Masmo back in to the indtitution just recently as Mr. Kiani suggests.
Both the pediatric intensvigs aswell asthe adult intensvists aswell asdl of our respiratory
therapists who have a stake in this hearing were invited to those presentations. There was about
an hour and 45 minutes dlotted.

Both manufacturers were provided the opportunity to make another presentation and come back
for questions and answers. And to that extent that consideration--that is still under consderation
a our inditution at this very--at this very moment. | think it speaks to the opportunity that we
could make an individuad decison should dl of the stakeholders, not just the two that were
mentioned, reach a consensus, we can do that.

And, if we choose to do that, we will take into account whatever value we are giving up in doing
that aswell. | think one thing the Committee has to consider islooking & what we are facing
every single day in congtrained costs, and that's a cong derable capita equipment to balance with
rewiring the whole place.

We havejud indtituted dl new critica care units for the adult Sde. So that isnot an
inconsequential consideration for us as we move forward to try to sandardize. And I'd dso like
to take this opportunity to make the point about standardization. A lot has been discussed here
about innovation and again, | am a hedlth care provider who has worked in no other industry
waiting for innovation every year of my nursing caresr.

And so | am excited about innovation. I'm worried about innovation and it getting to our patients
for alot of reasons. But | dso have to consider the congtant turn of new product in that
technology asit faces our clinicians. Because with every new device, especidly more complex
devices, we face an enormous education, patient safety, and in some cases, hedlth care worker
safety, and we have to make that balance.

Y ou, Senator Kohl, spoke very eoquently about some balancein decisons. And that's a balance
that we are looking at continually as we meet that innovative part of our misson and discovery
aswdl astrying to sandardize and make care for our providers as quick and efficient as possible
in the safest possible manner.

CHAIRMAN KOHL: Wsél, I wannajust pose this question and maybe we can get some input
from some of the other pandigts, which hits on what we are talking about here. Why do we have
S0 many GPO contracts that require hospitas to purchase the vast mgority of their suppliesin a
product category from the manufacturer with the GPO contract in order to gain the GPO
negotiated discount price sometimes, and as you know, as high as 90 percent. In fact, it may be
in Mr. Kiani's case.



Why not give the hospital a choice? We--1 don't understand the sole source. Unlessthereis so
little innovation, so few products that compare to the one you choose. | do not understand this
business of sole source unlessit isvery rare, amost never occurs, it only occurs where there
clearly isno dternative. Y ou know, we are very senstive to innovation. We bend over
backwards to encourage innovation. That's why sole source never occurs or rarely occurs. |
mesan, that's not our understanding here. That sole source is not an extremely rare occurrence.

And you hear dl the other people pand say you've got to have--they've got to have accessto you
felows or they are out of business or they are not even in business, recognizing that. What's
with the sole source?

MR. MCKENNA: Firg of dl, Mr. Senator, dl of these gentlemen do have access. Just would
comment--the last meeting | had with Mr. Kiani was on an invite to come in when he did not get
the contract award. We sat down and reviewed the process. Since that time | have not heard
from Mr. Kiani. And so, I'd be aways open minded in our business practice to St and meet with
innovative companies. Seldom, if ever, do | ever get acal from aventure capitalist. | don't
think my staff does either.

In regard to your direct question about sole source versus dual source, we have many multi-
source with one, two and dual source arrangements where the value and the innovation or a
combination of both is perceived, and in fact, laid out by our clinicians and others that evauate
our products to bring them the best value.

But in many of our contracts, after evauation of the submitted bids on criteria that the dinicians
&t prior to the bid going out and putting aweighting on it, in the evaluation coming back
looking at cost factors and qudity factors, and dividing cost by qudity. And looking at the
differentid that would be |eft from one decison to standardize on our sole source products that
more than meets the clinica requirements. And going to two sources of supply which would
leave vaue on the table that would not be able to inure to people like Ms. Barrett and her
organization. We go with the sole source. So we have a blend with both our members who we
are here to serve and whose bidding that we do, redlly drive those decisons.

CHAIRMAN KOHL: Ms. Weatherman, do you have any comments?

MS. WEATHERMAN: Yeah, I'd make a couple of commerts. | think it's highlighted here and
| think everyonein this room would agree that medical innovation isimportant. But | think it's
aso important that innovation for innovation's sake is not what we should be focused on. What
we need to focus on is the new product or an existing product serving aclinicd need. Isit
delivering vaue to the marketplace. Maybeit's because it's chegper. Maybe it's because it's
better, it's more accurate, it's more--easier to use. Therearealot of criteriafor value that
hospitals could--would perceive in anewly existing product.

And | think it'simportant for the Committee and my suggestion would be: to investigate or
gather the information to try to understand what the total revenues are and the prices that Tyco-
Nellcor charge for their sensors. How significant is that market and how much of a share do they



own? And redlly look at regardless of whether Mr. Kiani's technology isthe same or better, |
think no one out here has said it'sworse in terms of delivering you know, serving adlinica need.

| think it's very important to look at the context of how big is Nelcor Tyco's position, and what
are ther total fees that they've been paying over the yearsto Premier and Novation? That isa
very important fact that needs to be looked at. And | would contrast that, if you aso wanted to
invedtigate the Stuation with the given technology, that was dso highlighted, thet in that
particular Stuation there is no sgnificant incumbent that is being threatened by the entrance of
that new technology.

And infact, | would even ask you to look at what the true market potentid isfor that product.
Where are the clinicians out there crying out for that technology to solve thet clinica need? |
don't think you are going to find nearly the outcry or the market potentia that you will see that
Nellcor sensors currently enjoy in the U.S. market.

CHAIRMAN KOHL: Okay, Mr. Detlor.

MR. DETLOR: Yeah, oneof thethingsthat severd parties have said here. It's one of the
things that is the chalenge to a GPO in generd. Thefirg thing is that, you know, incumbent
ciniciansin the sense of the higtorica experience gilds adult products. The productsin this
pulse oximetry were not. To Dr. Goldstein's conversation, were not origindly focused nor did
they have the sensitivity or the cgpability to ded with the neonatal. So, you've got a segmented
market that's developed in pulse oximetry issue.

S0, the demands of what was used in the adult marketplace, there was very little product
available that had any sense of accuracy in the neonatal arena. Masmo's product, you know,
bridges that kind of issue, the change of technology. So, if you go and survey in committees,
which we used to spend months and hours with, you should normdly get out of the committees
feedback unlessthey are focused solely on new technology. Isthere historical experience with
the exigting marketing incumbents? Ther satisfaction, shortcoming, things they like, etc.

It takes an extremely proposition for a startup company to put in asaes force that's gonna equa
what a Néellcor has established over decades. So, to develop the same clinician exposure to new
technology, which means that somebody as a clinician has to stop what they are doing in patient
care and pend a certain amount of time with new technology, is a very difficult task in today's
hedlth care environment.

o, dl things being equa from a process perspective, it doesn't surprise me that you wind up
with these types of scenarios. People who St on committees, donate their time, etc. So many
days out of agiven year isdl they can put in it a best. A good portion of that is going to be the
historica experience not the issue on future technology. They've not seen asales person. The
companies don't have the kind of resources to make that type of intro and, therefore, it's very
hard to have that--be a 50/50 proposition, an equal footing.

And | think you heard, you know, Dr. Goldstein kind of refer to that. The changesthat are going
to have to take place is the fact that in the breskout, if there is a neonatd niche for this



technology which has an undefined market, who knowsthe size of it, | think that's fill one of the
issues in the marketplace. Then that has to be treated separately than the issue of what we do
with adult pulse oximetry.

Right now, it's lumped into one contract and historically the GPOs, you know, would do that.

Not because, you know, they meant to do any harm to anybody, but because of the
commissioned input they had historically based on what they've used over yearsin the past, have
atendency to favor the incumbent manufacturers. It's a process adjustment that has to take place.
Y ou know, it'san issue that if we are going to look at more and more future technol ogy,

everyone has to guard againgt the management team that chairs those committees of clinicians,

etc. and hasto congtantly chalenge them not to take the short cut, not to talk about what they've
historically done, but take alook at what's new and current on the marketplace. And it's not that
clinicians aren't willing but they are so competing for their own day to day jobsin time and

what they can give to the GPO.

So, hopefully, out of this process, maybe, you know, most GPOs and I've heard, you know, the
comments and commitments, which is understandable. 'Y ou know, you have to go back and re-
engineer your processes to make sure these things don't happen in the future as you move
forward.

CHAIRMAN KOHL: Okay. All right.
Dr. Goldgtein, you wanna make acomment? Get the microphone close as you can folks.

DR. GOLDSTEIN: Okay. Thank you. | certainly can appreciate the costs and cost savings and
incentives and | understand what GPOs are dl about and | can appreciate efforts involved to save
money, but I'd redlly at this point like to let some of the clinica sudiestak. If you wouldn't

mind I'd like to bring out some of the placards that weve prepared.

Thisfirst one shows a study that was donein an NICU, looking at fase darms, missed true
events that is where the saturation, the amount of oxygen in the blood went down and the
oximeter did not gppreciate it, and measurement failures of the oximeter. As| mentioned, this
took placein neonatd intensive care unitswhich is certainly my focus population. But you can
see dearly the demongtrable improvement that Masmo SET has rdative to its competition in
these particular aress.

The next example I'd like to bring up specificaly looks at one inditution's experience with the
Masmo SET oximeter with respect to retinopathy and prematurity. Andin this, Dr. Sola, ina
letter to Masmo, details his experiences with and without Masmo technology, looking at eye
damage that is retinopathy prematurity as| aluded to in my statement, in this target presentation.

Asyou can seg, in the group that received pulse oximetry through Masimo s, there was no
evidence of retinopathy prematurity and thisis avery sgnificant finding. The next study I'd like
to refer to is one--no the Barker Study. The Barker Study. Okay. Thisisastudy that |
performed as well at my indtitution, again looking at Masmo SET specificaly with respect to



heart rate variability and heart rate changes. In thiswe found that at no point more than 1
percent of the time, Masmo h ad problems with respect to heart rate variability tracking.

And granted, thisisin atarget population of heonates where you have agreat ded of heart rate
vaiability and in generd in adults you don't see as much. But again, it points out my focus that
the target population hereis being ignored.

Next dide, please. Looking at the objective studies that have been done heretofore,
notwithstanding studies that have been supported outright by grants from either Nellcor or
Masimo, overwhemingly, Masimo SET is superior to its competition. And to thet I'd liketo

kind of ask, | mean, in terms of talking to people who make these decisions, to the GPOs. Which
of you have been in an NICU for more than an hour within the past five years?

MS. BARRETT: | have.
DR. GOLDSTEIN: You have?
MS. BARRETT: Yes.

DR. GOLDSTEIN: Have ether of you been in the NICU for more than an hour within the past
five years?

UNIDENTIFIED MAN: Thediniciansthat make our decisons certainly have.

DR. GOLDSTEIN: But persondly, | am asking if you've been in the NICU for more than an
hour in the padt five years?

UNIDENTIFIED MAN: No, | have not.
DR. GOLDSTEIN: Andyou aswdl?
UNIDENTIFIED MAN: | have not.

DR. GOLDSTEIN: Wadll, thisisan important question because in the interest of looking at cost
and cost containment, we have to ask the question what is the cost of a dead baby? What isthe
cost of ababy who has gone blind from retinopathy prematurity? How do you explain this?
What do you say to the parentsin defense of this action? After dl, we do have these
overwheming studies.

MS. BARRETT: Could | take the opportunity here to make an observation and ask a question
to capitalize on your expertisein the field? Oneisthat the sudies that are just now--before us
were published | think in the peer review literature you k now late 2001 or once in 2002. So,
what we are aming to do on many of the councilsthat | am involved with, islook at evidence-
based decision making. And in that our best way of doing that is looking to the peer review
literature database which admittedly takes along time for the studies to work their way through
peer review studies.



But we do have--try to have that guide us wherever that's possble and where we can. And, if |
am not mistaken the studies that are presented here, may not have been available in a peer
review--in apeer reviewed manner at the time that this particular decison was made. | wasn't on
that council.

The other question that | have has to do with the fact that we were trying to re-look at you--you--
many of your sudiestak about a neonatal patient population. We dso in recongdering this
technology wanted to see was it gpplicable in adult populations for the reasons that | am sure you
are aware of. In hospitals, we do our best to standardize patient safety because we have a cross
training that goes on for many of our physicians, aswell are our therapigts, and having one
standardized system they can use can become a patient safety issue.

So, I'm just--my question is, to what extent do you think this technology is gpplicable to the adult
ICU'swhere it was aso recently reconsidered by our adult therapistsin that regard?

DR. GOLDSTEIN: With respect to the adult ICU'S?
MS. BARRETT: Yes.

DR. GOLDSTEIN: | amaneonatologist and | do not professto practice adult medicine. | am
addressing a segment of the population that is often ignored and often not, | guess you could say,
recognized in terms of the Sgnificance that newer technologies bring to care of these individua
patients.

MR. KIANI: Senator Kohl, if | could say something. Although as the CEO of Masmo, and the
person who founded it, | am enjoying al this conversation about Masimo pulse oximetry, how

it's better. But thisis not what this meeting is about of course. We have a systematic problem
where large companies like Tyco-Ndllcor have figured out how to use their, excuse the
expresson, dmighty dollar, to get GPOs like Premier and Novation to exclude the competition.

That's the problem and we are just one example. And, there's adult examples right in the back of
your hospita you guys usudly go to and fortunately where patients are being saved because of
technology and other stuff that works. But, that's not what it's about. | hope that there can be
changes by the two groups Stting down and solving it. But, | have to say that thisis gonna cause
delay and delay means harm to patients and there needs to be something quick. | hopeit's not
just about Masimo--.

CHAIRMAN KOHL: --Wsdll, asyou know, what we have concluded here this afternoon is that
we're gonna have an immediate forum compaosed of these two companies plus people like
yoursdves. And were gonna get together on opening up this system if we can, diminating all
conflicts of interes, if we can, on trying to diminate--if it is true as you are suggesting,

companies buying market share. They deny it, but if it'sthere, they are prepared to work on that
problem.



And getting this done in three months and reporting back in a public manner asto what we
accomplish. Sothis, | hope, is not a hearing, which is so often on Capitol Hill, hearings that are
hearings and then they vanish into history.

I'm very hopeful that this hearing will result in something thet is a new and improved GPO
system. And | don't find the principas who are here today, the two mgor principalsin the
industry, who are unwilling to engage in that process to see what improvements can be made.

MR. NORLING: Senator, can | spesk to the question you asked since | don't redly believe it
has been answered yet? 'Y ou were speaking about sole source contracts and | do have some data
for you that might be useful.

CHAIRMAN KOHL: All right.

MR. NORLING: Andl'ddsoliketo, if | could, spesk to afew of the other points that have
beenraised. Specificaly, | think I've mentioned earlier, that Premier has contracts with about
450 different manufacturers and atotal of 750 contracts. Of them, 377 are what you would call
clinicd. They essentidly relate to products where there are clinicd usesin effect where
physicians may have various degrees of preference.

| think the issues we are talking about here are specificaly in areas of high physician preference
where you don't have a commodity in effect. Y ou've got something where there are some of the
disagreements thet, frankly, have surfaced here. So, | think it's important to get at thisissue. |
think Mr. Detlor in sSome ways was trying to get a that dso, thisissue of high dinicd preference
and what's to be done.

Premier'sdatais asfollows. Of 377 clinica contracts, we have 20 sole source contracts. | can
tell you that as we've looked at this process, and as we've--as we've come to think about it more
fully, and frankly, as the terms of some of our longer term contracts have now reached the
expiration dates, our conclusion isthat in some of these areas that the idea of sole source
contractsin high clinica preference areas don't make alot of sense.

So, in terms of a practice going forward from Premier, | expect what you'll seein these aressis
as exigting in force contracts reach their expiration date, and prior to that as we begin to re-
negotiate them, and even prior to that as successful applications of our breakthrough technology
clause are pursued, what you are going to see is a movement away from any sole source and high
clinica preference to dual source. Or in some cases, not even acommitment target of any kind,
but preferred contracts.

So that'saleaning in adirection that | think makes sense and isa good solid learning here. |
would make a couple of points, and just for factual accuracy. Premier's Nellcor contract expires
in December of '04. | do not believe that's seven years from now, or nor was it seven years from
the time it was quoted. Premier's adminigtrative fee with regard to thisis 3 percent, no more.

And very frankly, since there is some inference of decision making based on fees, wed get
greater adminigrative fees because | don't believe the Nélcor 3 percent fee would change, if we



contracted with Masimo and if product flowed through that contract. Wed actudly get more
adminigrative fees thanwe do now. And that's just atrue economic fact of how thisal works.

Specific to the comment of being threatened by Premier members, | frankly have no knowledge
of that. I've had no reports of that. If that were possbly true, | would agree that it istotaly
ingppropriate. | serioudy question whether it istrue, but | will tdll you that if, indeed, thereis
any inference of that, it would be totaly inappropriate.

I'd dso like to dedl with thisissue of the inference that Premier delayed the process for two
years. And, if | can, I'd like to share with you atimeline as | understand it. | told you again, and
| would acknowledge, Senator, thet | have not been in a neonatd intensive care unit since | eft
active practicing as a hospitd administrator about four and a haf years ago, but | used to spend
quite abit of time prior to that.

Thetimelineas| undergand it isthis. in 1999, Masamo gpproached Premier and our technology
assessment group with regard to the technology that they had in place. Asit's been explained to
me, and again, thisis--thisis secondary, but again, | think it's accurate, is that what they had then
was an dgorithm, acdculation if you will, and the rdlated software. They did not have a gand-
alone product at thet time,

And our tech assessment group said that this was an exciting looking technology and actualy
encouraged them to work with other manufacturers who have standaone products and encourage
them to make that technology available to them. And it sounds like Masmo's been very
successful in doing that, not with Nellcor, but certainly with others. So, as regards the time

frame, that was the interaction with our technology assessment group.

In January of 2000, Premier received and was made aware of the Nellcor 395 pulse oximeter and
contracted in January of 2000 for that item. As| said, the contract goes with the term through

'04. In March of 2000, just to be very sure, in March of 2000, Néllcor approached Premier
indicating thet they would- -excuse me, Masmo gpproached Premier indicating thet they did

have a product, a standaone product, that they intended to bring to the market. And data from
Masmo suggested their product was first commercidly avallable in August of 2000.

So in March of 2000, we began the technology breakthrough process. And theinitid pane
reviews suggested that this was worth a further look, which is obvioudy--you have to sort
through al these requests to get to the absolute answer. We did bring together a pand, and at
that time, based on the data, was available to our group, and based on the comparison to the
exigting contract, namely the Nellcor N-395, Premier made the digtinction that thiswas not a
sgnificant breskthrough.

Now, it does not mean that this isn't agreat product. I'm sureitis. It does not mean that it isn't
particularly relevant in neonatology. Certainly, an expert here has suggested that itis. Our
belief isthat our contract leaves room for its use in that setting and our other bdlief is, very
frankly, that if indeed these additiond studies suggest thiskind of power asregardsthis
particular product, particularly in neonatology, athough | would indeed want to explore its
relevance esawhere.



Then | would invite a resubmisson into the breakthrough technology program with that data
And | would tel Mr. Kiani that | persondly will pay attention to this and make sure that process
is expedited. Becauseif indeed there isthat kind of differentid, thereis no reason under this--no
reason on earth that we wouldn't wanna have that kind of a product available for patients.

CHAIRMAN KOHL: Okay. Were gonnawrap thisup in a couple of minutes. 1 would like to
just touch on two other areas. Isit true that some hospitals can go outside the GPO and get a
better price on a particular commodity?

MR. NORLING: That'safarly complex question. The answer is often that istrue. The
guestion is whether they can do it consstently and sustain and create vaue.

CHAIRMAN KOHL: So you have suppliers who will give ahospita of some size a better dedl
than they're giving you?

MR. NORLING: Ingenerd, it would be suppliers who work with us. It would be a Stuation
where we would have a contract in place and a supplier who didn't purchase or pay into that
contract would comein and suggest that they would undercut the contract price. That leavesthe
marketplace at work in avery productive.

CHAIRMAN KOHL: It's not the same product. It's not the same commodity.

MR. NORLING: It may be the same product essentialy, but it may be different manufacturers.
Now, in some cases, you may get some same manufacturer doing some of that. It's pretty
infrequent in our experience. But in generd, and specific to the GAO report, there are a number
of other reportsthat | believe were much more thorough and comprehensive in what they
covered. Such asthe recent Wooen () study that was submitted as part of the Hedlth Industry
Purchasing Group Association submission, studies out of Arizona State University, a study by

Mr. Mews (sp) that suggests pretty significant benefits from GPO contracting to the tune of 10
percent.

And, Senator, just to give you one good example of, again, I've been trying to stick to factua
data here, we have a process we cal portfolio andysis. We have ateam of supply chain folks
who go out into the hospita's and collaboratively with them ask them for a computer dump of
everything they've bought for ayesr.

Now, we do about 200 of these assessments every singleyear. And we get asense of hereis
everything that ultimately was purchased. We go through them and particularly highlight
purchases for items in areas where we have a contract. But they were not purchased through our
contracts. Welook at those, not to penalize, but to suggest what the benefit might have been for
using our contracts.

When we itemize these routindly, and it's a very sgnificant amount of money, we have found
consstently over two years in more than 200 hospitals, that they are leaving 9.5 percent on the
table by using contracts, or by using--buying products outsde of our contracts in areas where a



comparable product is under contract. Thet tells me that the marketplace in generd out there is
certainly not as competitive as the group purchasing prices that we have in place. And it'savery
large number of hospitals, and it's avery large number of dollars.

CHAIRMAN KOHL: You are estimating to the tune of maybe 9 to 10 percent?
MR.NORLING: Yes, | am.

CHAIRMAN KOHL: Wsdll, again, | want to ask this question. Isit possible that some
hospital's go outside of the GPO and buy the same product with the same labd for less?

MR. NORLING: Theanswer issometimes.
CHAIRMAN KOHL: So, that can happen and probably does? How can it happen?

MS. BARRETT: To shed light on that, you are speaking about price. What we are looking for
isacontract that offers us not just price but some other vaue and qudlity criteria. So, it's quite
possible that a vendor may comein ad give usavery low price and yet when we ask will they
provide some educationd support, will they provide some conversion support, then the price
adoneisnot the only festure. So, it isindeed possible for them to undercut us on item by item
pricing. But indeed, we astheindividua department materia services managers have to look at
the whole package that they might be offering, where price alone may not be the only thing that
we need to look at.

CHAIRMAN KOHL: Wadll, | wanted to be just raw in my question, I'm going to say Johnson
& Johnson Band-Aid, which | don't know if it'son your ligt, but maybeitis. Isit possblefor a
hospitd to get a better price on that item than is on your list?

MR. MCKENNA: | think it's possible. In our industry there is a practice that we would call
cherry picking, maybe it's used in other industries where for the work that we do, and | think our
numbers would be consstent with what Mr. Norling has pointed out for what's being left on the
table. But if amember of one of our organizations chooses to leverage what we have dready
done, and apply pressure on the supplier, there may be a supplier that will buckle and provide a
better dedl.

But in the mgority of instances it's usualy one of our members that perhaps would leverage our
contract price and go with the company that did not get the contract award, which | think proves
the point reative to, you know, it's an open system and the hospitas will make the decisonson
their own.

CHAIRMAN KOHL: Okay.

Last question. In the past, we've been informed that GPOs return about 80 percent of their
adminigrative fees to their member hospita's, kegping the remaining 20 percent to cover ther
expenses. Datathat Premier has provided to our Subcommittee shows that for Premier's most
recent fisca year, Premier retained 63 percent of the adminigtrative fee instead of what we had



understood to be about 20--retained about 63 percent of the fees collected from medica
equipment suppliers which was over $213 million.

So, we understand that GPOs--we assume, and you know, we are presuming GPOs are supposed
to be merely nonprofit buying agents for hospitals and that they are supposed to return their
member hospitals the fees paid by suppliersless expenses. So where did al that money go, Mr.

Norling?

MR. NORLING: Thank you for the question, Senator. | think that I'll do my best to smplify
this because this has been sort of an ongoing dia ogue both with your staff and with the media.
There's two sets of points that have been made. Firgt of all, Premier isnot just a GPO. We are
an enterprise, about a $500 million ayear enterprise. About $300 million of that relates to GPO
adminidrative fees. We are dso in the business of comparative clinica data, which charges fees.
We have abusiness of well over $100 million thet repairs and maintains dinical equipment.

We ds0 have a business that helps underwrite excess layer professond ligbility, professond

and generd liability. So, we have a series of other businesses that comprise Premier the
enterprise. That'sthe organization that | run. The piece of it caled Premier Group Purchasing
Sarvicesis actudly run by this gentleman here, Howard Sanders, who is Senior Vice Presdent of
Premier for Group Purchasing.

S0, to the degree that | may not have had al the exact clinical data, that'sin part because | am
running the larger aggregate enterprise. The numbers are asfollows. We have returned
higtoricaly since Premier began 80 percent of the net income of Premier back to our hospital
owners. So, 80 percent of the net income generated across dl of those businesses, cumulatively
since Premier started, has gone back to those hospitals.

Now, if you will take the admin fee portion of our revenues, which last year were about $300
million. And if you look at acombingtion of the dollars that we send back to dl of our members,
the dollars that go back to our hospitals and our afiliates, and the incrementa vaue of the
equity, just the incrementa vaue, not the in place vaue, but the incrementd vaue earned per
year. We have returned last year 67.4 percent of the admin fee dollar back to our members.

So, it'stwo different numbers. One is a percentage of net revenue in the aggregate, and the other
is a percentage of adminigtrative fee revenue, which isa subset. 1'd be more than happy to
document this clearly to show you in our--in our submissions to the committee exactly where
those numbers come from and those are indeed the numbers.

CHAIRMAN KOHL: Okay. Mr. McKenna?

MR. MCKENNA: Oursisabhit complex but I'll try to smplify it, Senator Kohl. We are owned
by both VHA and UHC. After our expenses, everything that we have left goes to those
organizations based on the way their members purchase since they are set up as cooperatives.
They, like as Mr. Norling has outlined, invest in other programs. There are benchmarking
programs, clinical programsto assst in loca communities to reduce the risk of heart damage or
stroke damage, and other services.



And after investing in those programs which are board approved, they return--1'm pretty surethis
number is accurate for both aliances, 100 percent of their net income. If you were to trandate
that into going back to the GPO, | believe the numbers are respectively 32 cents and 40 cents on
the dollar for both VHA and UHC respectively.

CHAIRMAN KOHL: Okay. All right.

Wedl, what | think I'd--hope | think we've accomplished today is that we've seen on the part of
the head of the two mgjor GPOs, adesire for afarly extensive transparency with respect to your
companies and how they function. A willingness to acocept suggestions and comments from
interested and sincere people who are here only to effect an improvement in the ddivery of
product and price and quality.

And that we will get to work immediately on putting together this group of individuds, aong

with you dl, who will work on achieving this end and expect to have a report with, hopefully,
some pogtive results insde of three months.

And if we achieve that, if we can move forward on that, then | think we've achieved alot and you
will have demondrated a Sincere interest and willingness to work in the public interest which is
what this hearing was dl @bout. So, we thank you dl for being here. Y ou've made ared
contribution and this hearing is now adjourned.

END
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