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Abstract

We examine the recent increase in hospital advertising expenditures. Wefirst illustrate
that the rise in hospital advertising has not been universal. Large, not-for-profit, teaching
hospitals have, by far, experienced the largest increase in spending. Adjusting for size,
for-profit hospitals over this period have actually decreased their marketing expenses.
Thisincrease in advertising spending is best explained by managed care penetration.
Thereisasmall and marginally significant relationship between increasesin for-profit
presence in hospital markets and an increase in advertising spending by the not-for-profit
hospitals in those markets.

We want to thank Martin Feldstein, Edward Glaeser, and all other participants at the NBER Not-for-profit
Organizations pre-conferences for their helpful comments.



I ntroduction

Advertising is a pervasive component of many product markets in the United States, from
sodato real estateto clothing. Until recently, the providers of health care in America had been
conspicuously absent in this activity. Infact, for agreat deal of the last century, advertising by
physicians and hospitals was explicitly banned by their respective professional organizations. In
the American Medical Association’sfirst code of ethics, it was written that “[advertising is|
highly reprehensible in aregular physician.”*

Although still relatively small compared with other industries”, advertising among
hospitals has increased dramatically in recent years. Figure 1 shows average advertising
expenditures among hospitalsin the United States from 1995-1998. Of the roughly 5,000 acute
care hospitalsin the United States, 1,800 advertised in 1995. Among those hospitals, the average
advertising budget was $79,000. By 1998, 2,500 hospitals advertised, and the average spending
among those hospitals had increased by 56% in real dollars to $123,000 per hospital.® Over this
same period, average hospital expenditures increased by only 10% in rea terms.* Figure 2
illustrates the increase in participation in advertising for hospitals over thistime period. Less than
40% of hospitals advertised in 1995, compared with alittle more than half by 1998.

Average advertising spending across all hospitals masks the most dramatic increase.
Figure 3 breaks out the hospitalsinto five categories: not-for-profit teaching hospitals, other not-
for-profit hospitas, for-profit hospitals, religious hospitals, and public hospitals. Figure 3
illustrates that the true source of the overall advertising increase among American hospitals has
been the not-for-profit teaching hospitals. The spending levelsin figure 3 are adjusted for bed

size, so that any differences in ad spending due to differences in hospital size are removed. The

! American Medical Association, Original Code of Medical Ethics, 1847.

2 Hospital advertising is, on average, .1-.2% of hospital revenues. Other industries that are better known
for their advertising have much larger advertising budgets. Soda companies, for instance, spend 7-8% of
revenues on advertising. Car companies spend alittle over 2%. (CompuStat)

3 VoiceTrak survey of advertising



average not-for-profit teaching hospital has increased its bed-adjusted ad expenditures by 140%.
For-profit hospitals, however, have actually decreased their spending in real terms over thistime.

In this paper, we examine the underlying cause of thisrapid increase in advertising
among hospitals. We utilize a panel data set of hospital and market characteristics along with a
unique data set of hospital advertising expenditures. In the end, a critical component of the
explanation is the rise of managed care across the country. Those hospitals— and in particular the
large, teaching hospitals —in markets that have experienced the greatest rise in managed care
influence, had the most rapid increase in advertising.

The paper continues as follows. The next section discusses the history of hospital
advertising along with a discussion of the economics behind advertising for hospitals. The third
section presents various hypotheses as to why hospitals would have changed their advertising
behavior at thistime. In the fourth section, we discuss the data. The next to last section presents

the empiricd results, and the final section concludes.

TheHistory and Economics of Hospital Advertising

One basic model of health care consumption in the United States involves patients
depending on their physician as awell-informed, benevolent agent. When a patient needs to
receive treatment in a hospital, the physician suggests the course of treatment and the hospital in
which it will be done. Within thisview of medical care, advertising direct to patients can play
very little positive role, and may, in fact, be detrimental to patient outcomes.

If the advertising signals lead the patient to disagree with the well-informed, benevolent
physician, then the patient may seek alternative treatments. This may positive if the physician
was not fully informed, or if the physician was not truly acting in the patient’s best interest. But

if the physician wastruly acting in the patient’ s best interest, then the patient will only disagree

* American Hospital Association, Annual Survey of Hospitals, 1995-1998.



with the physician’s choices when the advertising is false and the patient is unable to determine
its voracity. This appears to have been the argument behind the restriction of advertising by
hospitals and physicians for the bulk of the twentieth century.

In 1847, when the AMA discussed advertising in its Code of Ethics, the concerns focused
on exaggerated or outright fictitious claims perpetrated by some supposed healers. Until the late
1970s, the American Medical Association (AMA), aswell as the American Hospital Association
(AHA) explicitly banned advertising for its members. A successful Federal Trade Commission
suit in 1980 made advertising alegal, if not accepted, part of medical care. Prior to the fina
decision, the AHA had aready decided to allow some regulated advertising for its member
hospitals, aslong as the “truthful” advertising was not done at the “expense of the competitor.”
(Rosenstein 1985) Even now the AMA is careful to remind its members that although there are
no restrictions on advertising, there is a concern that the public will be easily “deceived” and that

information transmitted to the public should done in a*“readily comprehensible manner.”®

Theories of Advertising Changes

There are severa possible explanations for the current rise in hospital advertising. The
first possibility isthe unraveling from one equilibrium —where few hospitals advertise — to
another —where many hospitals advertise. Perhaps all hospitals, particularly the large teaching
hospitals, would do little advertising aslong as all of the other hospitals follow suit. Once that
equilibrium begins to unravel, it will unravel quickly, hence the rapid increase in advertising.

Another hypothesis may be that the not-for-profit hospitals have undergone a
fundamental change in their abjectives. One explanation as to why hospitals have historically
done so little advertising is that marketing is unbecoming for a not-for-profit institution — hence

the statement in the code of ethics. The corollary to that ideaisthat marketing is a perfectly



acceptable activity for an organization concerned with profits. Perhaps advertising isincreasing
because for-profit hospitals and their ethics are becoming more dominant in today’ s hospital
market. This hypothesis leads to two predictions. First, for-profit hospitals should advertise
more than not-for-profits, and second, that advertising should increase more rapidly for not-for-
profit hospitals that have more contact with for-profit competitors.

Another explanation is that hospitals and their executives are more willing to engage in
activities, such as advertising, that were once shunned because the new financial realitiesin
health care have made them necessary. If the financial strains become large enough, the choice
for the hospital can be to stay open and advertise, or not to advertise and close or curtail valued
activities. Thefinancial situation for hospitals has gradually deteriorated through the 1980s and
1990s as reimbursements from government and private payers have decreased. In addition to
price reductions, hospital s have experienced a steady decline in admissions and inpatient days.
This decline has been caused by both technol ogical improvements that render some inpatient
procedures obsolete (cataract surgery) or have greatly reduced the length of stay for other
procedures. In addition, hospitals have faced pressures form managed care organizations to
reduce lengths of stay. The result has been that inpatient days in U.S. hospitals have fallen by
roughly 35% over the last twenty years.®

A final hypothesisis that changesin the market structure and the manner in which
hospital reimbursements are determined have resulted in an increased return to advertising.
Perhaps the return to hospital advertising had historically been very low, and the hospital
executives chose not to advertise because they had littleto gain. If the marketplace changes such
that there are significant gains to be had by advertising, then hospital managers will begin to

advertise.

® American Medical Association, Ethical Opinions, E-5.02, Advertising and Publicity.
® American Hospital Association, Annual Survey of Hospitals



One major change in the health care market structure over the last twenty years has been
the rise of managed care. In 1998, Heath Maintenance Organizations (HM Os) provided health
insurance to roughly 30% of the U.S. marketplace.” Only 4 years earlier, that percentage had
been less than 20%. Twenty years ago, that percentage was essentidly zero. HMOs reduce
health care costs, at least in part, by negotiating lower reimbursement rates with providers. They
achieve leverage in those negotiations by only offering a subset of a market’s providersin their
ultimate network. It isthe threat to leave a provider out of the network that provides HM Os with
their power.

In a market with managed care organizations, advertising can potentially provide
leverage to the providers. To the extent that providers can render themselves indispensablein the
eyes of the patients, then the threat for managed care companies to leave them out of the networks
is much more empty. In the extreme, if an insurer has very little chance of being ableto sell a
product that lacks one key hospital, then that hospital has all of the power in setting the
reimbursement fees. Advertising direct to patients may be atool for the hospitals in creating this
sense of necessity. To the extent that advertising plays this new role in the negotiation process
between hospitals and managed care, then the rise of managed care has increased the returns to
advertising.

In the sections that follow, | test several of the hypotheses outlined above. Given the
large variation across hospitals and hospital markets, it is possible to test each of the hypotheses
empirically. The change in objective function hypothesis can be tested using variation across
markets in the influence of for-profit hospitals. In particular, those markets that have experienced
the greatest increase in for-profit influence should experience the greatest impact on the
objectives of the other hospitalsin the market.

» Change in Objective Function Hypothesis: Not-for-profit hospitals with more
and increasing contact with for-profit hospitals will advertise more.

" Interstudy



Thefinancial distress hypothesis can be tested using variation in financial performance
across hospitals, and with differences in market structure changes across markets. Theoretically,
if the financial distress story is driving the change in hospital advertising, then hospitals that
experience more financial distress should advertise more. The alternative story is that hospitals
with less money will do less of everything, including advertising.

* Financial Distress Hypothesis: Hospitalsin financial distress will respond by

increasing advertising expenditures

The penetration of HMOsinto marketsis aform of financial distress for hospitals. This
means that the relationship between HM O penetration and hospital advertising will combine two
effects: the effect of financia distress and the effect of HM O presence on the returns to
advertising. Empirically, it is possible to disentangle these two effectsif the returns to
advertising do not change universally for all hospitals.

In the returns to advertising hypothesis, advertising by hospitals would focus on hospital
quality, in order to create the sense of necessity among the patients. Some hospitals, particularly
those that are large or are teaching hospitals, may be more credible in their advertising than
others. Those hospitals for which their high-quality claims are more believable should increase
their ad spending more than those hospitals for which their claims areless credible. The
empirical test isthen whether hospital s that are more likely to be credible (teaching and large
hospitals) increase their advertising by more in response to HM O penetration than other hospitals.

* Increased Returns to Advertising Hypothesis: More credible hospitalsin

markets with higher HM O penetration should respond with more advertising than

other hospitals.

I will not focus directly on theinitial hypothesis—that the increase in advertising is due

to an equilibrium shift from no advertising to everyone advertising. 1f none of the other



hypotheses were to be supported in the data, then the cascading equilibrium theory could be the
explanation. Even if the other hypotheses prove to have some validity, it isimpossible to prove
that some form of equilibrium cascade did not occur. For instance, in the data, it appears that
large teaching hospital s responded to increased HM O penetration by increasing ad spending.

That provides support to the increasing returns hypothesis, and it may also be true that once some
teaching hospitals decided to advertise, many others decided to follow. More generaly, it may be
that any of the other hypotheses can act as triggers in creating a cascade from one equilibrium to

another.

Data

The data we employ in this paper comes from four sources. the American Hospital
Association (AHA), the Medicare Cost Reports, Interstudy, and VoiceTrak. Each source
provides a panel of data across U.S. hospitals from 1995-1998. The AHA data contains
information on hospital ownership, size and location. The AHA datais aso used to generate data
characterizing a hospital’ s market, including information on the number of competitors. The
Medicare data contains financial information for the hospitals, including revenues, expenses and
income numbers. The Interstudy data provides the data on HM O penetration over time at the
Metropolitan Statistical Area (MSA) level.

VoiceTrak isthe source for the hospital advertising data. VoiceTrak surveys roughly
11,000 media outlets each year, achieving a response rate of over 85% by offering the
respondents some of the survey results. VoiceTrak surveys radio, print and TV outlets and
compiles an annual advertising spending number for each firm, including hospitals. The
VoiceTrak datawas merged with the other data sources to create a panel of roughly 5,000
hospitals over four years. Any advertising expenditures attributed to hospital holding companies

or hospital networks were distributed among the member hospitalsin the market according to size



to the amount possible. The network and affiliation datain the AHA isfar from complete. To
the extent that some expenditures are not distributed, that should dampen the advertising numbers

for hospitals more likely to be in networks.

Empirical Results

Thefirst hypothesis as to why hospital advertising hasincreased in recent yearsisthat the
objectives of the hospitals have changed. In order to test this, we first examine whether hospitas
of different ownership typesin fact exhibit different behavior with respect to marketing. If the
difference in advertising expendituresis caused by differences in objectives, thenthat is
presumably driven by not-for-profits having an objective function that differs from profit
maximization. Most of the differences that would be proposed, such as ethical concerns, should
lead to not-for-profits advertising less than for-profits. If the objectives of the hospitals are
changing, then not-for-profits should behave more like for-profits through time.

Table 1 presents results of a simple least-squares regression to illustrate the average

advertising behavior by hospital types. The following regression is estimated:

(1) AdSpending,, =a +y, + B, * Beds+ FR,, + Pub,, +Teach,, +¢

The regression includes the VoiceTrak advertising expenditures as the dependent
variable. The number of hospital beds as well as dummy variables indicating hospital ownership
type areincluded on the right hand side.

Theresults help illustrate that the general pattern is not entirely consistent with the
change in objectives hypothesis. If the hypothesisis correct, for-profits should advertise more

than not-for-profits, but the relationship should narrow over this period of time while advertising



spending isincreasing so rapidly. In the regressions, the omitted hospital category is non-
teaching, not-for-profit hospitals. The regression in column 1 shows that over the whole time
period, for-profits do advertise more than not-for-profit, non-teaching hospitals and public
hospitals, but less than teaching hospitals. The difference between for-profits and non-teaching
not-for-profitsis not significant at standard levels of significance.

Theregression in column 2 presents results with each hospital type interacted with the
year effects. These results highlight the regime shift in hospital advertising that was evident in
figure 3. By the end of the period, for-profit hospitals advertise significantly less than all not-for-
profit hospitals, and the teaching hospitals have increased their advertising expenditures
significantly.

Again, thisresult is alittle too strong for the change in objectives hypothesis, since the
not-for-profits not only begin to advertise as much as the for-profits, but even surpassthem. Itis
possible that a change in objectives could still be adriver behind therisein advertising if it were
true that the returns to advertising are higher for the not-for-profits and the teaching hospitals, in
particular. Then once al hospitas are comfortable advertising, the not-for-profits would actually
do more, not just the same amount.

Another test of the change in objectives hypothesisis to see whether hospitals that
interact more with for-profit hospitals advertise more. The assumption behind this theory is that
not-for-profit hospitals have historically had an ethic of not advertising, while for-profit hospitals
have not felt restricted with respect to marketing. As not-for-profit hospitals increasingly interact
with for-profits, they may begin to absorb some of their behaviors. In table 2, the following

fixed-effects regression is estimated:

(2 Ada)endi ng,, =a, *hnt /81* FPMktS’]areh,t + :82 * Xh,t + Eny



Again, the advertising expenditures are the dependent variable. Y ear and hospital fixed
effects are included on the right hand side along with other hospital and market characteristics
including; ownership status (for-profit, public, religious), teaching status, hospital occupancy rate,
net income, and whether the hospital is alocal monopoly (no other hospital within ten miles).
The key variable of interest is the percentage of hospital beds in the hospital’ s ten-mile market
that are in for-profit hospitals — the for-profit market share. Thisvariable, aswell asinteractions
of this variable with the various ownership types, are included in the regression. The hypothesis
isthat as a hospital isincreasingly interacting with for-profit hospitals, the more likely that
hospita isto begin behaving as afor-profit.

Theresults are presented in table 2. The only difference between columns 1 and 2 is that
teaching statusis not included in the first regression. The coefficient on for-profit market share,
86,845, represents the impact of increased for-profit market share on the omitted category, non-
teaching, not-for-profit hospitals. This coefficient is marginally significant and positive, but the
magnitude is small relative to the overall change in advertising. The result suggests that an
increase in for-profit market share of 10% leads to an increase in advertising of $8,600. The
average change across hospitalsin for-profit market share from 1994-1998 is less than 1%. The
standard deviation is 15%, so there were some hospitals that experienced a significant increase in
for-profit influence. The effect for teaching hospitalsis essentially zero. Since the largest
increase in hospital advertising over thistime period has been from large, teaching hospitals, the
impact of for-profit hospitals does little to explain the general trend.

The coefficients on net income and occupancy rate are not significantly different from
zero. Thisisthefirst test of the financial distress hypothesis. The regressionsin table 2 provide
no evidence that tougher financial conditionslead to an increasein advertising.

Table 3 presents results on the relationship between HM O penetration and hospital
advertising. These results provide insight into both the financial distress and change in returns to

advertising hypotheses. At one level, an increasein HMO penetration is a negative financial

10



shock to hospitals. This may affect advertising in either direction. The financial distress
hypothesi s suggests that the rise in advertising may be due to increasing financial strain on
hospitals. Alternatively, astrain on hospital budgets may require adecrease in al types of
spending, including advertising. At another level, the presence of HM Os in the market may
increase the returnsto advertising. This affect may differ across hospitals, as some hospitals may
have more credibility in their claims of high quality. The regressionsin table 3 estimate the

following regression:

(3) Ad$endh,t = ah +yt +181* FPh,t +182Th,t +183Lh,t +Ig4*Th,t * Lh,t +185* HMOmsa,t tE

Aswith eguation 2, the regression includes hospital and year fixed effects, aswell as
controls for hospital type (T —teaching hospital, L — more than 200 beds) and the HMO
penetration at the MSA level. Theregression in column 2 contains interaction terms between
HMO penetration and the for-profit, teaching, large, and large teaching variables.

The coefficient on the HMO penetration variableis the result of interest. Without the
interaction terms (column 1), there is no significant relationship between HMO penetration and
hospital advertising. The coefficient is positive, but not significant at normal levels. Once the
interactions are included, an interesting pattern isrevealed. The omitted group — non-teaching
not-for-profit hospitals — responds to increased HM O penetration by advertising less. Every 10%
increase in HMO penetration leads to $8,800 less in advertising. For-profit hospitals also respond
to increased advertising with less advertising, not more as either the financia distress or the
increased returns hypotheses would suggest. Increased financial distress appearsto lead to less
spending on advertising for small and for-profit hospitals.

Thefina groups —teaching and big hospitals — provide evidence consistent with the

increased returns to advertising theory. Both teaching hospital and large hospital s respond to
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increased HM O penetration with additional advertising. The effect for alarge, non-teaching
hospital is not significantly different from zero, although the effect is no longer negative like the
previous groups. For large, teaching hospitals the effect of HM O penetration on advertising is
significant and large. Each increasein HMO penetration of 10% |leads to an increase in hospital
advertising of $43,000. Among large, teaching hospitals, the average change in HM O penetration
from 1995-1998 was 8% with a standard deviation of 14%. On average, this category of hospitals
increased its advertising spending by $150,000. Theincreased influence of managed care appears

to explain a significant percentage of that change.

Conclusions

Therise of hospital advertising in the late 1990s is best characterized by the significant
increase in marketing activity by large, not-for-profit teaching hospitals. Thereislittle evidence
to suggest that any increased influence of for-profit hospitals explains the recent patternin
marketing behavior. Over thistime period, for-profit hospitals have actually decreased their
marketing expenditures. Non-teaching, not-for-profit hospital s that were exposed to more for-
profit competition increased their ad expenditures in a marginally significant manner, but the
magnitude of the effect is small.

Changes in managed care penetration are positively correlated with increased advertising,
but only for the teaching hospitals, and particularly for large, teaching hospitals. For al other
hospitals, increased managed care reduces ad spending, suggesting that HM Os represent a
financial shock to hospitals. For the large, teaching hospitals, the results with respect to HMOs
suggest support for the increased return to advertising hypothesis. The presence of HMOsin the
marketplace introduces a new negotiating dynamic, in which hospitals can attain higher
reimbursement fees if they can dampen the HMOs' abilities to threaten to leave them out of

insurance contracts. Advertising direct to patients, if effective, can perhaps help to create a sense
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of necessity for ahospital. Only hospitals for which their quality claims will be credible (large,
teaching hospitals) will gain through this type of advertising. For al the other hospitals, HMOs

are simply afinancial shock, and advertising expenditures should fall.
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Figure 1

Average Hospital Advertising Spending, 1995-98
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Table 1. Relationships of Hospital Types To Hospital Advertising

Dependent Variable: Rea Hospital Advertising Expenditures

(1)

)

Hospital Beds 443.9 442.0
(13.25) (13.20)
For-Profit 7,093.6 10,091.3
(1.68) (1.96)
Y ear Interactions
1996 9,124.9
(1.88)
1997 -4,346.1
-(0.74)
1998 -19,785.9
-(3.35)
Public -20,653.3 -8,610.0
-(5.14) -(2.26)
Y ear Interactions
1996 -9,837.8
-(3.24)
1997 -19,751.6
-(4.90)
1998 -20,281.1
-(4.40)
Teaching Hospital 48,183.4 -11,692.0
(5.63) -(1.29)
Y ear Interactions
1996 45,116.2
(5.85)
1997 98,315.0
(8.19)
1998 103,087.4
(8.36)
Y ear Effects
1996 20,116.7 13,078.6
(11.66) (6.14)
1997 35,103.3 22,408.0
(13.07) (7.89)
1998 35,024.6 23,7775
(12.51) (8.08)
Constant -33,782.7 -25,689.7
-(6.71) -(5.34)
# Observations 19,539 19,539
R Squared 0.21 0.22

16



Table 2: Advertising and For-Profit Market Share

Dependent Variable: Real Hospital Advertising Expenditures

For-Profit 24,153.35 21,895.91
(0.60) (0.55)
Public 10,138.95 9,911.42
(0.88) (0.86)
Religious 27,237.89 27,305.66
(1.61) (1.61)
Teach -489.59
-(0.049)
Hospital Beds 77.72 78.11
(0.75) (0.75)
FP Market Sharein 10-Mile Market 86,845.62 78,777.74
(1.88) (1.75)
Interactions
FP Market Share * For-Profit -101,889.95 -94,168.86
-(1.58) -(1.50)
FP Market Share* Public -62,834.33 -62,119.12
-(1.11) -(1.10)
FP Market Share * Religious -72,150.87 28,076.80
-(0.69) (0.85)
FP Market Share* Teach -70,884.33
-(0.67)
Monopoly in 10-Mile Market 5,988.82 6,699.86
(0.41) (0.46)
Occupancy Rate -7,985.25 -7,995.76
-(0.65) -0.65
Net Income 0.00 0.00
-(1.02) -(1.02)
Y ear Effects
1996 19,526.48 19,441.07
(9.29) (9.26)
1997 33,367.15 33,309.83
(10.46) (10.41)
1998 33,870.10 33,824.83
(8.75) (8.73)
Constant 23,509.50 23,438.83
(1.23) (1.23)
Hospital Fixed Effects Yes Yes
# Observations 15,791 15,791
R Squared 0.78 0.78

Standard errors are heteroskedasticity robust and clustered by hospital



Table 3. Advertising and HM O Penetration

Dependent Variable: Real Hospital Advertising Expenditures

Hospital Beds 129.97 145.43
(1.21) (1.38)
HMO Penetration at MSA Level 52,735.47 -88,180.58
(1.66) -(2.94)
HMO Penetration Interactions
For-Profit -92,630.49
-(1.69)
Teach 249,337.49
(3.72)
Hospital Beds>200 104,938.15
(2.75)
Teach and Hospital Beds>200 165,839.40
(2.22)
For-Profit -3,206.56 16,463.46
-(0.16) (0.76)
Teach -3,697.88 -88,083.94
-(0.24) -(3.83)
Hospital Beds > 200 8,537.69 -40,640.50
(0.53) -(1.85)
Y ear Effects
1995 -54,556.12 -55,111.42
-(8.77) -(8.69)
1996 -20,026.40 -20,373.52
-(3.60) -(3.63)
1997 2,801.80 3,640.46
(0.63) 0.81
Constant 92,948.34 129,955.48
(3.61) (5.17)
Hospital Fixed Effects Yes Yes
# Observations 10,387 10,387
R-Squared 0.76 0.77

Standard errors are heteroskedasticity robust and clustered by hospital
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