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      PART ONE


      A Different Way
 to Grow
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      The Growth Crisis


      This is a book about growth—specifically, about how you can grow your business in the difficult environment most companies

         are facing now and will face in the decades to come.

      


      Many businesspeople think of the postwar decades as a golden era of routine, almost reflexive growth. This picture is exaggerated

         but fundamentally accurate. It

         was significantly easier for most firms to rapidly and steadily increase their revenues and profits during those years than it

         is today. Many great companies were built using a model that appears, in retrospect, exceedingly simple: Invent a great product.

         Launch it. Sell it like hell. Go international. Acquire and consolidate. Cut costs. Raise prices if you can. Repeat ad infinitum.

      


      But as most businesspeople realize, cracks have long been spreading in that traditional model of business growth.


      The first major stress on this traditional growth model came with the rise of the business design innovators beginning in

         the mid-1980s. Companies such as Southwest Airlines, Nucor, and Wal-Mart focused not on product innovation but on inventing

         new ways to better serve the customer, capture value, and create strategic control in their industries. They created innovative

         business designs even as they sold products similar to everyone else’s.

      


      The result was that billions of dollars of shareholder value migrated from the traditional industry leaders such as United

         Airlines, U.S. Steel, and Sears to these upstarts. We’ve learned a lot by studying the business design innovation methods

         developed by these companies and other industry leaders, and many of our consulting clients, as well as readers of our previous

         books, Value Migration, The Profit Zone, and The Art of Profitability, have benefited from applying the same ideas to their own businesses.

      


      Within the past five years, though, we’ve begun to observe a new and troubling pattern. What was once value migration from

         one business model to another has increasingly changed into value outflow. Profits and shareholder value are leaving industries altogether as markets become increasingly saturated and traditional

         sources of growth run out of steam.

      


      This value outflow points out a key challenge to business design innovators in today’s marketplace. Most have done little

         to shape new customer needs beyond those addressed by traditional product offerings. Take Southwest Airlines, for instance.

         It has built an innovative point-to-point route system with lower overall costs than the major airlines, but it still sells

         only the standard airline seat. It hasn’t redefined the travel experience or created new demand by helping customers in some

         special way before or after they occupy that seat. The same is true of Nucor in steel or Wal-Mart in general merchandise retailing

         or Dell in computers. All have successful but fundamentally product-focused business designs.

      


      Out of Steam


      Unfortunately, in the years to come, traditional product-centered strategies alone will be unable to create the kind of growth

         companies desire.

      


      In the past, companies searching for growth opportunities have relied on classic product-focused growth strategies: Create

         innovative products, expand the market for them globally, and make acquisitions to gain market share and create efficiencies.

         These traditional growth moves are as important as ever (and for a few companies, even more important). But for most companies,

         these moves will merely replace revenues and profits lost to commoditization and increased competition. They won’t represent

         a platform for driving significant, sustained new growth. This is true for a variety of reasons. Let’s begin with the challenging

         dynamics facing product-innovation-oriented growth moves: brand extensions, core product enhancements, and new-product introductions.

      


      After years of brand extensions, most spin-off products are serving ever-smaller niche markets and fighting for space on increasingly

         crowded shelves. (The same applies to such basic services as banking, hospitality, and travel, which can be thought of as

         “products” in this context.) For example, between 1980 and 1998, the number of annual new food product introductions in the

         United States grew fivefold, to nearly eleven thousand. Similarly daunting statistics could be cited for cars and CDs, books and cosmetics, toys and televisions.

         In such an environment of saturation, is the world waiting eagerly for your next product extension? Not likely.

      


      Thus, most companies’ product extensions—think of American Express Optima or Pepsi Blue—are producing increasingly small returns

         in terms of growth, especially in percentage terms. The bigger your company, the bigger the growth opportunities you need

         if you hope to achieve double-digit growth. But while many of the billion-dollar companies of fifteen yeas ago had robust

         product extension pipelines, the same pipelines are producing only a trickle of growth for today’s $10 billion companies.

         The disproportion is growing increasingly painful.

      


      Product enhancement is another largely depleted avenue for new profit growth. In most industries, truly differentiating new-product

         breakthroughs are becoming increasingly rare. As a result, product competition in one industry after another is reduced to

         back-and-forth jockeying, as first one competitor and then another introduces a product with slightly better performance.

         Think of Nintendo and Sony, Intel and AMD, Boeing and Airbus, Avis and Hertz. The advantages gained in this tit-for-tat combat

         are invariably slender and fleeting.

      


      And because meaningful product breakthroughs have become rare, customers are extending their product replacement cycles. If

         the newest car, copier, or computer is only marginally better than last year’s model, customers can wait longer to replace

         it. Sales growth thus shrinks further.

      


      Even new-product innovation is a largely depleted avenue for consistent profit growth. Of course, there will always be new

         technologies and new products, and some of these will provide genuine growth opportunities. But the intensity of today’s product

         competition means that most product-driven growth is likely to be increasingly low-margin and short-lived. This is why consumer

         electronics companies struggle to post profits despite a never-ending cascade of new gadgets.

      


      In high-tech industries, the vast majority of companies and initiatives founded on breakthrough technologies fail to get off

         the ground. Think of NeXT Computer, Apple’s Newton, or Sprint’s ION communications platform. Even the most successful high-tech

         companies have been “bottle rockets” that experience three to four years of spectacular growth and stellar financial performance

         followed by equally spectacular collapse, as newer technologies emerge and customer needs shift. This pattern has been borne

         out in the histories of such former high-fliers as Wang, Data General, Rolm, and Digital. Recently, with companies such as

         Lucent and Palm, this cycle has compressed to two years.

      


      Thus, while technological innovation will be a source of growth for some companies and is clearly a major contributor to macroeconomic

         growth, relying on it for sustained growth is a highly risky proposition.

      


      For all these reasons, the vast majority of companies are now finding that product innovation is, at best, a source of profit

         replacement or profit protection; it isn’t a source of new, long-term growth.

      


      The other legs of the traditional growth strategy, international expansion and acquisitions, are also largely depleted of

         their potential.

      


      International markets, often viewed as a rich field for growth, have indeed created decades-long growth for companies such

         as Coke, Boeing, and McDonald’s. Increasingly, however, international markets hold declining opportunities for significant

         new growth. For one thing, many companies have already exploited the richest international opportunities. A decade ago, international

         sales might have been 15 to 20 percent of revenues at most Fortune 500 companies. Today, foreign markets drive 40 to 50 percent

         of revenues. In addition, in most industries, the largest foreign markets—Western Europe and Japan—are now as mature, competitive,

         and saturated as the United States. And most emerging markets, despite all the billion-consumers-in-China rhetoric, are much

         smaller, especially when measured by consumer and industrial purchasing power rather than by mere head count. They’re also

         generally plagued by inefficient distribution channels, economic and political instability, and protectionist laws.

      


      Worse, emerging markets that once looked promising are increasingly producing world-class competitors that challenge U.S.

         firms not only abroad but also on their home turf (think of Korea’s Samsung in electronics and Hyundai in autos). Or they

         backslide suddenly into economic chaos (think of Brazil, Argentina, Russia, and Thailand).

      


      Now let’s turn to mergers and acquisitions, a huge component of the 1990s growth story. From 1994 to 2000, M&A activity grew

         sevenfold to $1.4 trillion per year. But the pace of deal making has dropped precipitously as the high stock valuations that

         allowed many companies to make cheap acquisitions in recent years have dropped back to more reasonable levels. In many industries,

         moreover, consolidation has reduced the number of viable acquisition targets to a handful, making antitrust concerns a barrier

         to future growth through M&A. In any case, numerous studies have shown that acquisitions rarely produce new value and often

         lead to disaster, which has dampened investor enthusiasm for such moves.

      


      When you strip away the effects of international expansion and merger activity from the seemingly impressive growth rates

         of the 1990s, what remains is often less than impressive. Many companies with nominal growth rates in the double digits have

         real growth rates in their base businesses of less than 5 percent. That holds true even without considering the use of aggressive

         and sometimes dubious accounting practices to boost reported revenues—a big problem and one that’s much harder to disentangle.

         The popularity of such practices is, at one level, a symptom of the spreading growth crisis.

      


      Creating sustained growth is hard under the best of circumstances. From 1990 to 2000, just 7 percent of publicly traded companies

         in the U.S. enjoyed eight or more years of double-digit growth in revenues and operating profits. As the growth crisis worsens

         in the coming decade, you can expect this percentage to shrink significantly—unless companies rethink their approach to growth.
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      The Human Costs of the Growth Crisis


      This is not an abstract problem but rather a painful day-to-day reality. No matter what role you play in the world of business,

         the chances are good that you’ve already begun to personally feel some of the effects of the breakdown of the traditional

         growth model.

      


      If you’re a middle manager, for example, you’ve probably found yourself having thoughts like this:


      Over the past few years, things have been getting tougher and tougher for me at work. I used to be able to glide from one

         success to the next. But lately, the raises have been getting smaller and the promotions less frequent. It keeps getting harder

         to win approval for new investments, new hiring, or new equipment.

      


      When I first joined the company, it felt like an upbeat, innovative, forward-looking place. Now I’m not so sure. The top brass

         keep saying, at least in public, that this is just a cyclical downturn …that all we have to do is batten down the hatches

         and ride out the storm. But I don’t think I believe that anymore.

      


      I still have a job—knock on wood!—but who knows how long that’ll last. When my company stock holdings soared back in the 1990s,

         I toyed with the idea of early retirement. But for the past three years, they’ve been sliding sideways at best, and now I

         wonder if I’ll ever be able to stop working.

      


      Worst of all, work just isn’t much fun anymore. Walking down the hall, I used to hear laughter and lively debates. Now I hear

         people whispering nervously behind half-closed office doors. I used to look forward to Monday morning. Now I just try not

         to think about it.

      


      If you’re a senior executive, you silently share many of the grimmer feelings of the middle manager …along with a few special

         torments of your own:

      


      It’s always been tough to be a company leader. There’s a lot on my shoulders—that’s the nature of the job. But the weight

         sure feels heavier today than it did five years ago.

      


      The problem is that earnings growth has gotten so hard to come by. Everyone I pass in the hallways is looking to me for answers.

         They’re counting on me, and I know it. At staff meetings, I look determined and promise that the initiatives we’re undertaking

         will turn all the trend lines up. But how am I going to deliver?

      


      We have a strategic planning team that dutifully prepares reports recommending new-growth initiatives. Trouble is, the last

         ten proposals I’ve read look like the same ideas our company tried three years ago and five years ago. They didn’t work then,

         and they won’t work now. I visit the folks in R&D. They’re just as smart and diligent as ever. But the new-product concepts

         they’re working on look small, tired, and unappealing. How are they supposed to usher in a new era of growth?

      


      My job has always been tough, but it used to be fun, too. Now it seems I spend my days scrambling to meet earnings forecasts

         to keep the wolves of Wall Street at bay. We cut costs a little more here, accelerate revenues a little more there, push a

         little more inventory out to the retail level somewhere else. I feel as if I’m endlessly pulling rabbits out of hats. Worst

         of all, deep inside, I’m pretty sure that one day soon the miracles will come to an end, and there won’t be any more rabbits to produce.

      


      Even the professional investor or money manager, who makes a living by picking winners among the thousands of publicly traded

         companies, is suffering because of the growth crisis:

      


      Not so long ago, it was easy to deliver double-digit returns to my clients. The challenge wasn’t where to invest; it was where

         to get enough money to chase all the good ideas.

      


      The world seemed to be full of opportunities. New markets were opening up around the world. New technologies were revolutionizing

         one industry after another. And for years, the markets behaved as if the old rules about P/E ratios and earnings yield had

         been repealed. The multiples soared, kids straight out of MIT or Stanford became millionaires, and every quarter my portfolio

         went up another 8 or 10 or 12 percent. Those were the days.

      


      Now it seems to be almost impossible to find solid companies with meaningful growth plans. Most are pinning their hopes on

         tired old tactics that even they don’t really seem to believe in. And after the dot-com collapse, the telecom fiasco, and

         the accounting scandals, I’m almost afraid to look at my Bloomberg screen. It seems like every other day, some company I believed

         in and supported with my investors’ money comes out with a new round of bad news—an earnings restatement or massive layoffs

         or a CEO firing.

      


      As for those fancy new economic models that no one can explain in one-syllable words, I don’t even want to hear about them

         anymore.

      


      The question I keep asking myself: Where can I find companies to invest in that have real prospects for long-term growth?


      If you’ve had such thoughts or conversations, you may have assumed they were symptoms of some personal malaise or a problem

         affecting one company or one industry. In fact, they are symptoms of something much more profound. Companies looking for significant, sustained growth in the future will need to find new platforms for growth. Otherwise, their stock prices will be going nowhere, while

         their talent goes elsewhere.

      


      The Great Divide


      Maybe these kinds of complaints don’t resonate with you. Maybe you and your company have avoided the growth crisis so far.

         If so, congratulations. You are in the distinct minority.

      


      During the past decade, most companies have crossed a great divide, moving from a past of strong growth for their base businesses

         into a future of low or no growth. Many did so without fully recognizing the change. The crucial shift occurred at different

         times in different businesses.

      


      For Polaroid, the moment might have been in 1992.


      For McDonald’s, in 1994.


      For Gillette, in 1997.


      For Hewlett-Packard, in 1999.


      For Merck, it is just beginning.


      What about your company? What are the prospects for product-based growth in your industry? Have you already passed over into

         the no-growth zone, or is the shift coming in the next year, or two, or five?

      


      The timing is important, because a delay in recognizing the problem exacerbates it, sometimes fatally. It takes two to four

         years for an organization to learn how to create truly new growth. The sooner you acknowledge the problem and move to address it, the better your chances of beating it.

      


      Demand Innovation


      The good news is that we’ve recently begun to observe a new form of business design innovation—a new response to the challenge

         of growth that is being pioneered by a handful of farsighted companies. These companies are focused on creating new growth

         and new value by addressing the hassles and issues that surround the product rather than by improving the product itself. They have shifted their approach from product innovation to demand innovation.


      Rather than being about value migration, demand innovation is about creating new growth by expanding the market’s boundaries. It focuses on using one’s product position as a starting point from which to do new

         things for customers that solve their biggest problems and improve their overall performance. Thus, companies skilled in demand

         innovation do more than simply take value and market share away from traditional businesses. They also create new value and

         new growth in revenues and profits, even in mature industries that appear to have reached a plateau.

      


      We’ve written this book to explore the new art of demand innovation, as illustrated by the stories of several of today’s most

         innovative growth companies, including Cardinal Health, Johnson Controls, Air Liquide, GM OnStar, John Deere Landscapes, and

         Clarke American. The names of these companies may not be as familiar to you as those of Southwest Airlines, Wal-Mart, Intel,

         Dell Computer, and the other practitioners of value migration. They compete in widely divergent industries, and the specific

         business strategies they practice vary greatly. But all have one thing in common: They have managed to create impressive new

         revenue and profit growth in industries or industry niches that most observers and business leaders consider inhospitable

         to growth.

      


      The more we studied the approach to business practiced by Cardinal, Johnson, and the rest, the more convinced we became that

         it represented a genuinely new phenomenon. Like Dell, Wal-Mart, and the other masters of value migration, the new-growth innovators

         are great business model innovators as well as imaginative and insightful analysts of the business environment, skilled at

         recognizing opportunities where others do not and developing profitable ways to respond. But where value migration businesses

         focus on reallocating value by responding to preexisting demand, new-growth businesses focus on growing new value by discovering

         new forms of demand.

      


      Because demand innovation involves a new and emerging set of skills, many businesspeople will find it challenging to understand

         and master. But it can be done. We see traditional product-centered companies across a wide range of industries beginning

         to discover and create new business spaces with growth opportunities that will last not months or quarters but years or decades.

         In the chapters that follow, you’ll learn about these firms and see what you can do to bring the same kind of new growth to

         your company, no matter what business you’re in.
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      Beating the Crisis:
 Cardinal Health


      The Distribution Squeeze


      As a whole, healthcare in the U.S. is a vibrant industry. Total healthcare spending was $1.3 trillion in 2000, representing

         13 percent of GDP. The aging of the baby boomers, coupled with the steady flow of new medicines, procedures, and devices,

         should drive continued growth for decades to come. At the newest frontier, biotechnology is poised to become the first great

         new industry of the twenty-first century. And the marquee segment of healthcare, pharmaceutical manufacturing, continues to

         generate lush profit margins, often greater than 20 percent.

      


      But even a great industry has its tough patches. Consider the plight of the wholesale drug distributor—the company that buys

         pills and sprays and capsules from their makers and puts them on the shelves of the local pharmacy or into the hands of the

         emergency room nurse.

      


      Demand is not the problem. Throughout the 1990s, in fact, sales of prescription drugs rose by 10 to 15 percent a year. But

         profits are a different story. It’s a classic case of big, powerful customers growing ever bigger, more powerful, and more

         demanding, while distributors struggle to differentiate themselves. As hospital groups, pharmacy chains, HMOs, and insurers

         consolidated over the past decade, they put the price squeeze on suppliers. To stay ahead of these demands, distributors have

         had to pursue cost efficiencies with extraordinary diligence. Ten years ago, the average gross margin for a drug distributor was around 10 percent. Today, it has fallen to 4 percent. Average net margins hover around

         1 percent. Finding resources to invest in new growth is extremely difficult in this ultra-demanding environment. Imagine looking

         for money for expansion, acquisitions, research and development—not to mention shareholder dividends, staff salary increases,

         and executive bonuses—in that kind of cash trickle.

      


      Worse still, by the mid-1990s, most distributors were running out of new ways to grow that might provide some relief from

         this price squeeze. The consolidation that swept the industry in the late 1980s and early ’90s had run its course, leaving

         three major players in the game. And international expansion wasn’t a real option, given the high degree of government supervision

         over the healthcare sector in most countries.

      


      But in the past five years, Cardinal Health, one of the big three pharmaceutical distributors, has managed to uncover and

         capitalize on one new opportunity after another, turning its apparently tough market position into a remarkable platform for

         growth. Rather than limiting the firm to a low-value-added role, Cardinal’s position as a leading pharmaceutical distributor

         has given it unique access to customers, the systems and know-how to help them manage their problems, and the flexibility

         to move effectively in several complementary directions. The result: a track record of continuous demand innovation that has

         created double-digit growth in revenues and operating profits, and more than $25 billion in market value creation over the

         past five years.

      


      Defining the Customers’ Biggest Problems


      The seed of Cardinal’s growth was the realization that the same intermediary position that subjected it to the distribution

         squeeze also offered the company a uniquely privileged vantage point from which to view and understand the economic challenges

         emerging in the healthcare industry.

      


      As a pharmaceutical middleman, Cardinal could see, touch, talk to, and connect with every player in healthcare—hospitals,

         pharmacies, drug manufacturers, HMOs, and others. It had the opportunity to study firsthand the pressures that each of these

         groups confronted daily. It knew how their economics were changing and how their priorities were shifting as a result. Therefore,

         when Cardinal surveyed the healthcare industry in the mid-1990s, rather than seeing only the limitations of its own narrowly

         defined role, it saw a host of tough economical problems facing its customers, each representing a potential opportunity.

      


      The first was controlling costs. The HMO revolution had compressed reimbursement rates for medical procedures. In addition,

         the government was trying to constrain healthcare inflation by limiting the amount that Medicare and Medicaid would pay for

         procedures. In combination, these efforts placed tremendous cost pressures on caregivers.

      


      At the same time, hospitals were wrestling with talent shortages. Even as the demand for healthcare services grows, the talent

         pool to provide such services is shrinking. Between 1994 and 1999, applications to pharmacy schools fell by a third, and the

         average vacancy rate for pharmacists at U.S. hospitals currently hovers around 21 percent. Things are even worse in nursing:

         A shortage of 450,000 RNs is expected by 2008.

      


      A third problem facing care providers was antiquated information management. Healthcare is the original knowledge-intensive

         industry. But in their information management methods, hospitals and other healthcare facilities have scarcely reached the

         twentieth century, to say nothing of the twenty-first. Just one example: Handwritten notes, orders, and prescriptions are still the most commonplace and important documents in the realm of patient care. Jokes

         about doctors’ lousy handwriting don’t amuse hospital administrators who face million-dollar lawsuits over medication errors.

      


      Taken together, these three problems led to a common result for Cardinal’s hospital customers: a rising level of tension between

         the need for cost reduction and the demand for high-quality patient care.

      


      The crucial question for Cardinal in the mid-1990s: How does this tension create opportunities for us to help the customers—while still making a profit?


      Follow the Pill


      Cardinal’s intermediary role gave the company more than simply a venue from which to observe its customers’ problems. It also

         gave Cardinal the know-how and the customer access to make those problems its own.

      


      Cardinal’s first set of responses could be summed up in the phrase follow the pill. The company’s distribution business already handled pharmaceutical distribution from the manufacturer to the healthcare provider.

         But there’s another distribution chain within the hospital that traditional distributors didn’t address. This internal chain includes physicians and other professionals

         who prescribe medications; hospital pharmacists and pharmacy technicians who count out and package the medications; nurses

         and technical workers who run satellite storage and dispensing systems in individual hospital units; the doctors and nurses

         who deliver the medications to the patients; and information specialists in the pharmacy, patient record, and administrative

         departments of the hospital.

      


      Even when this complex chain works correctly, it’s difficult and costly to staff and administer. And every step in the process

         introduces an opportunity for error and needless expense. Pills get lost or stolen; medication is administered in the wrong

         amount, at the wrong time, or not at all; potentially dangerous drug interactions are overlooked; records aren’t properly

         updated; patients or insurers are charged too much or too little; and so on.

      


      These problems are far from trivial. Consider the numbers associated with just one of them. Every year, some four billion

         prescriptions are filled for American patients. Less than one-tenth of 1 percent of them produce drug interactions serious

         enough to require hospitalization—but that number is 2.7 million. Less than 2 percent of these interactions are fatal—but

         the number of deaths is fifty thousand. That’s more than the number of Americans killed annually in auto accidents.

      


      Cardinal saw that following the pill could mean more than helping hospitals save a little time and money. It could also mean

         helping hospitals get a handle on the three troubling trends—cost pressures, talent shortages, and poor information management—that

         were plaguing them.

      


      Cardinal was uniquely well positioned to do this. Because the company was already adept at handling, managing, and tracking

         drugs at the wholesale level, it was a logical step to deploy those skills inside its customers’ organizations. Cardinal could leverage its existing information systems and distribution management expertise

         to address these issues more cheaply and effectively than hospitals could on their own. And because Cardinal already carried

         the drugs to the hospital door, it was in a natural position to make the next move into the hospital itself. In effect, Cardinal

         began pushing the boundary of its own operations into territory traditionally controlled by its customers.

      


      For example, it began to offer logistics management services for hospital pharmacies, applying its superior systems to some

         of the hospitals’ most burdensome tasks. Soon, Cardinal was providing complete pharmacy management services, including the

         systems, staff, and oversight needed to run a pharmacy. Both the company and its customers were winners: Cardinal enjoyed

         new streams of revenue and profit, and the hospitals were relieved of the challenge of staffing and managing their own pharmacies.

         Today, through its Owen Healthcare brand, Cardinal manages over four hundred hospital pharmacies, more than all of its competitors

         combined.

      


      This was just the beginning. Cardinal’s follow-the-pill approach led it much deeper into the hospital—all the way to the hallway

         outside the patient’s room. To get there, Cardinal acquired Pyxis Corporation in 1996.

      


      Pyxis was a small company that made machines that automated much of the drug administration process. Think of ATMs that dispense

         medicines instead of cash. A nurse keys patient data into the Pyxis MedStation box, and the machine accurately doles out premeasured,

         bar-coded doses of medication, ready for use. Pyxis enables Cardinal to bring new value to customers and extend its distribution

         role literally to the patient’s bedside.

      


      The first-generation Pyxis MedStation system was developed to control the use of narcotics, which make up some 20 percent

         of the drugs used in hospitals (and which are especially vulnerable to loss and theft). Secure handling of controlled substances

         is still an important benefit of the machines; in fact, the newest MedStations use finger scanning to keep unauthorized hands

         away from the drugs. The system also reduces medication errors and the time and energy demands on overworked nurses. With

         the MedStation providing bar-coded, presorted, individual pill packets, the job of administering medications several times

         a day to a unit full of patients becomes much faster, easier, and more accurate.

      


      By itself, Pyxis would be merely a nice add-on service for Cardinal to offer its customers. But Cardinal realized it could

         do more. Linking its distribution processes to the information capabilities of Pyxis could produce economic magic:

      


      •   Pyxis could reduce the risk of dangerous drug interactions by automatically transferring drug administration data to patient

         records and monitoring the medications prescribed.

      


      •   Pyxis could improve the timeliness and accuracy of billing by sending patient drug usage data directly to hospital billing

         systems.

      


      •   Pyxis could also reduce the capital and operating costs associated with pharmacy management by linking directly with Cardinal’s

         distribution systems to automate portions of the ordering and inventory management process.

      


      Today, Pyxis machines do all of these things. Not surprisingly, hospitals love the system. Inventories, errors, and costs

         are all lower.

      


      Jerry Reed, director of the pharmacy at the Atlanta Medical Center, says, “Pyxis really improves patient safety. It’s impossible

         for nurses to accidentally pull the wrong drug for a patient, which reduces our risk and liability for medical errors.”

      


      Don Pearson, staff pharmacist at St. Joseph Hospital and Health Care Center in Tacoma, Washington, says that before Pyxis,

         “about 75 percent of my time was spent on distribution issues, and any clinical work was continuously interrupted by people

         trying to get me to stop what I was doing to help them get a med.” Today, “pharmacists working upstairs are free to pursue

         clinical services uninterrupted.”

      


      For Cardinal, Pyxis proved that doing more for the customer need not mean spending more on enhanced service while generating

         little incremental revenue. In fact, Pyxis augments the traditional slender profit margin from drug distribution with a healthy

         annuity revenue stream generated by leasing Pyxis systems to hospitals.

      


      Today, Cardinal dominates the automated drug dispensing market, serving about 90 percent of the hospitals that use such machines.

         The array of Pyxis offerings has expanded to include machines that dispense patient gowns, suturing kits, and other supplies.

         And since many hospital units in the U.S. have yet to automate, Pyxis has significant room to grow.

      


      Growth at the Margin Enhances Growth at the Center


      The Pyxis story also illustrates the positive feedback that can be created between new growth and the base business. Consider

         this question: What if a hospital likes the MedStation system but doesn’t use Cardinal as its chief pharmaceutical distributor?

      


      On one level, there’s no problem. Pyxis works fine with competing distributors. But the system is optimized to work with Cardinal

         since the automatic reorder protocol is connected directly to the Cardinal warehouse. So if a hospital orders medications

         from another pharmaceutical distributor, such as Ameri-SourceBergen or McKesson, the drugs arrive in bulk containers rather

         than prepackaged totes, and the pharmacist will have to spend part of the morning sorting, counting, and repackaging. It doesn’t

         take very long for most pharmacists to start lobbying to use Cardinal instead. Deploying Pyxis to solve deeper customer problems

         actually helped strengthen Cardinal’s base business even as it created new growth.

      


      Cardinal has grown enormously over the past decade by expanding beyond the parameters of its original distribution business.

         Whereas all of the company’s earnings came from pharmaceutical distribution in 1991, only half came from pharmaceutical distribution,

         with the other half from new businesses in 2001.

      


      But, as the Pyxis example shows, this doesn’t mean that Cardinal has neglected its base business. Quite the contrary. The

         company continued making distribution acquisitions in the 1990s, and as its new array of services provides new forms of customer

         value, the base distribution business thrives and grows stronger. As a result, Cardinal’s market share in distribution has

         expanded from 4 percent to 29 percent in 2001, creating a more powerful platform from which to launch new services.

      


      Another Growth Path: Serving the Surgeon


      Building on the success of Pyxis, Cardinal realized that what worked for pills could also work for surgical supplies. Distribution

         of medical-surgical supplies is Cardinal’s second largest business, after pharmaceutical distribution. It produces $6 billion

         in sales annually—about 15 percent of the company’s total revenues. This business accounts for more than a quarter of total

         earnings, which is impressive considering that most of the medical-surgical gear Cardinal sells is simple, inexpensive, low-tech

         stuff such as gauze, tape, gloves, sutures, and suction tubes, which are used once and thrown away.

      


      If any business would seem vulnerable to death by commoditization, this is it. But Cardinal has made it into a fountain of

         value, profit, and growth by leveraging its insights into healthcare’s cost and efficiency challenges. How can a company that

         sells plastic gloves help solve these problems? By providing procedure-based delivery systems—surgical supply kits customized

         for specific physicians and specific operations.

      


      Here’s how it works. The average surgical procedure requires some two hundred products, which vary with the procedure and

         the doctor’s preferences. In the traditional system, thousands of different items must be shelved in hospital storerooms,

         handpicked before a procedure, and transported on a tray to the operating room. The process is expensive, time-consuming,

         and error-prone. Inventory costs are huge. And plenty of staff time is devoted just to straightening up the storerooms, keeping

         track of items, ordering supplies, throwing out materials that have spoiled, and so on.

      


      Cardinal’s customized supply kits change all that and help customers reduce costs. The company provides an online ordering

         tool that allows surgeons to walk through their procedures in advance, picking the equipment and supplies they prefer. Products

         from twenty-two hundred manufacturers are available, though Cardinal itself makes about a third of what it sells. The two

         hundred or so items needed for a particular operation—an arthroscopic knee repair, for example—are then shipped to the hospital

         on the morning of the procedure in a sterile kit organized in the precise sequence in which they will be used. Every item

         in the kit has been preselected by the physician to be exactly the right one for the procedure.

      


      You can see the benefits of this system to Cardinal’s customers. Hospitals love the convenience of the prepackaged kits, the

         reduction in inventory and warehousing costs, and the saving of staff time needed to pick and transport supplies. Doctors

         love the customization and the elimination of error and uncertainty. And Cardinal has the ability to bundle its otherwise

         undifferentiated gloves and gauze into unique kits that carry premium prices for the convenience they provide.

      


      As with Pyxis, the added value Cardinal brings to the surgical supply process also enhances the company’s overall position

         with its customers. After all, once the surgical staff at St. Luke’s has taught the Cardinal ordering system about their supply

         preferences for all of their most frequent procedures, why would the hospital consider shifting distributors? To switch would

         mean forcing their doctors to start over again with a new (and maybe less reliable) supplier. No hospital wants to annoy and

         alienate its surgeons, who are one of its best revenue and profit sources and are famously outspoken.

      


      Cardinal has learned that your customers will have less and less reason to turn to competitors the closer and deeper your

         connection to them becomes.

      


      Pharmacy management, MedStation, and surgical-kit supplies are just three of the businesses that have grown out of Cardinal’s

         close link to hundreds of hospital customers and the leverage provided by its unique value chain position. Cardinal has gone

         on to develop a series of other value-added offerings for its hospital and retail pharmacy customers including customized

         resizing of drug packages, distribution of specialty pharmaceuticals and blood plasma, nuclear medicine applications, a branded

         retail pharmacy program, temporary staffing programs, supply chain optimization services, information technology tools for

         inventory and supply chain management, and consulting services.

      


      Recognizing Upstream Opportunities


      As a middleman, one of the most important groups Cardinal does business with operates upstream from it—the pharmaceutical

         companies. One of the ways Cardinal expanded its growth opportunities was by viewing pharmaceutical manufacturers not merely

         as suppliers but also as potential customers.

      


      In the mid-1990s—when Cardinal began asking, How is the world of healthcare changing?—it recognized a major trend influencing

         the pharmaceutical industry: the increasingly demanding economics of the industry’s blockbuster business model.
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